


o

%

The Greatest Global Economic Debate in History

In the last decade a giant global debate has been brewing over the use of over-the-counter
derivatives...and whether these financial instruments should be regulated or not.

One party, led by the likes of Alan Greenspan and the big bankers, is deeply opposed to
regulating derivatives. These people argue that derivatives are good for the
economy...providing for an efficient, flexible, and safer financial system. Greenspan believes
that it is in the banks’ and corporations’ best interest to police themselves in the ways they
operate their derivatives portfolios. —

The other party, led by legendary investors Qérren Buffet and Bill Gross,@with some

concerned financial regulators, says that while derivatives might be good on a micro level, on
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“The derivatives business is like hell—easy to enter and almost impossible to exit,” Buffett
is famously quoted as saying.

Whom do you believe?
Our money is with the legendary investors.

What's more, in an address about derivatives to the Council on Foreign Relations on
November 19, 2002 Greenspan himself even admitted that there was a “remote possibility”
that they could cause a chain reaction that would culminate in a financial implosion.

And even more worrisome: in a speech Greenspan gave to bankers in May 2000, he
admitted that: “The rapid growth and increasing importance of derivative instruments. ..has
been a particular concern.”

> Yet he allowed the bubble to grow unchecked.
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In 1986, the global derivatives market was just over $1 trillion. That figure reached a stag-
gering $372 TRILLION in the second quarter of 2005, according to the latest figures from
the Bank of International Settlements. That's the combined turnover in fixed income, equity
index and currency contracts. What'’s more disturbing is that almost one-third of these
derivatives are concentrated in the hands of just three American banks: JP Morgan Chase,
Bank of America, and Citigroup.

What’s more, all these derivatives deals are done behind closed doors by a few powerful
men...men who are dangerously balancing your future on a complicated portfolio of deriva-
tives bets, the form of which nobody knows about. These men have been allowed to freely
create monumental derivatives portfolios without investors and bank depositors even
remotely aware of the mounting tidal wave of risk. Their moves have gone completely
unchecked—and they have no responsibility whatsoever to report or describe any of their
moves to their shareholders.

One bad move...one unexpected crisis...could blow these banks’ delicately balanced
derivatives portfolios off their axes and spin world markets into an unprecedented collapse.

And because the numbers have gotten so big...and the risks so high...banks recoil when-
ever the topic of derivatives is raised. ..

But soon they may have to talk...
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The Coming Implosion of the
Largest Casino Economy Ever Created

Here at The Sovereign Society, we believe a chain of events is about to unfold that could
set off these financial time bombs one by one. If you don't act now, your retirement may go
up in smoke.

America’s big banks are carrying hidden risks that no one has warned you about. And
they’re all tied up in these banks’ derivatives portfolios. ..

The problem few investors understand is that with most derivative bets, you have to
supply an amount of cash collateral to the counter-party to cover your bet. This amount
depends on the institution’s credit rating. If the institution starts to get into financial difficul-
ties, its credit rating will drop, which means it'll have to supply yet more cash collateral to its
counter-party. This could cause a liquidity crisis, which may lead to a further downgrade—
which could set off a downward spiral. And if one major bank falls, they could all start to
topple like dominoes.

The frightening thing is: this nightmare scenario is already beginning.

America’s banks right now are like a bunch of climbers on a mountain all tied by a rope.
The big banks are in the lead, at the top of the rope. If one of them falls, the others will
topple down the mountain with it—along with the American economy. The end result could
be unprecedented. ..

The Fall of the House of Morgan

Since Chase Manhattan bid $33 billion for JP Morgan in September 2000, the bank has
traveled a rocky road. Its basic premise has not worked. The bank claimed the merger would
provide huge new growth. Thousands of Chase’s corporate customers were to be pushed into
Morgan’s arms, and pay big fees for takeover deals and securities issues. But instead of
striking new profits, the bank tapped into a deep well of red ink. Its private equity portfolio
shrank.. .it lost billions of dollars in high-profile bad loans to Enron, K-Mart, Global
Crossing, Tyco, Argentina...it laid off over 10,000 workers...and closed hundreds of
branches...It finally seems to have worked through those problems, with both revenue and
earnings up sharply. But this may be as good as it gets—you usually don’t want to bet on
banks in a rising interest rate environment. JP Morgan expects about $500 million in addi-
tional charge-offs, or losses it doesn’t expect to recoup, in the fourth quarter, due to the
recent spike in bankruptcies.

What's more, Morgan Chase has now become the largest gambler in economic history.
According to the Office of the Comptroller of the Currency, its derivatives portfolio now sits
at a staggering $46.6 trillion—that’s an amount greater than one-and-a-half times the size of
the entire global economy. Meanwhile, the bank has just under a trillion dollars in assets. It
wouldn't take much of a percentage loss in its derivatives portfolio to wipe it out. What's
more, that risk keeps rising.

And now the thing Wall Street most fears has begun.
Standard & Poor’s lowered the giant behemoth’s credit rating in 2002. Its long-term rating
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was downgraded from AA- to A+. If the bank receives further downgrades, it will not only
hurt its ability to compete in all its businesses...but it could set in motion the very death
spiral that so many on Wall Street fear.

And JP Morgan keeps making mistakes that should set investors teeth on edge.

The big bank recently settled a class-action lawsuit by investors who alleged that the
former bond underwriters, including J.P. Morgan, sold $17 billion in WorldCom bonds in
2000 and 2001 without adequately investigating the company’s financial health. Soon after
the bonds were sold, the telecom giant slid into bankruptcy.

That’s not the bad part. The bad part is the bank passed on a chance to settle the lawsuit
last year for $1.37 billion. A settlement of that size would have wiped out about five years’
worth of fees from JP Morgan’s investment-grade-bond underwriting. But JP Morgan should
have taken the deal. In March, it finally settled—for $2 BILLION!

If JP Morgan can make errors that cost it $630 million—never mind the original mistake
that resulted in a multi-billion-dollar judgment—you have to wonder if its derivate exposure
starts to look like a bad gamble.

Wall Street’s Greatest Fear

Considering the current state of the American economy, Morgan Chase’s future does not
look bright. America is drowning under a sea of unpayable debt loads...unemployment is
skyrocketing...bankruptcies are soaring...and the national debt continues to soar. It all spells
bad news for JP Morgan Chase and America’s big banks.

We believe JP Morgan risk profile is greatly understated. And its consistent refusal to talk
about its derivatives portfolio to anyone but its large investors is disturbing to say the least.

If this giant behemoth were to fall, a chain of interlocking commitments would break
down and major institutions would start to topple. Widespread panic selling would ensue.
And there would be a run on the banks...and a run on stocks. But most depositors and

investors would find their money trapped in a crashing market and a financial system split-
ting at the seams.

And if this nightmare comes to pass, it won't be just your stocks and your bank that will
crash. The whole economy will tumble with it. Everything you own will be at risk. Your
house. Your bonds. Your retirement. Maybe even your job.

The day of reckoning will have finally arrived. America’s party will be over. And the hang-
over from the unprecedented binge will be long. Very long.

3 of the Safest Places for Your Wealth Right Now

The Sovereign Society is advising members right now___t_g_re{-reﬁﬁrom mainstream invest-
ments and American financial institations and go where the smart money is heading.

History has taught us that in times-of eEénargic uncertainty, a number of financial havens
soar. They are those economies that have proven to-be politically stable over the long
term...enjoy hard Currencies backed by gold...boast stroig-financial industries with faultless

Wﬁf&ls...and bear little systemic risk...
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Appendix A

A Brief and Enlightening History of Derivatives

The giant bubble forming in the global derivatives market (led by America’s big
banks) bears a frightening resemblance to the S&L crisis. In the 1980s, lack of regulation
and oversight allowed America’s banks to trade dishonestly, hide losses, and embezzle client
and government funds. The same scenario is unfolding right now among the worlds global
derivatives traders. America’s big banks, big corporations, and mutual funds have turned into
giant casinos—using unregulated over-the-counter and massively leveraged derivative bets as
a new source of income...and as a way to disguise losses and dupe investors. The difference
from the S&L crisis is that when the derivatives bubble finally blows, the fallout will be 100
times worse. The S&L crisis cost American taxpayers hundreds of billions of dollars and
depressed the real estate market for years—but no pot will be big enough to bail out America
this time.

1973 The Chicago Board Options Exchange opens. ..and trading in large-scale deriv-
atives begins.

1983 President Reagan signs the 1982 Futures Trading Act for derivatives. This
became a major feature in the disastrous Reagan-era deregulation of the U.S.

economy.
1986 The notational value of derivatives balloons to $618 billion. ..
1987 The failure of the stock markets and the derivatives markets to operate in sync

causes the collapse of global stock markets (according to the Presidential Task
Force on Market Mechanisms)...and the terrific force of derivatives is felt for
the first time.

1988 The notational value of derivatives hits the $1 trillion mark.

1994 Global derivatives market exceeds $10 trillion...and the first series of major
derivatives failures begins. (Metallgesellschaft loses $1.5 billion on oil futures;
Procter & Gamble loses $157 million by trading derivatives; Orange County,
California, publicly acknowledges a $1.5 billion loss due to its derivatives
plays, bankrupting the county).

1995 Barings Bank goes bust because one rogue trader, Nick Leeson, loses $1.4
billion with derivatives bets on the Nikkei index that were shattered by the
Kobe earthquake.

1995 Wisconsin’s $6.7 billion State Investment Board posts $95 million loss from
unauthorized use of derivatives.

1996 Global derivatives market exceeds $10 trillion.

1997 Under-regulated, derivative-based credit swap contracts cause the collapse of
the Asian markets.

1998 The derivatives trading of a single hedge fund, Long Term Capital
Management, almost causes the collapse of global stock markets. Fed organizes
a $3.5 billion bailout.
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2000 Global derivatives positions leap to over $95 trillion—even as the stock market
crashes and the global economy goes into recession.

2001 Enron (without the public knowing it) had secretly transformed itself from an
energy trader into an unregulated derivatives player, causing its eventual
collapse.

2003 Fannie Mae loses $1.9 billion on its derivatives portfolio, causing its stock to
plummet.

2003 Buffet warns investors that the bubble in the derivatives market is a “mega-
catastrophe waiting to happen.” His comments send ripples through global
markets.

2005 Global derivatives market exceeds $372 trillion (more than 7 times the size of
the entire global economy).
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Appendix B
25 U.S. Banks With Largest Derivatives Holdings

RANK BANK NAME DERIVATIVES (In $Us Billions)
1 JPMorgan Chase Bank 46,611,7
2 CitiBank 19,828,6
3 Bank of America 20,031.3
4 Wachovia Bank 3,601.3
2 HSBC 2,579.9
6 Bank Of New York 7033
7 Wells Fargo Bank 687 N
8 State Street Bank & Trust 463.4
9 National City Bank 125.4
10 PNC Bank 150.6
11 National City Bank of Indiana 125.4
12 Mellon Bank 107.8
13 SunTrust Bank 102.7
14 Keybank 93.3
15 LaSalle Bank 70.9
16 US Bank 62.5
17 Standard Federal Bank 61.1
18 Northern Trust 60.9
19 First Tennessee Bank 40.9
20 Deutsche Bank Trust Co. Americas 35.6
21 Branch Banking & Trust 29
22 Fifth Third Bank 28.9
23 Capital One Bank 26.9
24 Regions Bank 258
i Merrill Lynch Bank 25.6

Source: www.occ.treas.gov/ftp/deriv/dq205.pdf
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