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Thanks for sending the article.  Oh and don't apologize for reading The Daily Kos.  You can learn 
something from even the most tendentious source, as long as you know the bias going in.  Moreover, I 
don't have to convince Wall Street Journal readers about the right policy moves; that is preaching to the 
choir.  It is The Daily Kos type – in my view – who needs some insight into the high price (in terms of 
lost efficiency) of his vision of social justice.  To persuade, you need an idea of how he thinks.  
 
First reaction: The description of the size of the credit-default swap (CDS) market is misleading.  
The figure mentioned ($64 trillion) is the amount insured.  For example, the buyer of a CDS receives a 
cash flow if default occurs on the underlying instrument.  To get this protection, the buyer must pay a 
spread (say 0.5% or 50 basis points) per year.  If the protection is $10 million, the “insurance” payment 
per year is 0.005 x $10,000,000 or $50,000.  If one summed total fire-insurance coverage of all U.S. 
homes, that amount would be a multiple of the size of the U.S. economy as well.  
 
Second reaction: The comparison of naked CDS positions to gambling is grossly misleading, too.  
Gambling is entertainment; there is little external benefit (though most of the intellectual advances in 
probability/statistics that serve as the foundation of the modern insurance industry resulted from attempts 
to discover “angles” at games of chance).  Naked CDS positions – buying insurance against default on an 
instrument you do not own – have a significant positive benefit.  They deepen the market, thereby 
generating a better overall assessment of likelihood of the credit-event insured against.  CDSs allow folks 
(like banks) with credit-risk exposures to hedge.  Those folks will only buy a hedge if they feel it is fairly 
priced, and the more buyers and sellers in the market, the more competitive (or fair) the price.  
 
Third reaction: Did you read the recommended/linked The Rolling Stone piece?  I tried...  On top of 
an hysterical tone, it contained so many sloppy arguments/factual inaccuracies I wanted to scream.  I 
wanted to scream because people with little knowledge of what happened at AIG (and in the last 10 years 
generally) will take the author's word as gospel.  His argument goes like this:  
 
1. Naked CDS positions create zero economic value; they are just betting. 
2. American taxpayers are now pointlessly subsidizing those failed bets (particularly AIGs) to the tune 

of billions of dollars.  
3. Regulators either lacked power to do anything ex ante (because politicians were bought off to stop 

new regulation) or were criminally inept or both. 
 
Well now, my responses:  
 
1. Because of a greater ability to hedge credit risk, more folks got loans than ever before -- particularly 

subprimers.  (By the way, subprime got AIG; it wrote CDS contracts on CDOs with subprime loans).   
Yesterday's problem was the U.S. financial system needed to be more democratic, affording 
minorities and the poor greater access to credit.  Today's complaint is companies who made that 
happen with innovative finance blew up at taxpayer expense.  (Admittedly, these companies were not 
democratizing credit out of the goodness of their hearts, but recall Adam Smith’s famous words from 
Wealth of Nations: “It is not from the benevolence of the butcher, the brewer, or the baker that we 
expect our dinner, but from their regard to their own interest. We address ourselves, not to their 
humanity but to their self-love, and never talk to them of our own necessities but of their 
advantages.”)  By the way, because the CDS market is deeper, government can get greater feedback 
about the likely impact of policy.  For example, the CDS spread on 5-year Treasuries has spiked – 
showing a non-trivial increase in the likelihood the U.S. will default – because of the large deficits in 
President Obama's budget.  This is one reason he has started talking more about fiscal responsibility.   
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2. The total cost of AIG to date is $200 billion, a big number to be sure.  But recall AIG was bailed out 

to prevent a 1931-33 type collapse of the financial system.  F&S argued the 1929-33 contraction 
would have been about as severe as 1907-08 absent the collapse of the banking system.  Real GDP 
fell about 10% in 1907-08 and about 33% in 1929-33.  So let's put the additional decline at roughly 
20%.  GDP at the 2007 cyclical peak was $14,031.2 billion; 20% of that figure is $2,806.24 billion.  
Consider this number – for the sake of argument – a ballpark for the loss from a cataclysmic 
implosion of the banking/financial system.  For the AIG bailout to be a good deal for the taxpayers, 
expected loss from implosion would have to be higher than $200.   Now,  

Expected loss = (probability of loss) x (loss if event occurs)  

=> $200 billion = (probability of loss) x $2,806.24  

=> probability of loss = 7.1%.  

In other words, as long as the probability of implosion from not saving AIG is higher than 7.1%, it 
was a good decision.  Is the probability higher?   At this point, we don't know, and the Fed/Treasury 
certainly didn’t know when they committed to effective nationalization in September 2008.  The key 
point is a 7.100001% probability does not strike me as that high (i.e., it would not take a huge a 
probability of catastrophic implosion to make a bailout worth it).  Consider this as well: the increase 
in interest on the national debt in the next fiscal year (from the spike in the deficit) is projected at 
$164 billion alone – the point being $200 billion is not as staggering as it first seems.  [Note: I have 
made many debatable simplifying assumptions in this "back of the envelope" analysis.  The larger 
point is putting the marginal macroeconomic benefit on the table with the $200 billion marginal cost.] 

3. Many "bought off" politicians were Democrats – a point the author concedes.  And the Office of 
Thrift Supervision (OTS) had statutory authority to intervene to stop AIG from writing massive CDS 
contracts but did not use it.  So, what makes the author think a new round of regulation will do any 
better?  Won't special interests just buy off the Democrats in power writing new regulations this time?  
Even if regulators end up with exciting new powers, what makes the author think these powers will 
be wielded aggressively in the public interest?  I am not throwing up my hands here, just repeating the 
point I made in class: Without any serious postmortem, we are not likely to get a different result next 
time.  And breezy scapegoating – placing black hats on folks you already do not like (Republicans: it 
is all Chris Dodd’s/Barney Frank's fault for blocking stronger regulation of Freddie/Fannie.  
Democrats: it is all George Bush’s fault for an overall anti-regulatory bias) – is not a serious 
postmortem.  

One final thought: Politics/rent-seeking explains why the U.S. has more banks per capita than any 
country in the industrialized world – and had even more before banking deregulation in the 1990s. 
Deregulation reflected a tip in power.  Small banks had more power in Congress than big banks until 
the 1990s, when the pendulum swung and laws protecting small banks from big-bank competition 
were repealed/weakened.  But research has shown that U.S. susceptibility to banking panics/runs 
prior to the FDIC is traceable to laws designed to protect small banks.  These laws kept small banks 
from diversifying across geographic regions and product lines (thereby making the banking/financial 
system more vulnerable to shocks).  In short, “bought off politicians” help explain why financial 
crises routinely occurred in earlier eras.  

 

Thanks again.  Hope these thoughts were helpful,  

-mdv 


