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MORAL HAZARD
Moral Hazard: The lack of incentive to guard against a risk since someone or something is already protecting you against it.
I’m writing this from 36,000 feet, on my way to a real estate conference in Singapore. The reservation agent in the call center who booked my flight told me that the plane would fly over the Pacific from New York. But the screen in front of me shows us flying over the Atlantic. The pilot is apparently lost. No matter. We’ll get there. The earth is round. This is Singapore Air, where nobody wants the plane to land anyway because the service is so good.  Meanwhile, I have time to indulge my writing urges and enjoy the Economist’s Mile High Club. 

For the hoi polloi the term Mile High Club denotes a carnal encounter undertaken discreetly or indiscreetly in an airplane at an altitude greater than 5,280 feet. Some might define this as both a moral and a safety hazard. 

But for an economist the Mile High Club is a completely different thing. In rarefied air (so far) uninterrupted by phone calls or live feeds from Bloomberg, it’s a virtual place where he or she can play in an imaginary  world where free markets operate unimpeded by moral hazard and other forms of insidious government interventions such as  nationalizations, bailouts etc. 
All this is a world that is quite different from the one I just left in New York. 

DOES THE MONKEY HAVE MORE TRICKS?
I think it is very clear that on several occasions over the last six weeks dramatic intervention and loosening of credit conditions by the Federal Reserve prevented what would have been steep declines of the global stock markets. Similar “loosening” actions by the Federal Government regarding Fannie Mae and Freddie Mac reinforced the Fed’s actions. 
Was this a good thing? 

Clearly, if you were short the market (like me) it was not. But that’s not a good answer. 

Taking a more disinterested approach, I still have to conclude that the Federal authorities in aggressively trying to solve a host of immediate problems have created bigger ones in the long run. Much bigger.
Let’s start with the stock market itself. Is it the government’s job to prevent market declines? Don’t market declines correct excesses of speculation and  overinvestment? The Feds might answer declines do, but crashes are too risky.  So what’s the result. It’s clear now that all short term traders must assume some Federal Government intervention every time the market looks ready for a big fall. They will assume the Federal Reserve will always try to put a floor under the market. To an economist this is moral hazard. People are calling it the “Bernanke Put” because when things go bad, you can sell to Ben.
But the grim market reaper may not go away so easily. Instead of crashes we may get huge volatility and erratic grinding declines.   Economic reality may be stronger than the government efforts. What happens when the Federal funds rate can’t go down any further? What happens if the coming refunds are perceived to be ineffective in significantly boosting the expenditures of overleveraged American consumers? What happens, as a Chinese friend of mine is fond of saying, when the monkey has no more tricks?

BEAR STEARNS – I WANT MY EIGHT DOLLARS
On March 16, 2008 it was announced that JP Morgan Chase would buy Bear Stearns for $2.00 per share. Essentially a wipe-out for shareholders. The Federal Reserve would guarantee no less than $30 billion of Bear Stearns’ more dubious assets. It seemed that on its own Bear Stearns could no longer fund these assets in the markets. Bear would have been out of business. 
Fair enough. In the good old days before there was a Federal Reserve, perhaps the real JP Morgan might have arranged this deal himself. After all, he did arrange a rescue of the US government and the banking system in 1895 and again in 1907.  On the other hand, maybe he just would have sailed off on his yacht and allowed this mid-sized, risk-crazy investment bank to slip between the waves. “The market will fluctuate, not my problem,” the real J. P. might have said, amending one of his more famous remarks. The shareholders might have gotten wiped out and maybe some of the lenders to Bear would have had to take a haircut on their outstandings.
But what has happened since the $2 announcement? The Bear Stearns shareholders argued that JP Morgan Chase got a sweet deal and that they the shareholders deserved better. They what? More moral hazard. So JP Morgan Chase raised its bid to $10 per share. 
The Fed should never allow this. The Fed should “confiscate” the additional $8 per share by lowering its own guarantees until JP Morgan Chase is only willing to pay $2 per share. Essentially the public is entitled to that $8 dollars, not the Bear Stearns shareholders. The Fed guarantee is what makes the deal possible. The Bear Stearns’ shareholders got a free $30 billion guarantee. (Just released details show it was $29 billion. Same story.)
Wall Street will pay for this bailout. If the Fed is in the business of handing out guarantees to failed investment banks, it or Congress will soon decide that those banks require a lot more regulation. And that these banks should pay hard money for these guarantees. 
THE AMERICNA MORTGAGE MARKET IS BEING NATIONALIZED
“Look mom, no capital.” That’s the current state or close of Fannie Mae and Freddie Mac. And Uncle Sam now wants them to add more mortgage loans to their books. 

I have some knowledge of these companies. In the late seventies I was the Chief Economist at Fannie Mae and later as an analyst I followed Fannie and Freddie on Wall Street. They are arcane entities with complicated histories that I don’t have time to describe here and which would put most people to sleep anyway. Perhaps I should write a book – Fannie Mae for Dummies. But suffice it to say that like everything in Washington that started small and limited in scope these entities have morphed into ever-expanding monsters. Mission creep for them takes a giant leap forward during every crisis no matter how poorly they have performed heretofore.
To simplify, Fannie Mae, Freddie Mac and the Federal Home Loan Banks could be considered giant mortgage vacuum cleaners. Together they vacuum up the majority of US residential mortgages, one way or the other. The mortgages, either alone or repackaged into complicated securities, either get guaranteed by them, added to their balance sheets or accepted as collateral for loans by these institutions. These three institutions are supposedly private although the government has retained considerable control of their asset policies. Fannie and Freddie are owned by their shareholders and their stocks trade on the NY Stock Exchange. In a sort of cooperative style, the Federal Home Loan Banks are owned by the financial institutions that borrow from them. 
In a sense these three entities are make-believe private corporations. Their debt obligations all have the implied guarantee of the Federal Government. Whatever capital they have is window dressing. Without the Federal Government implied guarantee, Fannie and Freddie in particular would be considered grossly undercapitalized and quickly join Bear Stearns as financial catastrophes. They are not subject to full market discipline and are obliged to some extent to fund the various politically driven housing schemes put forth by the Federal Government. I believe that, along with a lax Federal Reserve and an inflation prone international monetary system that printed lots of dollars in 2001-2004, these three housing entities lax lending standards facilitated and encouraged the mortgage disaster that is unfolding today. I think the three of them should either be fully privatized or moved back onto the government books where they belong. 
Actually what I really believe is that Fannie, Freddie and the Federal Home Loan Banks should be closed down. Why does the mortgage business need three pseudo private companies to own or guarantee all the mortgages? 

Then again, perhaps I’m wrong. There’s another idea. Why not create similar entities for other industries? How about a BioMae, or a ComputerMac, or an AirlineBank? Why shouldn’t all industries have their own Federally-guaranteed pseudo-private vacuum cleaner? 

I’m kidding.

A POSTSCRIPT – THE DOLLAR BE DAMNED
Americans don’t seem to realize that they get a free ride because the dollar, until now at least, has been the world’s global currency. America runs a trade deficit, American consumers get a cornucopia of cheap goods and foreigners, by holding dollars and using the dollar in international trade, pay for it all. The dollar is an American export product, as much as soybeans or Boeing aircraft. 

America be warned. The dollar has competition, in particular from the Euro which may be one of the greatest masterpieces of financial engineering in the history of the world. By opening the monetary and fiscal floodgates (including the war in Iraq) neither the Federal Reserve nor the Federal Government have shown that they have much interest in maintaining the value of the dollar. 

