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. Comptroller of the Currency o
‘Administrator of National Banks

To: Comptroller Dugan.
Datel' October 15,2008

SUBJECT Impact of Treasury Senlor Preferred Stock Program

In response to some of the press today regardlng Treasury s Senior Preferred Stock
Program and reports that few community banks plan to partlclpate the attached graph
and chart illustrate some key po1nts that should be made

* The9 largest banks that will partrcrpate in the program represent 54% of total
~commercial bank assets and 50% of total deposrts in the banklng system. As.
the graph 1ndrcates these banks, collectrvely, have local commumty presence
" through their branch networks, for much of the country — 1nclud1ng those areas
~ that have been hardest hit by the real estate crisis.

* - The'top 50 commercial bank holding com’paniés 'collectively, account: for‘77'%
.~ of total commercial bank assets and 74% of total depos1ts and account for the
‘vast number of assets and depos1ts in the banklng system. and thus are the key ©
' players in terms of. restorlng the banking: system ' o '

LI Conversely, wh1le banks under $250 m1ll|on represent 70% of the total number o
- of commercial banks, they account for less than 5% of total banklng assets and
sl1ghtly more than 5% of total deposrts While some of these institutions. may
- be vocal about whether they need this program the 51mple fact is that they
'__'account for a very small fraction of the system S assets and deposrts :

T1m Long
Senlor Deputy Comptroller
‘Bank Supervision Policy
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: From Brown, Paul A. : - o

- Sent: Saturday, October 11, 2008 10:36 AM ‘ : ‘ ‘ '

" To: Kaplan, Joel; Hennessey, Keith; Price, Daniel M.; Dav1d McCorm1ck@do treas gov

jefferyR @state.gov; 'Clay.Lowery@do.treas.gov'; ‘Sulllvan Daniel S :

.- Mark.Sobel@do.treas.gov; Jim. Wilkinson@do.treas. gov'; 'Jim.Wilkinson@do. treas gov
 Herrmann, John M.; Simonetti, John M.; Price, Daniel M.; Brown, Paul A.
- Cc: 'Jamie. Franco@do treas.gov'’; 'Guest, C Cohn EEB-A STAFF- ASSISTANTS- DL
'Dingman, Lacey M'; Joann. Tissue@do.treas.gov' :
Subject: URGENT: Meeting 11:30AM SATURDAY at the EEOB on a Mtg on the F1nanc1al
Crisis

. Atthe request of Steve Hadley and Secretary R1ce Dan Price would like to meet to discuss

poss1ble structure and outcomes from a meeting on the financial crisis. This meeting will take - [

place today at 11:30am-12; 30pm in the EEOB, Room 180. The' followmg are invited to attend,

please confirm participation by respondlng, with clearance data ASAP for those without EOP.... .- .

passes, to John S1monett1 and myself
thank you and apologies for the extremely shertno'ti_ce,

Invitees

~ -Joel. Kaplan -
Keith Hennessey
.Dan Price
Dave McCormick
.~ Reuben Jeffery
" Clay Lowery

Jim Wilkinson
- John Herrmann

" Mark Sobel

Paul Brown -

thanks,

Paul

Paul A: Brown
" Director for G-8

' ;i. National Security Council staff :
tel: 202.456.9293

- fax: 202.456.9280
mobile:| . _()e)
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October 20, 2008

e --_Jos@ |

o }-’The attached plece from Portfollo magazme chromcles the blrth of the

N derivatives. market specuﬂcally the comblnatlon of securltlzatlon and cred|t ;

derlvatlves

- It s a fascmatmg story about what has become a cr|t|ca| part of today s
~ crisis. In telling it, the author also g|ves a-mini- prlmer on'some of the more |
jcomplex concepts : SR

Well worth the read in myjudgment

. ‘vf‘BIake )




., Wall Stseet

M_The $58 Trllllon in the Room

by Jesse Essmger ] See Archsve

‘The roots of this years f|nanc|al crisis go back toa smaII team of bankers at J. P Morgan in New York

" Now, their |nvent|on—cred|t derivatives—has heIped br|ng down Wall Street and has left Morgan W|th its -

_brggest exposure of aII

PR

o “ At a time when the reputatlon of bankers has been shredded; Blll Demchak i |s a throwback The day I
" “meet him, the financial world is once again poised on the brink of destruction. The Dow Jones Industrial
- - Average lost 358 points the day before and is already down another 150 this morning.. Yet the green-eyed

“Demchak, in pleated khakis hiked up-unfashionably high onhis waist, seems preternaturally calm— -

L especlally for a man who, unW|tt|neg, has had a hand in br|ng|ng Wall Street to its knees o

Demchak now the vice charrman of = PNC Fmancral in-Pittsburgh, returned to hrs hometown in 2002 to

-~ help rescue the bank after it became mired i in-an accounting scandal. Under Demchak and the rest of its -
~new management team, PNC has avoided most of the terrible mistakes of its Wall Street peers by - :
‘ 'spurnlng bad mortgages, dubious off-balance-sheet deals, and questlonable corporate Ioans Its now one' ‘

of the best-performlng banks in the country

But before he had this I|fe Demchak had another as the leader.of a small group at i} P Morgan in New

" York that ploneered the kind of financial instruments that eventually led to this autumn’s wreckage on - -
~Wall Street. The J.P. Morgan team created and then industrialized credit derivatives; which have O
- enveloped the global markets, growing to a mind-numbing $58 trillion worth of credit contracts They have
‘spread and morphed in ways that. Demchak never rntended but always feared ‘

. Long celebrated asa way for banks to dlffuse their nsks the cred|t denvatrves mvented by Demchak S L
team have instead multiplied them. The new credit vehicles encouraged banks and other financial firms to

take on riskier loans than they should have; helped increase leverage in the gIobaI financial system; and
- exposed a much wider array of financial firms to the nsk of default (V|ew an |nteract|ve timeline of -
derlvatlves ) : : S

~ . Credit derlvatlves arent of course, solely to blame for the pandemrc that has helped bnng down Wall
- Street. They didn’t smgle handedly force Bear Stearns and Lehman Brothers to bulk up-on toxic debt,
- dooming them to collapse. But they made the financial world more complex and. more opaque. Ultimately,
_they have exacerbated the market panic; as fi nanclal ﬁrms and regulators have belatedly come to grips

with the enormity of the problems. Merrill Lynch u|t|mately capitulated to a sale because investorshad no

.confidence that the firm had a handle on what its problems were. When the federal govérnment.took over

_swaps, a type of derivative that flourished-in-the wake of- Bemchak-and his team’s-ereations-By-mid-
‘September, Treasury Secretary Hank Paulson was forced into proposing the largest bailout in U_S.

SALG in September, it was largely because of the insurance behemoth’s exposure to credit-default

- history. Securities and Exchange Commission chalrman Chnstopher Cox-(S.E.C. No Evil, October) caIIed

for regulatmg cred|t derlvatlves g

‘Morgan's derlvatlves prOJect began in the wake of the A5|an f|nanCIaI crisis in 1997 as.an attempt to

protect the bank from bad loans. Demchak’s innovations worked—for his bank. Morgan came to dominate

| ~this corner of the financial world while preserving a culture of prudence. Morgan——deemed to be so safe
. that it snagged two of the victims of the financial- -system collapse, Bear Stearns and Washington
‘ Mutual—ls still SW|mm|ng in credlt denvatlves far- more than any other ﬁrm on WaII Street though the .

L
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bank says it's hedged As of the second quarter of 2008 the bank had wr|tten derlvatlves contracts
backing credit valued at $10. 2 trllllon roughly three quarters the size of the us. economy

* But Demchak s innovation has a more troubllng Iegacy JP. Morgan rather than belng |noculated was

actually.becoming the Patient Zero of Wall Street, eventually carrying the credit virus to the far corners of -

 the global financial system. The structure of the first derivatives deal wasn'’t as solid as Demchak s team |
“had intended. That initial, flawed financial.instrument was later.replicated thousands of times by J. P.

Morgan and other banks, with the same defects repeated and magmﬁed over and over agaln

. The creatlon of credit denvatlves only a decade ago is'more responslble than anythrng else for blndlng

the global financial world together more closely. Now some of the trailblazers are puzzling over what has ~
been wrought. “How can we have a financial system so precariously balanced after suchan . ,
extraordinarily-profitable: period?” asks Andrew Donaldson a former colleague of Demchak s who runs an - )
asset management firm in London ‘ ‘

_ Demchak spends his days in an unassumrng office in PNC s headquarters situated amld a sllghtly seedy
- - collection of streets in downtown Pittsburgh. Demchak warned for years about excesses in lending and is.
~“now baffled by, and even somewhat contemptuous of, his. peers’ disastrous mistakes: “At the end of the :

day, I'm never going to- be—knock on wood—a guy you see in the paper and say, ‘Look atthis: stupld

4 self—servrng decuslon 0"

Later, as he thlnks back to 1997 and the days in New York when his team helped get the derlvatlves

market off the ground he lights up “Oh, God,” Demchak says. ‘It was absolutely the best time ever inmy: ‘
'l|fe“ t . .

' ln the mid- 1990s Demchak along wrth his boss Peter Hancock, an effervescent Briton, became

converts to the closest thing the banklng industry has had to a religious reformation. Back then, -

‘relationships drove the commercial- -banking busrness Glad handrng bankers with trght connectlons to
‘ corporate boardrooms made the rain.

o These guys never.met a Ioan froma corporate client they would turn down even |f they weren't sure lt :

would be prof table in the long run.

Hancock and Demchak s creed was snmple Banks should know whether their loans were going to make -
money. The pair insisted that loans be priced to their current value in the market. ‘Because of the legacy.

of the old relationship bankers, J.P. Morgan was struggling. The problem; in the view of the stock market, -
was that the bank had the wrong clients. They were sleepy American icons, some of whom John Pierpont .-

© Morgan himself had lent to and even helped build. Though bank officials were promising Wall Street that”
- itcould generate returns of 20 percent, the return on many of its loans was much lower forcmg the bank

to run the race while dragglng lead weights on its ankles

. The Aslan financial crisis highlighted the problem Morgan lost: money.on loans to Asran companles That

prompted the bank to take a look at alt of its corporate lending practices, abroad as well as at home.

- When it did, top executives came to a sobering realization: Not only was J.P. Morgan not making nearly
~enough profit on these blue-chip corporate loans, the bank had also made far too-many of them. Most

weren't loans at all but lines of credit promising funds at some later date. Hancock and Demchak realized

~that'in a crisis,"many of these companies would probably ask J.P. Morgan for access to the money they

were promised. Worse, they wouldn't do it unless they were on the brink of collapse—exactly the wrong

time for a banker to make a loan. The bankers who made those loans thought the odds of that happenlng

were too small to even conslder “The old banklng mentalrty V|ewed them as nskless § Demchak says. But ‘

' the mentalrty was wrong.

’ ,Morgan realized |t needed to act qmckly to reduce its exposure It had to free up capltal for more
: profltable busmess But it couldn t-sell the Ioans without alrenatlng its Iongtlme blue—chlp customers o

. Demchak put the new rellglon mto actlon “Demchak was the flrst person l know of who had the V|s|on

Page 2 of 6




-

~ that the credlt-denvatlves market could be anything like it is- today, says Charles Pardue who worked for ‘
_Demchak at J. P Morgan before moving to a hedge fund in London ‘ :

»Over the coming months, Demchak would put his assault team of math whlzzes and marketers to work onf o

N ﬁxrng the problem Within the bank the proJect was called the Credlt Transformatlon

.. Demchak recelved crucial help from his Ileutenant Blythe Masters arising star and formrdable presence«
at the bank. She interned at Morgan while still in collége at Cambridge, in Britain, and joined the-bank.
_-after graduating. Ultracompetitive and driven with a passion for debate, she would-give talks and: ‘

,semlnars proselytlzmg about the promise and power of credit derivatives, ultrmately becomlng therr
poster child,” according to credlt-markets consultant Elleen Murphy. - :

) i i“When you- are doing something new; it gets done onIy by |mpos|ng your force of w1ll says a former

colleague of Masters’. “She was that person ', _— R - - R |

. ‘Wall Street likes to call its innovations “technologles to convey a werghty sense of lmportance What

- Demchak and Masters did was combine two of these technologles——securlt|zat|on and credlt

o - denvatlves—forthe ﬁrsttlme

: Securltrzatron has been around since the 1970s In such a transactron a group-of loans—for example o
. ‘mortgage, credit card, or corporate loans—is bundled together and siiced up into pieces called tranches.

The lowest portion, called the equity, is exposed to the first losses. The next slice up is exposed-to the

- following losses, and so on, until you get to the top. The slices are usually rated by the rating agencies.

(Often, the media and even some on Wall Street colloquially refer to tranches of securitizations as

* derivatives; they arent Tranches are securities backed by a pool of cash prod ucmg assets )

_The Demchak group s breakthrough was to anect a llttle magic |nto standard securltlzatlons lnstead of k

. putting a particular loan into the sliced-up instrument—say, a 30-year loan to I.B.M. —it puta piece of J. P

- Morgan’s exposure to ' |.B.M: into it. For this, the team, used crednt—default swaps, a burgeoning form of -
_credit derivative. Ina C.D.S. transaction, the buyer is protected against a default. These contracts had

s been floating around in ‘small, experrmental form for several years havung been created by. Bankers Trust, 5

a scrappy cowboy |nvestment bank.

. Demchak S team was the ﬁrst to take them wholesale using credlt default swaps ina huge deal They o
mashed up J.P. Morgan’s exposure to more than 300 giant corporations, created an off-balance-sheet -

" vehicle, then sold slices of that to investors. The vehicle then protected J.P. Morgan from defaults. In _

effect, Morgan was paying insurance premiums to investors who now were on the hook if-one of Morgan’ s-E

clients went belly-up. “The innovation of not being tied to specific loans or bonds is what made the credit-- .

.- derivatives market what it is today,” says Romlta Shetty, who was part of Demchak’s team at J. P
" Morgan. : S

__Development on the project contlnued sIowa through the second haIf of 1997, mvolvmg palnstaklng and
tedious legal'and accounting work, quantitative analysis, and hand- holdlng and persuasion of banking
regulators and credit-rating agencles Demchak and Masters wanted their first deal to.hit the market by -

‘the end of the year so that Morgan could get credit for it when the bank reported its earnings. The period

~was so'intense that Masters an avrd equestrlenne at one pOInt took a conference call from atop her.
, vnorse . : :

. Flnally, in December 1997; Demchak’s team closed on this first b|g credlt denvatlves deal, the Broad

o ;Indexed Secured Trust Offering, or Bistro for short. Insurance companies and banks, the initial

customers, were enthusiastic, snapping it up in just two weeks The deal was enormous for the time, off-

. 'loadlng more than $9.7 billion of J.P. Morgan’s exposure.- Morgan had succeeded ln reducmg its balance-";‘ L
- sheet r|sk and was able to free up capltal to buy its stock back :

J.P. Morgan would: go on to launch a credut—denvatlves assembly l|ne becomlng the Henry Ford of the | T
- new fmancnal market Throughout the 1990s the bank was a maJor player in persuadmg lawmakers to R
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allow the derrvatrves markets to remain unregulated—a move regulators are now reevaluatlng Brstro :
“helped J.P. ‘Morgan traders in'London kick- start the expansion of the “single-name” C.D.S. market, where -
- .- individual contracts that cover just one company. or entity trade hands. This market became liquid and -
~ deep by the early 2000s. “We had 100 people,” Demchak recalls. “We helped create the regulatory -

framework the legal and accountlng framework and we d|d b|ll|ons We mdustnalrzed the product "o

P Morgan cont|nues to dominate the world of derrvatlves It has denvatrves contracts tled to $90 trrlllon
‘of underlying securities. Of that, $10.2 trillion are cred|t-der|vat|ves contracts. Those mind-boggling totals
‘are somewhat mrsleadmg ‘They reflect what is called the “notional” amount in the world of derivatives,

- based on the underlying amount of the contract, notits current value. When offsettrng contracts are taken :

* into account, that figure is whittled down to a much. smaller—though still enormous—$109 billion of -
- derivatives, of which $26 billion are credit derivatives. That's the amount the bank could lose if all lts

tradrng partners went out of business, an extremely remote event’ But the exposure is' cl1mb|ng, up’ 17 4 '

; percent from the end of 2007. That's. equal to 20 percent of the bank’s net worth

~ Bistro "was the most subl|me piece of ﬁnancnal engmeenng that was ever. developed It was breathtaklng

in terms of beauty and elegance,” says Satyajit Das a risk consultant and the author of Traders, Guns,
and Money, a financial history. But “in many ways Das adds, J P. Morgan created Frankensteln S

ey . S e /,va

For J. P. Morgan Blstro worked wonderfully But even in that first deal; the weaknesses in structured
~ finance and credit. denvatrves that would come to the fore in the 2007 credrt—market crash were already

there.

Desprte its blue-chup assets Bistro d|dn t perform pnstmely The |n|t|al sllce the equrty layer that Morgan
-‘retained as’a cushion agalnst trouble, was so thin that it couldn’t weather even one default fromone of

the bigger companies in the bundle. That ultimately’ happened, wiping the slice out entirely. The investors

who were one notch up, in what's called the mezzanine layer, lost money as well. Even the buyers of the’ j_ f‘: : o

top-rated tranches, which were thought to be rock solrd had to endure bumpy perlods before they got

“their money back.

' . ‘Dunng that f' rst major deal the credrt—ratlng agencies, WhICh were supposed to be |mpartral were already
- deeply enmeshed in the give-and-take of the process..A former Morgan banker who helped create Bistro-

recalls that Standard & Poor’s was giving the bank a tough time. The rating firm would run the deal

. through its models, and “each time,’it came up wrth dlsastrous results We d|d some tlnkerrng and all of a {, o
' "sudden rt could rate the deal i the banker says T R :

_.The pattern was set. The ratrng agencres would become |ntegral to the creatron of the structures
< Standard & Poor’s says questlonlng that first deal was appropriate-and stands by its original ratlng It
. further says’it doesn’t get involved in'structuring deals. But the close relationships between the rating
‘agencies and the Wall Street firms were heavily criticized foIIowmg W|despread mortgage related '
i secuntles fa|lures after'the housrng bubble burst. - ‘ v

After Brstro mvestors and regulators embraced derlvatlves as ways to free up caprtal to make more:

... loans: Banks around the world used the structures to off load therr own credlt nsk Competltors rushed to , ‘
. copy Morgan and Bistro.. :

One major problem was that banks had the ablllty to substltute Ioans in and out of the structure as Iong

. .- as the loans had the same credit rating. This allowed managers to scour their books for a loan that looked
. shaky but still retained a good credit rating and swap it in for a-healthier one. The tranche s credit ratlng S
_ _would remain the same maklng the whole deal Iook better on paper than rt actually was '

~I5age 4 of 6v '

: ,The knockoffs and followups were even more flawed than the ongrnal model The second Bistro deal in.

- 1998, suffered credit downgrades. One of the big deals that followed faston Blstro s-heels'was York ,

' "Fundlng aCredit Suisse structure. “They stuffed it W|th the worst’ posslble credlts recalls a former. ratmg- .
- agency employee who examined the deal. -



: ';'[.Ultrmately, the- game became Iess about reducmg rrsk and more about foollng regulators and the rat|ng
- agencies. “From 1999 to 2000, ‘there was a lot of innovation for rnnovatlon s sake. A lot of products game

the rating:agencies and game the regulatory capltal requrrements says a former J.P. Morgan banker . c
T 'whowas 1nvolved w1th Bistro. . : ’ T D e

X ‘,"Warnlng srgns plled up. After the tech bubble burst in 2000, mynad srmllar deals performed terrlbly Some
‘were backed by corporate loans. Many were Bistro-like. constructs with credit derivatives. As a class, they

- “hadn't made it through a cycle of corporate defaults profitably, the acid test of any stable credrt product Inv o
.. his recountlng of the penod Das wrrtes “The credit models failed mlserably ; : *

7

‘ ,.,' Desplte the obvrous farlure of the f rst round of this w1zardry Wall Street was at rt again by 2003 thlS tlme‘g'
- with'mortgages: Investment banks sold billions of structured securities, made up mostly of Housing loans ;
“to'subprime customers with shaky credit. As the market got going, Wall Street bundled. leveraged loans’

* . made to companies that had junk ratings from the credit-rating agencies. At the peak in 2006, Wall Street};,‘v,_" |

1 issued $89 billion worth of Bistro-like structures called synthetic collateralized- debt obligations. Many of
4 the $415 b|ll|on worth of the main type of C D.O. carried- embedded credlt derrvatlves as well

Its not surpnsmg that they failed again: lnvestors and ﬁnancral flrms lost hundreds of bllllOl‘lS of dollars asi.,' o

- part of the housing and corporate loan meltdown. Only then did the credlt-ratlng agenciés come under .- :
"~ assault for being too closely involved in helping Wall Street create the complex structures It took untrl thrs‘;_ Lk
year for the structured-ﬂnance market to come to a screeching. halt o , sl

. Today, the fmanc:al markets are llvrng in the slrpstream of the Bistro. deal “People lrke to talk about what
- ".a shambles the banking system is. But it's'a 'shambles by desrgn You are taking on capital, reserving. -

~.some of it, and lending.it out. The whole system is levered saysaformerJ P: Morgan banker.: After s e

Brstro it became more so

o -The practlce of craftlng loans that banks had no lntentlon of keeplng on their own balance sheets wasn t
“-invented by J.P: Morgan nor was the:credit-derivatives market solely responsnble for making it possible.

Certainly, not all the lending excesses, especially in mortgages, can be laid at the feet of the complex - .
. 'Wall Street structures that used derivatives. But Bistro spread the popularity of this * ‘originate and

" distribute” model. This experience taught the banklng industry that loans designed to be sold to mvestors v
, for a qurck profit performed much more poorly than loans that banks had to keep.. S

In addltlon to keeping the very small plece of Bistro’s ﬁrst—loss equnty sltce J. P Morgan retalned part of =
~the very top slice. Demchak’s team christened:it “supersenior.” His group knew.that there were risks,
" though slight, in keeplng exposure to these slices: A.l.G., Merrill Lynch and bond insurers:MBIA and

- Ambac ignored them. Knowingly or not, these firms followed the Bistro.deal, retaining supersenlor
.~ exposure on their books to'billions of dollars’ worth of structures in recént years. These companies-

thought—erroneously——that the slrces were so unllkely to default that they needn t setaside much ca‘pltal

| '_ for that: eventuallty

" The problem was that the underlylng assets propplng these slices up weren t blue—chrp loans but rather
_loans to-subprime borrowers-and junk companies. The supersenror sllces turned out to be enormously

nsky, expos:ng these companles to huqe losses.

: Bankers have lost their heads in the past several years. The flnancral system has run amok When the o ;
~ federal government took control of mortgage giants Fannie Mae and Freddie Mac; the takeover was . .
déemed a “credit event,” triggering the credit-default swaps that other companies held as insurance'.
' against such an event: A week later, Lehman filed for bankruptcy, shrouding the market in an even :

-greater fog. And then, investors in A.l. G. panicked. The insurance giant had written -hundreds of billions.of S

. dollars’ worth of protection on the’ supersenior slices of mortgage-backed securities. Because of its high

R credrt rating, A.L.G. hadn’t needed to post any initial collateral. But as the market sent the cost of default
. protection soaring, A.1.G s trading partners demanded collateral from the i insurer. A.1.G..didn't haveit.

. 'Credlt-ratrngage_ncles downgraded the insurance company, requiring that it post even more collateral. - g
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This left A.L.G. teetering on the edge of bankruptcy, and inan unprecedented intervention, it had to be
nationalized by the federal government. For the first time, the C.D. S market shrank in.the first haif of the. .
' year, after doubI|ng every year snnce 2001 : :

Bistro had tied the world together, taking credlt risk from the banks and passing it on to anyone who

- wanted it. For years, proponents of credit derivatives, including then-Federal Reserve chairman Alan

- Greenspan and current chair Ben Bernanke, had celebrated the way they spread risk. Everyone might -
share a little bit of risk, but no firm.would collapse from it. Yetin this credrt crisis, everyone has become

infected. , . :

. You can almost detect a crisis of faith in Demchak In the past elght years, he s seen one: market failure -
after another. First came the Chase takeover of J.P. Morgan. Chase'’s stock soared in the '90s as '
‘investors credulously rewarded its. growth. Although it was able to-take over the languishing J.P. Morgan
Chase had exposure to almost every big blowup in the wake of the bursting of the 1990s stock market
bubble. Much of Demchak’s good work to off-load risk was for naught. (After Demchak left J.P. Morgan in
2002, almost every member of his team followed except Masters, who' now runs the bank’s commodltles
businesses and is regarded as a pOSSIbIe C.E.O. candidate one day. )

Then the credlt markets ran wild, with bankers handing out loans that Demchak knew couId never be
profitable. Today, the markets are gripped with what he sees as an oft-lrratlonal panic, dnvrng prices to’
' fluctuate w1|d|y v ,

" Since Ronald Reagan s presldency, the dominant ideology governlng the financial world has been what
 George Soros calls “market fundamentalism”—the belief that we should trust the market when deciding -
how to allocate our resources. We'll all be better off, the argument goes, if capital is allowed to flow

.- wherever the prices call for it, with as little central plannlng and governmental mterference as possuble

‘But we have had two great |nvestment bubbles f|rst in the stock market and now in the credit markets ,
- For the first time in-a generation, even some bankers question whether the markets know anythlng if they'
can't be trusted, what's going to replace them? o

“l used to be the blggest advocate of marking everythmg to market at alt t|mes because |t keeps .
everyone honest,” Demchak says, referring to the practice of recording the value on the books at the :
_current value. But he saw markets overreacting, swinging from euphoria to pessimism. ‘Now he thinks the o
_ fates of great companies are in the hands of inexperienced traders speculating in thin markets: A - '
- colleague complained to Demchak recently that “some 24- year-old kid.is going to mark me down or up
'100 million bucks today. How is that?” o
. f L
Demchak understands his colleague’s frustration. “He is right.”
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