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October 11, 2008
Washington Lawmakers and Treasury
By Fax

Dear Sirs:

| write again to urge you to consider alternatiteethe TARP/ESSA, specifically the plan outlinedtie pages
below called “The Genesis Pfnwhich you have previously had faxed to you ie fireceding weeks.

We have continuing evidence that credit is freezipgcross America. There are already anecdapas$ shat this
freeze is extending to cross-border shipments oflg@nd delivery of goods inside America, as stevrt
commercial credit is essential to these functidmrdtérs of Credit and commercial credit systemddiet purchases,
for example.) Should this freeze deepen to angri@tdegree severe or even critical disruptiothefflow of
essential goods such as fuel and food may occAimerica.

While this may sound “tinfoil hat” crazy, it is fact not. There have already been reports ofdbisirring with
goods intended for Christmas (and grains!) thasdtieg on docks in Asia but are refused loading tb the lack of
acceptable Letters of Credit. No foreign shipgegaing to risk having to sue an American compamypayment.
Reports from persons who live near and work orditks are that freight volumes have essentialllapséd.
Anecdotal evidence of disruption in credit systdarsuel are appearing in various online forumgluding mine.
Iceland’s banking and credit system has collapakeag with their currency, with the Kronor losingora than 60%
of its value overnight. This has tripled the coiséssential imports.

To believe that “it cannot happen here” is incrédimive; | urge you to consider that it both cad aight.

There is no time to “wait for things to work”; iby remember, you were sold ESSA/TARP as a bill tast be
passedight now or economic calamity would strike. You were tbiglSecretary Paulson and Chairman Bernanke
that absent this legislation economic deterioratibght even reach levels requiring the impositibVartial Law.

You passed their billover the objections of the American People and iratt the “rot” in our credit system has
continued — ESSA/TARP has not instilled confidencet has instead instilled further panic!

ESSA/TARP is not and cannot function as desigrethils to address the underlying systemic caddbecredit
freeze, which is a lack of confidence, or more matly, trust.

" http://www.denninger.net/letters/genesis. pdf



ESSA must be immediately repealed on an emergesmig land/or replaced/supplemented with a planitiin
fact restore trust. To analyze what must happenmust return to the underlying fundamental issdech is
illustrated by the decision process that goes aherconsumer credit space every day.

If you go to purchase a car, and wish to finanedti the dealer, there is only one consideratioregards to
whether or not the loan will be madew you be able to pay it back?

The same applies to interbank and commercial lendirere is in fact no difference at all.

ESSA does not and cannot ease the crunch becalsesinot go to the underlying cause of the proplenich is in
fact threefold:

1. Excessive balance sheet leverage. All five firhag have failed had more than the 12:1 leveragenasa
capped by rule until the SEC repealed it in 20Bénry Paulson, while CEO of Goldman Sachs, was
among those who lobbied for repeal of thisrule. He has not taken responsibility for tfaet that all five of
the failed firms — AIG, Lehman, Bear Stearns, Farand Freddie — had dramatically more leveragegetwi
or more, than was previously permitted under this for investment bankddad this rule been
uniformly applied across all financial institutions all five of these firms would still be in operatia.
Excessive leveragemains in the system and trust cannot return until knswn that it has been
extinguished.

2. Lack of balance sheet transparency. Banks andtiment banks alike are under extraordinary pressure
because it igmpossibleto value the “assets” claimed on their balancetshia a dispassionate, objective
fashion. This is not an accident, it isiatentional act committed by these firms’ management teams.
ESSA does nothing to address this. If an investonot value a firm based on its balance shedt, tha
investor has no means of determining whether thesitment they are about to make is sound.

3. OTC derivatives. Chris Cox and others are addngdsiis matter; this needs to be rushed to congpleto
a structure substantially identical to that whiok frave for listed PUTs and CALLs on equities iplace,
including most especially margin supervision. gdpaars that this process is going forward.

Lehman’s CDS auction and clearance demonstratesthareferred plan to resolve failed institutionace the
three points above are undertakeill, work and will involve zero taxpayer funds for most fsm

Firms and their “friends” (including Henry Pauls@x-CEO of Goldman Sachs) undoubtedly object toptuch as
The Genesis Plan because institutions exposed as insolvent byllitowiforcibly crammed down and recapitalized,
and this will wipe out all of the executive optioasd restricted stock which they believe they amtitled to keep”
even as they have run their firms into the groumtlis, however, is not a reason to back off froeplution that will
actually resolve the crisis; in fact, it is a re@s$o press forward with it, as taxpayers are (fighy) calling for blood
from those who created this mess.

Here is a point-by-point comparisonTie Genesis Plan and the ESSA/TARP:



1. The Genesis Plan immediately restores trust to the credit marketsadance sheets are instantaneously
exposed and remain able to be evaluated by theetpdake. EESA does nothing to guarantee the return
trust to the credit markets as it does not dedl thie underlying issue at all - the lies told bgextives and
firms in terms of their exposure to credit riskatiftypes.

2. The Genesis Plan addresses the root cause of all of the largeffiilares since the first of 2008 - excessive
leverage. TARP/EESA is silent on the root causthe$e business failures.

3. The Genesis Plan can be represented in a half-dozen pages of éigisl The EESA required over 100 to
put in proper oversight. Since there is nothirfgeothan ministerial activity required undére Genesis
Plan and no discretion to abuse, such oversight isiaoéssary as with the EESA.

4. The Genesis Plan uses no taxpayer money at all for most instituti@msl where taxpayer moniey
required it is intrinsically protected since it lgit at the top of a (new and clean) capital striec The
TARP/EESA uses all taxpayer and no private funds.

5. The Genesis Plan, when taxpayer money is used, goes directly to Tieapital and thus is "high power"
money; that is, it supports lending of $10-12 feery dollar put in. TARP/EESA isvelvetimes|less
efficient in the use of funds in that by purchasing assets zero leverage israutdor each taxpayer dollar
deployed.

6. The Genesis Plan promotes restoration of normal lending activityitadears the impaired firm's balance
sheet debt and immediately eliminates the issu®woifiterparty trust. TARP/EESA does not clear
(although it does help remove items from) the firtmalance sheets and does nothing to address
counterparty trust.

7. The Genesis Plan requires no lengthy administrative or "start upidi It can literally be "up and running"
immediately, with the exception of the CDS exchanggich is already under way. TARP/EESA was
claimed to be required "immediately" but now isds@i not be likely to actually go into effect until
November at the earliest.

8. The Genesis Plan uses existing agencies that are already taskdwthétrequired functions - auditing and
reporting (OTS, OCC and the FDIC) and thus has e&y'parasitic” costs. TARP/EESA establishes a
new government agency and thus has a high parasgiaequirement.

9. The Genesis Plan exposes the taxpayer to no credit risk. EESA/TARBoses the taxpayer to $700 billion
in taxpayer risk - or more.

| urge you to considerhe Genesis Plan as an alternative to TARP/EESA immediately, anthke steps to address
the root cause of the financial crisis. Absentssteps, taken immediately, the “doomsday scendhniat’Henry
Paulson and Ben Bernanke have laid forth is vémhfito occur.



This weekend we learned that Fannie and Fredditsaogetly” buying up to $40 billion a month in 6ubled”
mortgage assets — non-performing prime, subprirde®rT-A paper? The lunacy of purchasing non-performing —
that is, delinquent — mortgages is beyond beligfis act simply guarantees losses to the taxpaykthe attempted
secrecy of the purchases — and from whom theyeairggbmade - further undermines trust in the finahsystem

and markets.

| am the former CEO of an Internet company thatateel in the 1990s (MCSNet) that was sold to Winsta
Communications in 1998. The scams that were ruimglthe housing and credit bubble years of theD2G0re
precisely the same as those that were run in tieenlet space during those years. During thosesyfaars like
“pets.com” operated with alleged “EBIDTA” earnintgt did not reflect their real forward cash floregpects,
their balance sheet leverage, or their expectedduiabilities. Large telecommunications firms wéraudulently
reporting traffic growth numbers that | and thoudsnof others knew were intentionally overstatingitg in a raw
attempt to goad competitors into a build-out wafaicilities that would, in fact, not be required (woduce cash
flow) for over a decade. The consequence of tfraselulent practices and excessive leverage |&get@mplosion
of Winstar Communications and nearly bankruptedentiby extension as that firm had an incredible @mof
exposure via what amounted to “zero down Pay-OpAiBM” equipment leases. Thousands of additionahgi,
including MCl/Worldcom, failed as the falsity ofdin claims and “projections” were exposed and céalroash flow
turned out to be non-existent.

We have changed the names of the actors but riointle¢hods, nor the result. | hollered then alibatfraudulent
accounting and falsehoods being splayed in thean&dancial reports and elsewhere, to no effewd, \@hen the
bubble burst in 2000 millions of Americans had thetirement savings wiped out.

After The Internet Bubble burst in 2000 we werermpised reform and legislative activism. ENRON’dfed
underlined the false accounting that had been pamvauring the previous decade. The legislatie r@gulatory
response to these failures was not a tighteningdther further loosening of regulatory oversigtntd the fraudsters
“jumped ship” to the housing, commercial and consuaredit markets, igniting a furious credit bubthlat has
now imploded and threatens the very foundationSmé&rican commerce.

The Internet Bubble was bad for American investbus,this bubble literally threatens our way o&ldnd civil
order. Encouraged by the intentional acts of Cesgjrregulators, The Federal Reserve and theiteqants all
over the world the very same scams were run ircéhe of the banking and credit systems worldwideverage
was taken to extreme levels, derivatives were ttadat had no capital underpinning and purely fah@ialance
sheet accounting methods were adopted, promulgaigdnaintained.

Now this bubble has begun to burst and we facenpnregedented crisis. The excess leverage in stersyand
false “capital” in fact exceeds that which existed 929 as a percentage of GDP and thus the riskitevay of life
is more severe than at any other time in Ameridatoty. The stock market crash of the previouskisa
symptom and not the cause, but absent immediateféextive intervention we will follow the same padhat

2 http://www.bloomberg.com/apps/news?pid=20601087&sid=aDjJYMSphyMO




America did in 1929 through the 1930s. Injectingpte liquidity” will, as we have seen, do exactbthing
without restoring trust.

There are only two ways to restore trust — we ddmeeforce recognition of the truth of solvency (wt) by these
firms legislatively, since they have demonstrates/twill not do so voluntarily, or the market wilb so via
bankruptcy of each firm in turn, along with mangttlvould otherwise be solvent, until the rot isacé from the
system.

Down the second path lies an economic catastrapinge than what we faced in the 1930s, as thedgeeand
fraud has in fact been more severe than at anyquetime in the past two hundred years.

It is at times of true crisis that leadership iguieed. Thus far in this economic crisis, despitecalls, letters, faxes
and petitions going back to October of last year, Gesg has responded not with leadership but withrénob the
same” and continuation of the disastrous policyisieas that have led us to this precipice.

The American People desperately need our legisiatoput down the partisan sniping and “corporatgdsse” and
instead address the root cause of the rot in oanfiial, credit and economic system. We must addie
intentional abuse of leverage, fraud and falsehndihancial reporting and unregulated gamblingtloa financial
health of firms without regard to the ability toves the bets placed.

Trust has been destroyed because more than 20ofeaemgressional action and inaction has empowtisdien
of vipers to build a system that is in fact a hooSeards without a foundation. Both political p@s share equal
blame for bowing to corporate interests withoutaregto the safety of the actions demanded by timebeduals

and firms. The root cause of this crisis goes llackramm-Leach-Billey and other legislation thepealed Glass-
Steagall, the Depression-era law enacted #fgprecise same game was run in the 1920s with disastrous results.
The Federal Reserve has in fact been complichisftaud, along with Treasury, with Alan Greenspad Ben
Bernanke both supporting a “deregulated” environnme@mvhich “principles” instead of rules are theidgposts by
which we operate.

The folly of the repeal of this law and the regatgtframework that grew up around it has now begrosed for the
world to see. Glass-Steagall must be re-imposatdlding so is beyond the scope of emergency ks,

Today, we face a crisis of confidence that thremterupend America’s way of life. You, as our esgantatives and
Senators, must act immediately to restore trust.

There is exactly one way to accomplish this gotile-truth must be known to all, and once it issthéirms who are
solvent will have the credit freeze immediatelyaghigear. Those who are not will have to be forciblyapitalized
to maintain orderly functioning in the markets dhd losses borne by the investors who foolishlycpased these
instruments.

| urge you to act not in the interest of Henry Baaland his friends, nor in the interest of BennBake and his, but
rather in the interest of The American People.



It is at times like this that we discern whethenot our Congress represents us and will protecAtierican way
of life and Constitution, or whether it will alloaur nation to sink into an economic abyss in alfatiawed
attempt to protect a few “fat cats” in Washingtbdlew York, London, Tokyo and Shanghai.

| remain available to discuss these measures otelggghone with members of Congress and their, staff if
required | will travel to Washington DC to testifgfore Congressional Committees as requested ometirly in

this coming week js+equired; it cannot wait uaftier the elections.

Karl Denninger



How To Fix Our Banking System
The “Genesis” Plan

by Karl Denninger
karl@denninger.net

It is clear that we must act to stabilize our fioahmarkets. What is also clear is that if we act
imprudently we will destroy our financial marketsdasystem instead of saving it, and are likely
to usher in a Depression.

What Henry Paulson and Ben Bernanke have proposkedonhe latter, not the former.
The root cause of the current lack of trust infmancial markets is threefold:

1. Nobody can trust a balance sheet. This is duéfdoatance-sheet vehicles (which were
supposed to be banned after ENRON) and “Level 8&tgswhich nobody can analyze
the true valuation of, as identification of theiglad assets and their valuation models are
undisclosed.

2. Credit Default Swaps (CDS) are “over the count@TC) transactions with no margin or
capital supervision. As a consequence nobody krifotheir “counterparty” can pay. In
fact huge percentages of these people can’'t pay rdbody knows who they are.

3. Leverage. The SEC removed broker/dealer 12:1 dgeelimits in 2004. Every firm that
has failed — all five (Fannie, Freddie, Bear Steatehman and AIG) had leverage far in
excess of 12:1. The draft bill is even more dangegias it accelerates a provision
intended to go into effect in 2011 that allows Barnanke tancreasefinancial firm
leverage by dropping reserve requirements on brdesro should he so choosdt is
excessive leverage that got us here in the firstgade, and this bill actually makes it
worse.

The solution to the trust issues in our financiastem is elegant and it will work.

1. Force all off-balance sheet "assets" back ontd#i@nce sheet, and force the valuation
models and identification of individual assets olutevel 3 and into 10Qs and 10Ks.
Enact this requirement beginning with the 3Q 20€)&rting period which begins next
month. Total taxpayer cost: $0.00

2. Force all OTC derivatives onto a regulated exchangéar to that used by listed options
in the equity markets. This permanently defusesitrivatives time bomb. Give market
participants 90 days to get this done; any thahatdisted in 90 days are declared void;
let the participants sue each other if they can¥e capital adequacy. Total taxpayer
cost: $0.00



3. Force leverage by all institutions to no more tharl. The SEC intentionally dropped
broker/dealer leverage limits in 2004; prior totthate 12:1 was the limit. Every firm
that has failed had double or more the leveragbaifformer 12:1 limit. Enact this with
a six month time limit and require 1/6th of the ess taken down monthly. Total
taxpayer cost: $0.00

Once 1-3 are put in place then send in the OTS2HD@ examiners and look at every financial
institution in the United States. All who are ihamt and unable to raise private capital
immediately are forced through receivership wheeedebt is converted to equity and existing
equity is wiped out.

With the CDS monster caged the systemic risk isored, the bondholders provide the cushion
for recapitalization (as it should be) and thertegtired firm emerges with no debt while the
former bondholders are now the owners (of the gjjintthe resulting firm.

With a clean balance sheet the restructured fiemsam in business and open the next morning
able to raise and attract capital.

For the few firms that have an insufficient debtelen capital cushion to successfully complete
this process, we are left with two options — a tnfusion or liquidation. There will be few of
these and in fact each of those firms is a regujdtolure, as we should have never permitted a
firm to become so far "underwater" that the bondbos capital is insufficient to capitalize a
restructuring.

For those firms, give the FDIC (or if an insurawoenpany, the appropriate state and federal
regulatory authorities) primary control. As the Ebhonster has been caged, the primary threat
is now loss to state and federal guarantee progrdinisese regulators deem that this firm’s
liquidation would result in an unacceptable losth® system’s guarantee programs then
recapitalize the firm as follows:

» The government shall be issued senior preferretiatedad of all other debt and equity in the
capital structure, paying a floating coupon of 3mmoLIBOR + 8% adjusted quarterly, in an
amount sufficient to bring regulatory capital abor@imum limits.

» All dividends are suspended for as long as theepredl remains outstanding, and during that
period no employee of the firm may receive any fofrfcompensation exceeding that of the
President of the United States for a corporateeffiand no more than that of a United
States House member for any person who is notocate officer. At the issue of the
preferred stock all outstanding deferred compeosaincluding options, are deemed
cancelled.



» The firm may retire the preferred at its optionrbgurchasing it at the issue price.

» The appropriate regulator shall have primary autyto “call” the above debt issue at any
time and force bankruptcy (along with recoveryrofasted amounts) should the firm fail to
execute an effective turn-around plan.

Finally, drop the silly shorting restrictions. wiglity in the market stinks and this is a big part
why. Start prosecuting aggressively the rumorsathdr manipulation that leads to stotkdh
rising and falling.

This plan will instantaneously stabilize the creddrkets as balance sheets will be transparent,
the CDS monster will be permanently de-fanged,reye will be returned to reasonable levels
and the forcibly restructured firms will have ndotlen their balance sheets and be able to access
the capital markets. Firms that would fail onceythave disclosed their true liabilities and result
in unacceptable insurance program costs will bapiéalized with a reasonable expectation of

the taxpayer not being stuck with the bill. Systensk will be removed.

Best of all, it will require zero taxpayer dollargth few exceptions, and for those instances
where taxpayer dollars are required the amourdqddyer risk would be small and well-
protected.

This plan is very similar to what Janet Tavakobposed on September®m an open letter
released on the webMs. Tavakoli is an internationally recognized estpn these matters, is an
adjunct professor of derivatives, and is widely |sitzd.

This and other alternativesust be examined before our nation embarks on whatleay
disastrous path.

' http://www.tavakolistructuredfinance.com/T SF8.html




