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FIVE YEARS LATER



Since the outbreak of the financial crisis in the summer of 2007, I have faced any number of difficult moments. I have been grilled by the press, deposed by lawyers, called to testify before hostile members of Congress. I’ve been sworn in—and sworn at—more times than I can count. But few exchanges were as wrenching as the one I had on Friday morning, September 19, 2008, when I picked up the phone to call Dick Paulson, my younger brother and best friend.


Dick was a senior vice president and a veteran fixed-income salesman based in Chicago for Lehman Brothers. He loved his job, and he loved Lehman, whose collapse that Monday I had been unable to prevent. Dick had every right to ask why we hadn’t saved Lehman, and he wouldn’t have been alone. Plenty of pundits were blaming me, as U.S. Treasury secretary, for not having tried hard enough to rescue the historic firm, or were speculating wrongly that I had intentionally, stupidly, or even vindictively allowed it to fail.


Nothing could have been further from the truth. As I explained to Dick, we had warned Lehman management repeatedly of their need to act throughout the spring and summer, and we had tried strenuously to find a buyer for Lehman right up to the last minute. When one did not emerge, our legal authorities were simply too limited to help the investment bank survive.


But my brother wasn’t thinking about himself. All he wanted to know was how I was doing. Was the pressure too much? Was I getting enough sleep? With great empathy, he described the plight of his colleagues, many of whom had taken big hits financially and would soon be without jobs. Like them, Dick held much of his personal wealth in the bank’s now worthless shares. Much of what he had spent decades working for was gone. I felt awful for him and the others at the firm.


“Believe me, Dick,” I said. “We did all we could.”


“I know that, Hank,” my brother said. “I’m sure you did the right thing.”


It is now five years since that heart-wrenching phone call—and most of the events that I describe in On the Brink—took place. I still get chills when I think of that time. I’m not generally given to second-guessing myself, but I’ve done a good bit of soul searching since 2008, as I’ve watched the economy flounder and the mood of our citizens darken as they struggled with unpaid debts, foreclosed homes, ravaged nest eggs, lost jobs, and lost confidence—in themselves and in our system. Hindsight isn’t always 20/20. Experts still debate the causes of the crisis and the effectiveness of our actions, and likely will do so for a good long while to come. But I remain convinced that on balance, as my brother said, we did the right things and that our decisions will stand the test of time.


Many of the actions I took—seizing control of the quasi-governmental mortgage giants Fannie Mae and Freddie Mac and injecting capital into the banks through the Troubled Assets Relief Program (TARP)—were deeply distasteful to me. But today I believe more than ever that they were absolutely necessary. Think of all the suffering and stagnation the U.S. experienced that came even after we stabilized the financial system. I can only imagine what might have happened had we not acted so decisively. Indeed, it was the prospect of imminent economic catastrophe that drove me to act over and over again.


I didn’t want to be the Treasury secretary who presided over the onset of another Great Depression, and I have no doubt today that that is exactly what our country would have faced had our efforts fallen short. Unemployment levels that topped out at 10 percent in October of 2009 could easily have risen to 25 percent.


With time, I’ve also come to see more clearly our mistakes and missteps, and their consequences. The severity and constantly expanding nature of the crisis meant we frequently operated on the fly. We made errors and tried to correct them quickly. In several crucial instances, such as when we asked for TARP authorities, we made the wrong initial choice and were then forced to adjust. At other times, we took necessary actions that produced unfortunate consequences. When I came to Treasury, I was concerned, for example, about the riskiness of the biggest banks, but to stem the crisis we allowed some big banks to get even bigger and even more complex. The consequences of our decisions will make the job of policy makers who follow us more difficult.


So, too, will the legacy of public outrage that greeted some of our measures and further poisoned the political atmosphere in the country. I remember as I was leaving office being told that if you read the polls in a certain light it appeared that more people approved of torture than of TARP, the $700 billion plan we designed to stabilize the country’s banks. I can certainly understand the anger. Failing banks were rescued, while the American people lost jobs and homes through no fault of their own. I am concerned that our successors will be hamstrung by the fallout from this bitterness and may, when confronted by intense criticism and scrutiny in the future, hesitate or fail to act precisely when leadership and courage are called for, as they always are in a crisis.


Big, messy problems rarely have perfect solutions. Inevitably, you must work with inadequate information to make very difficult decisions that almost certainly will have unintended, and frequently bad, consequences; the alternative is not to act at all, which is far worse. At the same time, you have to be prepared to change course quickly when new information or analyses come to light. That’s the enduring lesson of crisis decision making. Fortunately, I’m a pragmatist, and I’ve never been afraid to make tough decisions or change my mind when I’m clearly wrong.


Perhaps the most obvious example of that came with TARP, which we devised to buy illiquid assets like the toxic mortgage-backed securities that banks were buried under. We thought that we could provide liquidity to that asset class and free up cash and create capital for the banks. But getting TARP enacted was excruciating; it failed on the first vote in the House of Representatives before passing the House four days later after a significant market shock. Only then did we realize we had miscalculated: with market conditions deteriorating rapidly, we could not get an illiquid asset purchase program going fast enough.


The legislation included other authorities, and we quickly shifted course to put capital directly into the banks. We had not planned to do this or we would have told Congress as much. But once we realized we couldn’t buy illiquid assets quickly, we had to change course. The capital injection program was a strong, timely action that halted the rapid slide in confidence. My credibility took a big hit with the public and Congress, but I believe strongly that our actions stopped the panic and stabilized the financial system. Looking back now, I doubt we could have gotten the votes needed from House Republicans to pass TARP if we had told them we intended to put capital in the banks. So we got TARP to do one thing that didn’t work, but it succeeded brilliantly in doing another. We were, indeed, fortunate.


A similar scenario played out during the summer of 2008 with Fannie Mae and Freddie Mac, which were in danger of collapse. I asked Congress in July for broad, unspecified powers to contend with any eventuality. “If you’ve got a squirt gun in your pocket, you may have to take it out. If you’ve got a bazooka, and people know you’ve got it, you may not have to take it out,” I testified, reasoning that a big show of government support would be enough to restore confidence.


It wasn’t. We got the bazooka and had to use it. The government-sponsored enterprises (GSEs) were rapidly deteriorating, and we had to backstop their debt, trillions of dollars of which were held by investors in the U.S. and throughout the world. I hadn’t thought that this would be necessary, but, as it turned out, I was wrong. We were very fortunate to have asked for and received the necessary authority from Congress so that we could stabilize the GSEs: their failure would have been a catastrophic event an order of magnitude more harmful than the Lehman failure.


In retrospect, I would say we caught a break even during the Lehman Brothers debacle, for which we took tremendous flak. I continue to believe we did the only thing we could have done, legally, in that episode. We did not have the authority to save Lehman or to seize it and unwind it in an orderly fashion. (If we had had the powers subsequently enumerated in 2010 in the Dodd-Frank financial regulatory reform legislation, we would have used them, taking care to wind the firm down with the least possible impact on the market, no matter how long that might have taken. It would have been messy but better.)


Lehman was not the cause but a symptom of the financial crisis, one of a series of mushrooming calamities—wedged between the seizure of the GSEs and the rescue of insurance giant AIG—that we did our best to avert. The near failure of investment bank Bear Stearns in March 2008 had shown us that the law didn’t allow us to inject capital into or guarantee the liabilities of an investment bank. We found a way, via Federal Reserve lending, to support a buyer—in that case, JPMorgan Chase—to save an imploding investment bank. We subsequently worked for months with Lehman, urging the firm to raise capital.


Then on the fateful weekend beginning Friday, September 12, Barclays Capital backed away from buying Lehman at the last minute. Earlier we had tried but were unable to get Bank of America to buy the firm. Instead BofA bought the imperiled Merrill Lynch, which was much bigger and more globally interconnected. Had BofA bought Lehman, I believe Merrill would have failed—with even worse consequences for the market than the Lehman collapse.


An enduring lesson of the crisis is that regulation will never be perfect. No regulator or government agency official can see clearly into the future. I came to office concerned about the possibility of a financial crisis and led, through the President’s Working Group on Financial Markets, an intensive interagency review to identify weaknesses in our capital markets. We focused on what seemed an obvious threat: potential problems in our large banks and their relationships to hedge funds. But we missed the source of the eventual crisis—housing—and completely overlooked the structural flaws in the massive shadow banking market in which banks, investment banks, and other financial players extended secured and unsecured short-term loans to financial institutions and corporations.


Parts of these lightly regulated—even unregulated—markets nearly came unglued during the crisis, acting like accelerants in a fire. After Lehman failed, the money market fund industry, with $3.5 trillion in investments from 30 million Americans, teetered on the edge of a run by panicked investors that could have cut off short-term financing to many U.S. corporations whose commercial paper the funds bought. Even some of the biggest U.S. companies had problems selling their paper, threatening to intensify a credit crunch that would have led to corporate cutbacks, failures, and the loss of many millions of additional jobs. The multi-trillion-dollar market for repurchase agreements, where financial institutions fund themselves overnight, also began to shut down after Lehman failed, draining needed liquidity from the financial system when market participants became wary of dealing with any counterparties.


Our excuse for missing these problems was an outdated and balkanized regulatory structure that offered little visibility into these markets. But the fact that a team of seasoned regulators, working with a Treasury secretary with 32 years of securities markets experience, didn’t foresee these problems remains very humbling.


It makes me wonder how even under a much better regulatory structure we can count on regulators to find every risk and vulnerability in our financial system. That is why, in addition to strong regulators, market discipline is so vitally important. We need lenders, borrowers, depositors, customers, and shareholders of every bank to be vigilant.


I came to the Treasury Department in 2006 concerned about the size and increasing complexity of America’s biggest banks. During the crisis, lacking other options, we turned to the big banks to help us rescue some of their ailing brethren. In the process they became even bigger. So, in stemming the crisis, we added to an already significant problem.


The GSEs presented another case of unintended consequences. From my first days at Treasury, I had sought to reduce the role and strengthen the regulation of Fannie Mae and Freddie Mac, which owned or guaranteed about half of America’s residential mortgages. Government policies, from the implicit support of the GSEs to tax preferences, had pumped up the housing bubble and exposed the financial system—and taxpayers—to far too much risk. Five years after we intervened, the government is even more deeply involved in America’s housing finance business than it was before. Today fully 90 percent of new residential mortgages are government guaranteed. The GSEs have played a key role since 2008 in ensuring the availability of mortgage financing and supporting the welcome recovery of the housing market, but this concentration is the opposite of what we intended long term, and it is bad for the country. Our addiction to government subsidies, and not just in housing, may actually sow the seeds of the next crisis. I now wish that we had found a way to put both Freddie and Fannie on a more certain path to a major restructuring or wind down.


Looking back, I wish, too, that we had done a better job in communicating our decisions. Part of the problem was a familiar dilemma for regulators. You want to be open and transparent—the American public expects and deserves no less—but at the same time you don’t want to trigger or compound the problems you are trying to avoid.


After the Bear Stearns rescue, we knew that Lehman was vulnerable and spent months looking for ways to save the firm or to manage its failure without destabilizing the financial system. As part of this effort, we had quietly developed the outlines for a resolution authority that is very similar to the model enacted in the Dodd-Frank legislation. I first spoke publicly of the need for this authority in June 2008 in Washington, D.C., and I laid out a detailed framework for it that July in London. But former Massachusetts congressman Barney Frank, who then chaired the powerful House Committee on Financial Services, made clear Congress would act only if we screamed “Emergency!” and said an investment bank was on the brink and that its collapse would trigger a system-wide failure unless we were given the resolution authority. I knew Barney was right but believed that if we made such a public demand, we would precipitate the very event we were trying to avoid.


I faced a similar conundrum the Monday morning after Lehman declared bankruptcy, when I had to brief an anxious press corps in the White House, shortly after meeting with the president. When asked why we didn’t save Lehman, I wouldn’t publicly admit that the U.S. couldn’t find a single authority to rescue a failing investment bank. I believed that if I acknowledged as much, Morgan Stanley, which was also on the ropes, would have gone down within a few days.


The main objective in a crisis is to instill confidence and to avoid miscommunications, which undermine trust. Words go only so far. It takes forceful, clear, and easy-to-understand actions to stop a panic. We learned pretty quickly how important government guarantees are. Our decision to use the Exchange Stabilization Fund—Treasury’s emergency reserve fund to protect the dollar—to guarantee money market funds stopped dead an incipient run on that $3.5 trillion market; when we coupled that with bold Federal Reserve action, we revived the frozen commercial paper market, which major companies depended on for short-term financing to pay employees, suppliers, creditors, and shareholders.


As crucial as such actions are, it’s also important to explain why they are being taken. Markets wanted to hear that we were doing everything possible to stabilize the system. Politicians and voters wanted to hear that those who made mistakes—the bankers—would bear the consequences of their actions. The demands of those two audiences were often irreconcilable, and I deliberately chose to speak to the markets first. Their reaction presented the more immediate risk. As a result, we were unable to moderate a growing public anger that fed on the perception that “bailed-out” banks were benefiting at the expense of ordinary citizens. The perception that failure was being rewarded at the public’s expense riled the American people and led Congress to back away from TARP. For my last two months at Treasury, I worried about our ability to get permission from lawmakers to use the last $350 billion tranche of TARP. As it was, lawmakers stigmatized the bank capital program by changing some of the rules retroactively.


We knew the steps we took were going to be unpopular. As Americans watched their houses lose value and jobs disappear, they didn’t see banks or bankers suffering the same pain. But we had no idea just how outraged the public would be, and to this day many are still angry about it.


However, the anger, disapproval, and misperceptions ultimately did not hinder our effectiveness because we were single-mindedly focused on preventing an economic disaster. But the unpopular steps we took remain an unfortunate legacy for future policy makers. I can only hope that, in a future crisis, our successors will have the courage to take necessary, if unpopular, actions to protect the American people.


Still, it’s no surprise that our efforts seemed at times ragged and imperfect. Day after day during the crisis another corner of the markets seemed to unravel, each one worse than the one before. The week that Lehman went down was absolutely brutal—easily the worst week of my life. It began not long after midnight on Monday, September 15, when Lehman filed for bankruptcy, just hours after Bank of America had agreed to buy Merrill Lynch, averting its collapse. On Tuesday, AIG had to be rescued with an emergency loan of $85 billion from the Federal Reserve. Morgan Stanley was under siege by short sellers, and the country’s markets had begun to unravel. The Chinese were said to be pulling deposits from money market funds, financial institutions were refusing to lend to one another, and major corporations could not raise short-term funds. The crisis was also rapidly moving out of the financial system and into the general economy. By Thursday night I had gone to Capitol Hill with Federal Reserve chairman Ben Bernanke and then-chairman of the Securities and Exchange Commission Chris Cox to request emergency funds and powers from Congress to avert catastrophe. As Ben told lawmakers, “It is a matter of days before there is a meltdown in the global financial system.”


This all happened in less than a week, and the markets’ problems compounded throughout the fall. Institutions that one day seemed stable appeared to be on the edge of the abyss the next. That we were able to stop the bleeding was a tribute to the extraordinarily talented men and women from many different agencies and branches of government who worked as a team. I cannot say enough good things about Ben Bernanke and Tim Geithner, then president of the Federal Reserve Bank of New York, who were true partners. Our individual skills and experiences meshed perfectly, and we enjoyed an exceptional level of trust, communication, and cooperation. Along with Sheila Bair, then chairman of the Federal Deposit Insurance Corporation, who made some difficult and courageous decisions, we pooled our collective powers and authorities in ad hoc and creative ways to avert disaster. At Treasury, I relied on a truly amazing team whose work is chronicled in detail in this book. I turned to the same group of people over and over as they worked through the night, tirelessly, for months on end.


When I think about today’s dysfunction in Washington, I recognize what an accomplishment it was to get Congress to provide us with extraordinary emergency powers twice. I underestimated how politically difficult this was at the time. That we were on the brink of collapse was so blindingly obvious to me I found it enormously frustrating to comprehend why Congress couldn’t just act immediately. Now I realize how unusual it was for the legislators to act as rapidly as they did just weeks before a national election—and in many cases against their own political interests. I am in even greater awe today than I was then of leaders like Barney Frank and former senator Chris Dodd, then chairman of the Senate Committee on Banking, Housing, and Urban Affairs, who, with the help of Alabama senator Richard Shelby (that committee’s ranking Republican member), led the congressional effort to give us emergency powers for the GSEs. Judd Gregg, a Republican from New Hampshire and former chairman of the Senate Committee on the Budget, worked across party lines in the Senate with Dodd and Majority Leader Harry Reid, while Speaker Nancy Pelosi and Barney Frank lined up colleagues in the House to make what they knew would be a very unpopular TARP vote.


I now have a much greater appreciation for others who put the national interest above their own political calculations. Foremost among them is Arizona senator John McCain, the Republican candidate for president in 2008. When McCain called for a White House meeting on TARP and slowed down the legislative process, I was furious. Now, though, I see more clearly that he was caught in a political minefield, since the legislation was so vigorously opposed by so many of his supporters. He would have been helped politically by opposing TARP loudly and constantly, but in the end he made no overt effort to derail it.


Finally, President George W. Bush’s leadership during the crisis was remarkable. For the better part of 18 months, I repeatedly brought him bad news. His response was always to buck me up, to encourage and support me. When I was particularly discouraged by the fact that we had had to come to the rescue of Citigroup in late November, just weeks after its initial capital injection, he told me: “Thank goodness the crisis happened when it did. Imagine if it had hit at the beginning of a new administration, when they were just learning how to work together.”


I left office on January 20, 2009, with mixed feelings. I was looking forward to finally getting some rest and spending time with my wife, Wendy, and my family. We had accomplished a great deal in a short, almost surreally frenzied period of time. I was confident that we had averted a financial meltdown and chased away the specter of an economic collapse to rival, or even surpass, the Great Depression of the 1930s.


But I was also restless and dissatisfied. There was still much unfinished work. In particular, I regretted having been unable to develop a more successful government program to prevent the foreclosures that cost millions of Americans their homes. This was the one issue I struggled with the most during my last 18 months in office. I hoped the Obama administration would find a way to make a big difference, but unfortunately a solution would elude them as well.


In truth, I had a few questions about the incoming administration. I felt certain the country was in good hands with Ben Bernanke at the Fed, and with Tim Geithner set to succeed me at Treasury. But I knew it would take Tim some time to pull together his staff and to build a strong enough relationship with the president to maintain the programs we had put in place and safeguard the fragile stability of the markets.


I had enjoyed a productive relationship with then-candidate Obama during the election campaign. We had spoken nearly every day, and he was thoughtful, cooperative, and supportive. After his victory, I understandably lost contact with him because he was sensitive to the fact that there can be only one president at a time. During what seemed to me to be a brutally long eleven-week stretch until I left Treasury, my credibility with Congress and the American people was at a low. But we were able to rescue Citi and BofA, knowing that we had the implicit support of the incoming administration.


I was also concerned—and the markets were badly rattled in the first few months of the administration—to see the press report that some Obama advisers were pushing to nationalize the banks, or restructure the TARP investments in ways that I thought would be destabilizing. I understood that a newly elected president would inevitably seek to draw clear distinctions and make changes to put his own stamp on policy. This made me very nervous.


In the end, in no small part because he chose Tim for Treasury, the president elected to ignore calls for change from his base, and the continuity between administrations was extraordinary. Tim after all had been a key member of the team helping design and implement capital markets stabilization programs as well as the rescues of numerous financial institutions. With the exception of the Obama administration’s foreclosure relief plan and a modest private/public initiative to buy illiquid assets, every one of the capital markets stabilization programs was in place or designed and announced before President Obama took office.


Indeed, without the loans we advanced through TARP to General Motors and Chrysler, there wouldn’t have been an automobile industry for the Obama administration to rescue. While the Bush administration would certainly have made different decisions in structuring the final terms of the auto bailout, the tough terms of our loans, which could not be met without major financial and operating overhauls, provided the architecture for the Obama administration’s restructuring of the car companies in 2009.


Tim Geithner and his team did a terrific job of creatively adapting the programs to meet changing market conditions, and they managed them extremely well. The decision he and Ben made to subject certain systemically important banks to “stress tests” was a brilliant and innovative adaptation of the TARP capital purchase program. The tests were designed to ensure that the banks were adequately capitalized and to demonstrate that fact to the market by publicly releasing the results. It was a great confidence builder and a smart, effective communications strategy.


All told, the TARP bank and insurance company capital programs have returned $30 billion in addition to the original investment. Excluding the Obama administration’s housing programs—which were expenditures, not investments—Treasury has already recovered more than it has disbursed from all investment programs, including autos. How many government programs do that?


Tim was pivotal as well in guiding the Obama administration’s work with Congress to secure urgently needed reforms and authorities in the Dodd-Frank legislation. In the foreword to this book, Barney Frank graciously credits the Treasury Blueprint for a Modernized Financial Regulatory Structure, which we released in March 2008, with inspiring a number of critically important parts of the legislation. Despite the firestorm of criticism that Dodd-Frank incited, there is much that is good in the law, beginning with the creation of an “orderly liquidation authority,” which provides a process to efficiently wind down large, interconnected financial companies, including investment banks and broker-dealers, whose failure would pose a risk to the country’s financial stability. We sorely needed such powers during the financial crisis.


Importantly, thanks to Dodd-Frank, the Federal Reserve now regulates all systemically important financial institutions. I believe that the big institutions are now better regulated, and regulators are now better prepared and armed to intervene to prevent failure. Dodd-Frank also authorized the creation of the Financial Stability Oversight Council, chaired by the Treasury, to bring together top federal and state officials with a dedicated research staff to monitor and address systemic risks. We didn’t have that visibility across the financial system before the crisis, and I have no doubt that it would have helped regulators to identify problems sooner and to provide them with more authorities to address it.


Our Blueprint had recommended that that function be handled by the Fed, to promote accountability and decisive action. The legislation also set stronger and more rigorous capital and liquidity standards for systemic banks, and required that over-the-counter derivatives be cleared on a central clearinghouse to ensure greater transparency.


But Dodd-Frank falls short in other areas. It fails to streamline our ungainly financial regulatory structure and leaves multiple regulators in overlapping jurisdictions, feeding uncertainty and delay. To improve clarity, efficiency, and accountability our Treasury Blueprint had recommended just three regulators—a safety and soundness regulator, a systemic risk regulator, and an investor/consumer protection regulator. Today we have five main financial regulators on the federal level, just as we did before the crisis (a reshuffling added one agency but removed another). The rule-writing process for Dodd-Frank has been plagued by this dysfunctional competition, leading to inaction or slow action on a number of fronts, as well as confusion and uncertainty for all market participants. Strong partisan divisions in Congress have made it difficult for regulators to do their jobs.


Congress has also removed some of the most creative and effective tools used to stave off collapse. In order to provide greater Congressional control, Dodd-Frank limits regulator discretion in times of crisis. In one respect, of course, that’s all to the good. Congress is responsible to our citizens, so it’s encouraging to see the focus on taxpayer protection. The bank rescues were a source of public outrage, so it is understandable that Congress would take steps to ensure that failing institutions not be propped up in their present form. But some of the powers that Congress limited or constrained, such as some Federal Reserve lending authorities or the FDIC guarantee authority, were rarely used, if ever. Emergency measures such as we used to stem the crisis should be employed only when we are facing the economic equivalent of war, and the president and two-thirds of the boards of the Fed and the FDIC make a financial emergency declaration to protect the American people. Why give up these tools and disarm when there is no assurance that policy makers will not need such flexibility again?


On balance, there is much to like about the state of the financial system today. We have a stronger regulatory regime with more appropriate powers to identify risks earlier and to withstand them better. U.S. banks are better managed, with stronger risk controls and higher capital and liquidity requirements, which are the best defense against failure. Bank compensation practices, which contributed to excessive risk-taking and understandably fomented great public anger, are being scrutinized and reformed. And, critically, if an institution stumbles and fails, regulators have the power to wind it down in an orderly fashion.


For all the progress that has been made, however, there are a number of issues that trouble and in some cases flabbergast me. Five years after Lehman’s collapse, we are still debating whether we have solved the dilemma of “too big to fail” banks, and we have made no progress on GSE reform. The crisis exposed the perils lurking in the shadow banking market, yet we have made too little headway in bringing appropriate oversight and transparency to this area.


Today, some observers, several former regulators among them, are calling to break up big banks. I have some sympathy for this view. Big banks are difficult to manage, and the bank mergers during the crisis only contributed to the increased concentration in our financial system. Clearly, the phenomenon of “too big to fail” is unacceptable and must end. The question is how to do that. In my opinion, the best approach is to reduce the advantages of being large by installing more stringent capital and liquidity requirements. Tough regulation, including imposing limits on size or forcing divestitures if a bank is unable to manage its risk, could make failure less likely.


Dodd-Frank and the new Basel III capital standards introduce capital surcharges for the biggest institutions that will be applied by the Fed. More may eventually need to be done, but this is a reasonable first step. Larger amounts of higher-quality capital and larger liquidity cushions are the best defenses against failures, and liquidity is even more important than capital. Giving regulators the right tools to unwind a failed bank can minimize the damage to the economy. Only as a last resort should the government somehow determine how big a bank should be and then break up the largest institutions into smaller companies.


We also need to harmonize protocols for winding down complex, systemically important global banks and more closely coordinate oversight of the global financial system. The Basel III framework is making progress toward doing just that. Dodd-Frank does make it clear that if banks fail, they will be wound down. This helps maintain market discipline and supplements regulation and oversight by keeping everyone vigilant. We want to avoid the moral hazard that only leads to excessive risk taking and, ultimately, big bills for taxpayers.


“Too big to fail” is a misnomer in any case. Complexity and interconnectedness matter as much as size in assessing risk in banking. No bank should be too big or too complex to fail, but almost any bank is too big to liquidate quickly, particularly in the midst of a crisis. Confidence is essential to a bank’s existence. When confidence goes, it goes quickly. As intermediaries, banks’ fortunes are linked to those of other institutions; the failure of one bank can cause confidence to falter, domino-like, in others, leading to devastating runs throughout the system. The Dodd-Frank Orderly Liquidation Authority (OLA) recognizes this reality and comes as close as possible to a traditional bankruptcy while acknowledging that the wind-down of a financial institution has to be managed carefully to protect the public. It gives regulators a full range of emergency authorities to avert a disorderly wind-down, including the ability to issue guarantees and make capital injections.


But it also requires that the regulators conduct the liquidation process in a highly proscriptive fashion, similar in many respects to a traditional bankruptcy, with an emphasis on protecting taxpayers by reducing any cost to the government. Moreover, the legislative intent of Dodd-Frank seems to be that the regulator—in this case, the FDIC—begin the resolution process promptly. These provisions in Dodd-Frank outline as clearly as possible that a failing bank will not be rescued by the taxpayers.


At the same time, we must realize that “too big to fail” is a judgment—one that will always be tied to the circumstances at the time. I believe it could be very dangerous and might even lead to a catastrophic collapse of our financial system to attempt to wind down a systemically important financial institution during a major financial crisis like that of 2008—as some regulators argued at the time that we should.


How well the wind-down authorities in Dodd-Frank are used, I suspect, will depend a good deal on the fortitude and courage of the policy makers and regulators in office if and when we have another big crisis. Delaying the wind-down until a severe crisis abates may well be the right thing to do, even if it seems to circumvent what many may view as Congress’s intent in setting up OLA. I believe that OLA is an essential tool, and it is one I wish we had had. But I am concerned that if future regulators misjudge the fragility of markets or if they wilt under “anti-bailout” pressure, they could wind down major institutions too quickly and precipitate a major financial calamity by destabilizing the markets. The key, no matter how long a liquidation takes, is to make sure that a failed institution is not propped up in its original form: that is what has aroused public anger.


In the end, we should recognize that it would be irresponsible to rule out sustained robust government intervention in every possible circumstance. In periods of extreme crisis, Americans should expect their government to intervene and support the financial system for as long as it takes to minimize the impact of the crisis on their jobs, their savings, and their net worth.


In the fall of 2008 we put Fannie Mae and Freddie Mac in conservatorship and backstopped all of their debt and mortgage-backed securities—the single most important step we took to stem the financial crisis. The GSEs were overwhelmingly the dominant players in the housing market, which was at the vortex of the crisis. With $5.4 trillion in debt and mortgage-backed securities outstanding, those two institutions together were nine times the size of Lehman Brothers. Borrowing more than $20 billion a week at times, they ranked as one of the world’s largest issuers and guarantors of securities; theirs were among the most liquid and widely held investments throughout the United States.


Many kinds of investors of all sizes owned GSE securities: financial institutions, corporations, pension funds, mutual funds, and money market funds serving individual investors. The securities were also widely held by foreign governments and investors. In addition, to hedge their vast portfolios, the GSEs were among the largest users of derivatives. They were a central part of our financial system, and their failure would have dealt a devastating blow to the U.S. economy.


By almost any measure, our GSE actions were a success. We were tough, firing their CEOs and wiping out their shareholders. We staved off an imminent catastrophe and ensured that mortgage financing would be available throughout the crisis, preventing a much steeper decline in housing prices. (This alone did far more to reduce the number of foreclosures than any other action.)


But our actions were meant to be only temporary. We described conservatorship as essentially a “time out,” or a temporary holding period, while the government decided how to restructure GSEs. We even included financial covenants requiring a dramatic reduction over time in the size of the portfolios of securities that the GSEs hold. Five years later Fannie and Freddie not only remain in conservatorship but they are more dominant than ever in housing market finance. As the housing market recovers, they are also making big money again—they reported a combined $28 billion in net income in 2012. Recognizing the improved conditions, the Obama administration produced a budget in April 2013 that projected that if the GSEs remained in current form, they would repay in the coming decade all of the $187 billion invested in them by Treasury, as well as pay a profit in dividends of $50 billion more. That’s welcome news, but it comes with a downside: Now, any attempt to reform the GSEs will appear to cost the Treasury in the short term. Thus, ironically, as the market heals, the government has a major disincentive to make changes in the very system that brought us to near ruin.


Fannie and Freddie were the most egregious example of flawed policies that inflated the housing bubble and set off the financial crisis. It is absolutely crucial that we now end the time out and tackle GSE reform. We need to dramatically rein in their missions and shrink their size by sharply reducing their ability to hold mortgages on their balance sheets, and by limiting the mortgages they can insure. This can be done by limiting guarantees to first-time borrowers or restricting the size of qualifying mortgages or the income of borrowers, or some combination of all three. Government guarantees should always be explicit, and the government should charge any user of its guarantee a fee large enough to create room for a robust private mortgage market. Without the discipline provided by a private mortgage market, we will be at risk of another binge with government-provided incentives leading to yet another housing bubble.


To be sure, housing subsidies are not restricted to the GSEs. Other government incentives, from the mortgage interest deduction on personal income taxes to programs run by the Federal Housing Administration and various state agencies, have contributed to a systemic bias toward overinvestment in housing. We need to take a comprehensive look at all these policies. As I write this, in May 2013, monthly housing starts have topped the 1 million mark for the first time since June 2008, and housing prices are growing at the fastest rate in seven years. Conservatorship of Fannie and Freddie has worked. It’s now time to fix the agencies that were at the center of the crisis.


Some of the most serious structural problems in the U.S. capital markets lie in the so-called shadow banking market. Five years on, these concerns have yet to be addressed. During the financial crisis, flaws in money funds and in the secured lending market severely exacerbated liquidity problems and deepened the credit crunch. Though money fund accounts were uninsured, most investors assumed they were as safe as bank deposits while providing a higher yield. The industry’s practice of using a fixed net asset value of $1 reinforced the notion that investors would always get their principal back.


Then, in the market turbulence of September 2008, the value of the oldest money market fund, the Reserve Primary Fund, suddenly fell below a dollar, “breaking the buck” and panicking investors throughout the sector. We had to devise a dramatic and creative policy step almost overnight, using the Treasury’s Exchange Stabilization Fund to provide a temporary emergency guarantee and prevent a disastrous run on the funds. As of today we’ve done little to correct the disparity between the risks money funds take and the assurances they provide depositors.


Regulators are attempting to fix the money fund problem, and I am optimistic that they will eliminate the constant net asset value (NAV) feature of riskiest money funds, which gives investors the misimpression that their investment is guaranteed, and allow the NAV of money market funds to fluctuate with market conditions. I don’t believe this will entirely eliminate the risk of a future run, but it would be a major improvement. If nothing else, investors still need to be better educated about the risks involved with money funds.


The repo market, where financial institutions fund themselves through short-term secured borrowing, also had structural flaws and contributed to the liquidity crisis in 2008. Because these borrowings were collateralized, banks and other financial institutions believed they could continue to renew, or roll over, their funding on a daily basis, even though the collateral was sometimes made up of mortgage-backed securities and other illiquid instruments. Lending standards were slack, and regulatory oversight and transparency were minimal and inadequate in this $2.5 trillion–plus market.


The structural issues are being addressed and there is much more regulatory scrutiny and discipline today, but the repo market is again growing rapidly. The Financial Stability Oversight Council should call for an evaluation of the risks—and the adequacy of oversight—in it. Broker-dealers are particularly heavy users of the repo market, and regulators should do contingency planning to determine how they would use emergency resolution authorities to deal with a failed dealer and ensure that the securities collateral is disposed of in an orderly manner so as not to initiate or magnify a liquidity crisis in this market.


“Are we in danger of another severe financial crisis?”


That’s the question I’ve been asked most frequently since I left Treasury. And the answer, I’m afraid, is yes. As long as there have been financial markets and humans who periodically experience bouts of panic, there have been financial crises. In recent history, we’ve tended to have crises every eight years or so; for the most part they have been manageable, although the most recent crisis led to a deep recession whose effects can still be seen in the persistently high unemployment rate. The key is to avoid massive disruptions like that of 2008 or the one gave us the Great Depression more than 80 years ago. The first step is to correct the obvious problems that caught us off guard five years ago. And in this regard, we have made real progress in dealing with a number of issues.


The next step, after we clean up our messes and repair the flaws we find, is to try to look around corners, to imagine the crisis next time. We can never be too vigilant or assume that the next problem will be like the last one. Trying to predict and act in advance of the future is a thankless, mostly futile task. But that’s no reason to stand pat. We can make great progress by focusing on the obvious issues that confront us and by trying to address manageable problems before they become unmanageable.


Two obvious issues confront us today. First, our long-term fiscal situation is simply unsustainable. On that almost everyone agrees: Republicans, Democrats, President Obama. Second, we have a persistent problem with economic growth. In the last decade, we have had only two years with real GDP growth greater than 3 percent. We need to grow much faster to create the jobs necessary to put the American people back to work. These two issues are intimately related: our fiscal challenge will be met much more easily if we are growing faster.


We continue to have the richest, most diverse and innovative economy, and our Treasury securities are owned throughout the world. While some may see these advantages, or the fact that the deficit has begun declining, as a rationale for delaying action, it would be imprudent to do so.


Our focus today should be to answer the question: What are the best policies to promote sustainable economic growth? These will also be the best policies to ensure generational fairness, our national security, and continued global leadership. Without policy fixes, our children and grandchildren will pay a steep price in diminished opportunity, lower living standards, and a Medicare and Social Security system that can’t make good on its promises. History teaches us that no nation can remain a global power if it has too much debt and loses its fiscal strength: That is the path to diminished economic capacity, and our national security is rooted in a strong, healthy, growing economy. Our foreign policy will be much more effective if our economy is growing faster and other nations view our economic system as one to respect and be emulated.


I have my own strong views on the policies necessary to restore our growth and meet our fiscal challenges, but I am not going to be prescriptive here because there is no one right approach. Ideologues on both sides argue that there is only one way forward—their way—and they have created obstacles to finding common ground. We need fundamental reforms that can be achieved only through compromise.


It is essential that we slow the growth in entitlement spending, which is the major driver of our fiscal challenge. This is particularly true for health care, which is growing faster than the economy and thereby generating deficits and an ever-larger debt burden. We can take some measures easily: employing means testing for benefits, for example, or increasing the retirement age for those under 50. More fundamental reforms to reduce the cost of health care are analytically and politically complex but necessary nonetheless. But we must recognize that we will not achieve fiscal balance through spending cuts alone. We need to increase revenues through economic growth, and we should revamp the tax system to make it more efficient and competitive, promoting growth and job creation. One approach would be to eliminate most, if not all, deductions and preferences and lower the rates, thereby simplifying the system while reducing inefficiency that comes from complexity and the distortions that are a drag on our economy.


We urgently need pro-growth changes to our corporate tax system so American business can compete on equal footing with foreign companies. We also need other new pro-growth policies such as immigration reform to attract and to keep the best people from around the world. We should take steps to improve education policies and training programs to give young people the skills they need in a modern economy.


When politics collide with markets, markets ultimately win. For now, the markets know that we remain a rich nation and that there’s plenty we can do. The markets will move against us only when it becomes clear that we truly don’t have the political capability to act. Solving our challenges will take hard work, determination, and no small amount of courage on the part of our leaders. And watching the bipartisan battles in Congress over even simple issues can make it difficult to be optimistic that Washington policy makers will tackle these challenges.


And yet, I have to say, I have more faith in America than that.


I learned, as I write in the following pages, that it sometimes takes a crisis to move Washington to action. But when the crisis first began, I had the great privilege of seeing our system work at its best—and in the most difficult of times. I have seen men and women from different agencies and branches of government put aside partisan differences to work together—enduring long sleepless nights and bitter criticisms from all quarters—to save the financial system and snatch the country from the brink of ruin.


My great hope is that we will meet our challenges before the markets lose confidence in our ability to do so. The sacrifices we might make today to put our economy and fiscal situation on a sustainable path are mild in comparison to what the markets will force on us if we don’t rise to the occasion. The longer we wait, the less attractive our options will be.


We have talked enough, debated enough, hurled enough partisan rhetoric across the aisles of Congress and the split screens of cable TV. It’s time to act.


HANK PAULSON


Spring 2013





FOREWORD



For many people, what will be most striking about this foreword is the fact that I wrote it. It’s not every day a partisan, liberal Democrat gets a call from a conservative, high-ranking member of the George W. Bush administration asking for a favorable introduction to anything. But when former secretary of the Treasury Henry M. Paulson, Jr., called, I was quick to agree to express in print my enthusiasm for his excellent recounting of some of the most important and controversial events in our recent national history.


When I met Hank Paulson in the spring of 2006, he had just been appointed to one of the most important positions in a very conservative Republican Cabinet by President George W. Bush, whose election I had twice contested as hard as I could, and who clearly would have preferred someone else to serve in the seat that I held. I was the senior Democrat—then in the minority—on the committee that had a major role in supervising Treasury activity. Hank Paulson and I differed on a number of issues, which is why we were in different parties. But it was also clear by 2006 that there were some major issues that required our cooperation. Hank’s book describes in vivid and accurate detail how he and many of his colleagues in the Bush administration and I and many of my Democratic congressional colleagues found ways to cooperate on a critical set of issues even as we were disagreeing on others.


Partisanship is a legitimate concept that has been discredited by the excesses of too many of its practitioners. Political parties are an important part of a well-run democracy. In the absence of parties, personality dominates excessively. Properly organized, parties give citizens guidance in choosing candidates for office based on issues. When focus groups are convened among undecided voters in October of a presidential election year, the reports of the conversations are often discouraging. Those least influenced by party affiliation tend to regard as true things that they do not know for certain, and tend to be certain of things that are not true.


The problem with party differences is not that they exist, nor that candidates seek to win elections by emphasizing those differences, but that at times the partisanship becomes so heated that legitimate disagreements boil over, preventing partisans from cooperating when it is necessary. Sadly, that has too often been the story of politics in recent years.


That is why the events described by Hank Paulson in On the Brink are so extraordinary. He recounts here the remarkable cooperation between the leadership of the two major political parties during the most politicized season in American politics—the months between the nominating conventions in the summer of 2008 and the presidential election that November. Even more surprising, given current politics, a Democratic Congress gave a Republican president, with whom we had been at odds on a wide range of issues, an unprecedented grant of powers.


In mid-2008, acting on a bill passed in the House in 2007, Congress gave the Treasury secretary the power to provide unlimited federal backstop funding and capital injections for Fannie Mae and Freddie Mac, and, if he felt it necessary, to place these institutions, which had previously fought increased federal controls, into conservatorship. Soon after, he exercised those conservatorship powers—with no congressional resistance. Subsequently, Congress empowered the Treasury secretary to advance $350 billion to troubled banks, and while we did add some restrictions to this grant of power beyond what Hank had asked for, it still amounted to a far greater delegation of government spending power than generally occurs outside of war funding.


The obvious question is what, in the midst of an election season, accounted for this temporary suspension of partisan hostility? What made a Democratic Congress grant extraordinary powers to an administration of which it was greatly skeptical and whose assertion of broader executive powers had generally been the source of significant contention? The answer, as Hank Paulson’s unusually forthcoming book describes, was the threat of an economic meltdown that would have been worse than anything since the Great Depression and might conceivably have equaled that event in its economic devastation. I use the word economic as opposed to financial deliberately. Describing what we confronted as a “financial” crisis has led people to think that the devastation among institutions engaged in high finance—in many cases somewhat irresponsibly—might have had little real consequence for the Main Street economy. In fact, what the nation confronted after the emergency stabilization of Fannie Mae and Freddie Mac, the failure of Lehman Brothers, and the Federal Reserve’s rescue of AIG, was a broad-scale economic stoppage. The precipitating cause was the unwillingness of institutions to lend to each other. Our economy depends almost entirely on such transactions, so the lack of lending threatened a total cessation of productive economic activity. Indeed, what made the crisis more frightening in some ways than the Great Depression was precisely the increased efficiency with which money is now transmitted globally. Complete interconnectedness has great advantages; it is also a marvelous transmitter of disaster.


Those who argue that the motivation of people in the Republican administration and Democratic Congress who engaged in this extraordinary collaboration was simply to protect the financial industry could not be more wrong. We were convinced then—and are still convinced now—that our efforts were essential to preventing a wide-scale economic collapse that would have had devastating consequences on the whole country, and indeed on much of the world.


Thirty years ago such cooperation would not have been remarkable. Unfortunately, the angry partisanship of recent years had grown to the point where we had to defend ourselves even from some of our co-partisans, who found our very willingness to collaborate distasteful. And I should add that among those who repudiated the notion that strong, legitimate partisan differences should be an obstacle to working together was President Bush. His willingness to give his steadfast support to Hank and to Federal Reserve chairman Ben Bernanke in the face of strong attacks from many in his own party was commendable.


As I noted, the first issue on which Hank and the Democratic-controlled Congress collaborated was the regulation of Fannie Mae and Freddie Mac. In few areas of recent history is there a popular mythology so at odds with the facts. Many on the right argue that I, more than anyone else, prevented the necessary reforms in these organizations. And, in 2003, I did express my view that Fannie Mae and Freddie Mac did not need substantial change. But a year later, I noted my dismay at the extent to which these institutions were being pushed to buy loans from people whose incomes were insufficient to sustain homeownership, and I became an advocate of regulation.


At that point I was still in the minority—and Hank Paulson was still a private citizen. From 1995 through 2006, Republicans controlled the House, and my impact on public policy was very limited. Former Financial Services Committee chairman Mike Oxley did try to impose tougher regulation on Fannie and Freddie in 2005, but a dispute he had with the Bush administration and Senate Republicans frustrated that effort. Many were ready to give up.


Then two things changed. Hank Paulson became secretary of the Treasury and was determined to do something about the two housing finance entities. And it became increasingly clear in 2006 that the Democrats had a very good chance of taking over the House, which would make me chairman of the Financial Services Committee, replacing Oxley. Hank and I began to collaborate on legislation to impose tougher regulation on Fannie Mae and Freddie Mac. To do that, as he notes in the following pages, he had to overcome resistance from people in the Bush White House who felt burned by the intraparty disputes of 2005 and also did not believe any of us on the Democratic side were serious about reform. And I, in turn, had to contend with staunch Democratic defenders of Fannie Mae and Freddie Mac, who were determined to protect the agencies’ housing mission. I agreed with their goal but realized that it had to be accomplished in a very different way.


My work with Hank led to the passage of a tough bill in 2007—my first as chairman of the committee. Ultimately, the legislation passed in 2008 not only reformed Fannie and Freddie but also gave the secretary of the Treasury the ability to put them into conservatorship if the reforms proved insufficient. The way we arrived at this deal demonstrates the importance of bipartisanship. Hank and I agreed on the need to tighten up reform of housing finance agencies, and he recognized that the priorities of Democrats, who were in power, would have to be part of that deal. Thus the original bill included funding for an affordable housing trust fund. In addition, both sides agreed that an effort to deal with the mortgage foreclosure crisis was in the national interest. While the House, the Senate, and the Treasury were negotiating this, the situation deteriorated to the point where Hank believed that he needed much more power than he had originally asked for. Recognizing that the crisis was getting worse, my Senate colleague Chris Dodd and I agreed to this, but took the opportunity, pushed by Speaker Nancy Pelosi, as Hank notes in his book, to add one more Democratic priority to the expanded package—funds that would enable cities and states to buy foreclosed property, an initiative now known as the Neighborhood Stabilization Program.


That bill passed toward the end of the summer session in 2008. For a brief moment I thought we had staved off the crisis. Shortly thereafter, Hank called to tell me that the losses at Fannie Mae and Freddie Mac had grown so large that the two institutions could no longer function on their own but must, he believed, be put into conservatorship to eliminate a grave threat to the stability of the capital markets and the economy. As his book reveals, Hank had been warned by some that congressional support for Fannie and Freddie would emerge and that he might be thwarted in his effort to take them over. I am very proud to note that his first call after he had been told this was to me, and in that call I told him I thought he should go full speed ahead. Fannie Mae and Freddie Mac have been in conservatorship since that fall. As I write this, we are contemplating what a new system of housing finance should look like without them. Our combined efforts, led by Hank’s quick action under the authority we gave him, prevented the problems at Fannie and Freddie from further spiraling out of control and damaging the economy. By helping to ensure the availability of mortgage credit during the crisis and beyond, our actions prevented an even greater drop in housing prices, warding off many more foreclosures, bigger losses by our banks, and even greater job cuts.


Our cooperation on Fannie Mae and Freddie Mac was only the prelude to an even more important joint effort. For much of 2008 I had come to dread my Friday afternoon phone calls from Hank, in which, after the markets had closed, the Treasury secretary would tell me of a new calamity befalling yet another financial institution, and what he was doing to stave off the downward cycling effects from that disaster. (The pattern was altered one week when he called to tell me about the success of an effort I had asked him to undertake to persuade the Chinese government to free a Chinese dissident who had lived in my district. Hank informed me that he had made a point to include the dissident’s case in the talks he was having as part of the U.S.-China Strategic Economic Dialogue and that my constituent was already on a plane back.) Then in September I spent a particularly troubling weekend receiving phone calls from Hank about his attempt to prevent the failure of Lehman Brothers. A few days later, as he recounts, Hank and Ben Bernanke came to the Capitol to tell congressional leaders that we needed to take drastic action to stave off a complete collapse of the financial system and the economic consequences of that. We did.


Once again, the actions we took, in this case the enactment of the Troubled Assets Relief Program (TARP), illustrate the importance of bipartisanship. The leadership of both parties in both houses accepted the need for action when Hank and Ben Bernanke outlined it to us. Here, another important point about our government must be noted: in times like this, the initiative is inevitably and inescapably with the executive branch. Congress can respond to requests, modify them, and in some cases refuse to act, but it is virtually impossible for Congress to initiate action in a crisis of this sort.


But even as we agreed with the Treasury secretary that there was a need to provide funding to prevent a collapse of the financial system, Democrats insisted on dealing with the question of limiting compensation from recipient financial institutions. We also wanted to alleviate the foreclosure crisis and to capture some financial benefit to the government if the process worked out well. I think it is important to note that we were vigorously debating the questions of compensation restriction and mortgage foreclosure relief while simultaneously working together to make sure we had a majority to enact legislation that we knew would be unpopular but essential to ensure the survival of our economy.


One last area of cooperation between congressional Democrats and Hank Paulson needs to be noted. In March 2008, Hank outlined sorely needed reforms for our outmoded regulatory system as well as a set of authorities that he thought should be available to the executive branch in cases of financial crisis. He noted that in their absence, the secretary of the Treasury and other administration officials would be ill-prepared to stave off serious negative consequences for the economy. As chairman of the Financial Services Committee, I began that summer to prepare an effort to enact legislation to provide much of what he called for, although with a number of other additions that, once again, represented our Democratic priorities, such as significantly increased consumer protection from abusive practices by financial institutions. We were about to begin that process when the double-barreled Lehman-AIG explosion hit us, forcing us to quickly deal with the new emergency.


By the spring of 2009, we were ready to get back to the job of shoring up the regulatory system. Of course by that time Hank Paulson was a private citizen and the Obama administration was in charge. Nonetheless, the aspect of the legislation we finally adopted with regard to how to deal with failed financial institutions will look very familiar to those who remember Hank’s speech of March 2008. There are elements of that bill that I do not think he supports, but I welcomed his public comments in reaffirming the importance of many steps we had taken in the bill. I should add, of course, that our aim in the bill was not simply to give us tools to deal with crises, but to prevent crises from occurring in the first place!


There is one other aspect of this history that ought to be stressed. And it helps explain how many of us were able to overcome severe partisan differences while we were adopting a far-reaching set of controversial rules on a bipartisan basis. I have long thought that Lord Acton got it somewhat wrong when he asserted that “power corrupts.” It does in some cases, but in a democratic system, it often ennobles. That is, holding power in a democracy can impose a requirement of responsibility on the majority that those who are in the minority have the luxury of avoiding.


Two elements made it possible for Hank Paulson and me to work together despite partisan anger about our cooperation. First, we trusted each other, admired each other’s integrity and commitment to the public good, and shared a similar and natural understanding of the crisis that faced us, and we were helped by the fact that we were both in power. Second, to their great credit, President Bush, Speaker Pelosi, and Senate Majority Leader Harry Reid gave us their full and indispensable backing despite critics from each party who believed that what we thought necessary to stave off economic collapse was substantively and politically unwise. It never occurred to Hank or others in the Bush administration on the one hand, nor to those of us in the Democratic congressional leadership on the other, that we had any other choice than to cooperate in the face of this crisis, even though many of us prided ourselves on our political antennae and were well aware of the unpopularity of much of what we were doing.


This does not mean that any of us are above politics as a general rule; it does mean, fortunately, that few people get to positions of significant influence in the American government without recognizing that while they may not be above politics, there are sometimes going to be issues that must be.


When Hank Paulson and Ben Bernanke came to Congress in September 2008, representing President Bush, the Republicans’ instant reaction was supportive, as Hank shows. House Minority Leader John Boehner said that we would be crazy to let AIG fail. And the Republican leadership, out of a sense of commitment to the country and out of the political need to work with President Bush, especially with an election pending, strongly backed the proposal. Senate Republicans were even more supportive.


By 2009, with President Bush out of power and the Democrats in control of both houses of Congress and the presidency, Republicans no longer needed to appear reasonable. I do not say that to make a partisan point. Had the situation been reversed, Democrats would have behaved similarly. But people who are in power have to understand the need to act responsibly even when this is not politically in their best interests. And the same holds true for those in the minority. The minority is often seen to take a political course; as Janis Joplin put it, “Freedom’s just another word for nothing left to lose.”


As his book makes clear, Hank Paulson and the Democratic congressional leadership understood how much this country had to lose during the dark days of 2008. As true leaders, we wanted to show how much we have to gain if we can just work together.


REP. BARNEY FRANK (D-MASSACHUSETTS)


Fall 2010





AUTHOR’S NOTE



The pace of events during the financial crisis of 2008 was truly breathtaking. In this book, I have done my best to describe my actions and the thinking behind them during that time, and to convey the breakneck speed at which events were happening all around us.


I believe the most important part of this story is the way Ben Bernanke, Tim Geithner, and I worked as a team through the worst financial crisis since the Great Depression. There can’t be many other examples of economic leaders managing a crisis who had as much trust in one another as we did. Our partnership proved to be an enormous asset during an incredibly difficult period. But at the same time, this is my story, and as hard as I have tried to reflect the contributions made by everyone involved, it is primarily about my work and that of my talented and dedicated team at Treasury.


I have been blessed with a good memory, so I have almost never needed to take notes. I don’t use e-mail. I rarely take papers to meetings. I frustrated my Treasury staff by seldom using briefing memos. Much of my work was done on the phone, but there is no official record of many of the calls. My phone log has inaccuracies and omissions. To write this book, I called on the memories of many of the people who were with me during these events. Still, given the high degree of stress during this time and the extraordinary number of problems I was juggling in a single day, and often in a single hour, I am sure there are many details I will never recall.


I’m a candid person by nature and I’ve attempted to give the unbridled truth. I call it the way I see it.


In Washington, congressional and executive branch leaders are underappreciated for their work ethic and for the talents they apply to difficult jobs. As a result, this book has many heroes.


I’ve also tried to tell this story so that it could be readily understood by readers of widely varying degrees of financial expertise. That said, I am sure it is overly simplified in some places and too complex in others. Throughout the narrative, I cite changes in stock prices and credit default swap rates, not because those numbers matter in and of themselves, but because they are the most effective way to represent the plummeting confidence and rising sense of crisis in our financial markets and our economy during this period.


I now have heightened respect for anyone who has ever written a book. Even with a great deal of help from others, I have found the process to be most challenging.


There is no question that these were extraordinary and tumultuous times. Here is my story.





CHAPTER 1



Thursday, September 4, 2008


Do they know it’s coming, Hank?” President Bush asked me.


“Mr. President,” I said, “we’re going to move quickly and take them by surprise. The first sound they’ll hear is their heads hitting the floor.”


It was Thursday morning, September 4, 2008, and we were in the Oval Office of the White House discussing the fate of Fannie Mae and Freddie Mac, the troubled housing finance giants. For the good of the country, I had proposed that we seize control of the companies, fire their bosses, and prepare to provide up to $100 billion of capital support for each. If we did not act immediately, Fannie and Freddie would, I feared, take down the financial system, and the global economy, with them.


I’m a straightforward person. I like to be direct with people. But I knew that we had to ambush Fannie and Freddie. We could give them no room to maneuver. We couldn’t very well go to Daniel Mudd at Fannie Mae or Richard Syron at Freddie Mac and say: “Here’s our idea for how to save you. Why don’t we just take you over and throw you out of your jobs, and do it in a way that protects the taxpayer to the disadvantage of your shareholders?” The news would leak, and they’d fight. They’d go to their many powerful friends on Capitol Hill or to the courts, and the resulting delays would cause panic in the markets. We’d trigger the very disaster we were trying to avoid.


I had come alone to the White House from an 8:00 a.m. meeting at Treasury with Ben Bernanke, the chairman of the Federal Reserve Board, who shared my concerns, and Jim Lockhart, head of the Federal Housing Finance Agency (FHFA), the main regulator for Fannie and Freddie. Many of our staffers had been up all night—we had all been putting in 18-hour days during the summer and through the preceding Labor Day holiday weekend—to hammer out the language and documents that would allow us to make the move. We weren’t quite there yet, but it was time to get the president’s official approval. We wanted to place Fannie and Freddie into conservatorship over the weekend and make sure that everything was wrapped up before the Asian markets opened Sunday night.


The mood was somber as I laid out our plans to the president and his top advisers, who included White House chief of staff Josh Bolten; deputy chief of staff Joel Kaplan; Ed Lazear, chairman of the Council of Economic Advisers; Keith Hennessey, director of the National Economic Council (NEC); and Jim Nussle, director of the Office of Management and Budget. The night before, Alaska governor Sarah Palin had electrified the Republican National Convention in St. Paul, Minnesota, with her speech accepting the nomination as the party’s vice presidential candidate, but there was no mention of that in the Oval Office. St. Paul might as well have been on another planet.


The president and his advisers were well informed of the seriousness of the situation. Less than two weeks before, I had gotten on a secure videoconference line in the West Wing to brief the president at his ranch in Crawford, Texas, and explained my thinking. Like him, I am a firm believer in free markets, and I certainly hadn’t come to Washington planning to do anything to inject the government into the private sector. But Fannie and Freddie were congressionally chartered companies that already relied heavily on implicit government support, and in August, along with Bernanke, I’d come to the conclusion that taking them over was the best way to avert a meltdown, keep mortgage financing available, stabilize markets, and protect the taxpayer. The president had agreed.


It is hard to exaggerate how central Fannie and Freddie were to U.S. markets. Between them they owned or guaranteed more than $5 trillion in residential mortgages and mortgage-backed securities—about half of all those in the country. To finance operations, they were among the biggest issuers of debt in the world: a total of about $1.7 trillion for the pair. They were in the markets constantly, borrowing more than $20 billion a week at times.


But investors were losing faith in them—for good reason. Combined, they already had $5.5 billion in net losses for the year to date. Their common share prices had plunged—to $7.32 for Fannie the day before from $66 one year earlier. The previous month, Standard & Poor’s, the rating agency, had twice downgraded the preferred stock of both companies. Investors were shying away from their auctions, raising the cost of their borrowings and making existing debt holders increasingly nervous. By the end of August, neither could raise equity capital from private investors or in the public markets.


Moreover, the financial system was increasingly shaky. Commercial and investment bank stocks were under pressure, and we were nervously monitoring the health of several ailing institutions, including Wachovia Corporation, Washington Mutual, and Lehman Brothers. We had seen what happened in March when Bear Stearns’s counterparties—the other banks and investment houses that lent it money or bought its securities—abruptly turned away. We had survived that, but the collapse of Fannie and Freddie would be catastrophic. Seemingly everyone in the world—little banks, big banks, foreign central banks, money market funds—owned their paper or was a counterparty. Investors would lose tens of billions; foreigners would lose confidence in the U.S. It might cause a run on the dollar.


The president, in suit coat and tie as always, was all business, engaged and focused on our tactics. He leaned forward in his blue-and-yellow-striped armchair. I sat in the armchair to his right; the others were crowded on facing sofas.


I told the president we planned to summon the top management of Fannie and Freddie to meet with Bernanke, Lockhart, and me the following afternoon. We’d lay out our decision and then present it to their boards on Saturday: we would put $100 billion of capital behind each, with hundreds of billions of dollars more available beyond that, and assure both companies of ample credit lines from the government. Obviously we preferred that they voluntarily acquiesce. But if they did not, we would seize them.


I explained that we had teams of lawyers, bank examiners, computer specialists, and others on standby, ready to roll into the companies’ offices and secure their premises, trading floors, books and records, and so forth. We had already picked replacement chief executives. David Moffett, a former chief financial officer from U.S. Bancorp, one of the few nearly pristine big banks in the country, was on board for Freddie Mac. For Fannie Mae we’d selected former TIAA-CREF chief executive and chairman Herb Allison. (He was vacationing in the Caribbean, and when I reached him later and twisted his arm to come to Washington the next day, he’d initially protested: “Hank, I’m in my flip-flops. I don’t even have a suit down here.” But he’d agreed to come.)


White House staff had been shocked when we first suggested conservatorship for Fannie and Freddie, which had the reputation of being the toughest street fighters in Washington. But they liked the boldness of the idea, as did the president. He had a deep disdain for entities like Fannie and Freddie, which he saw as part of a permanent Washington elite, detached from the heartland, with former government officials and lobbyists cycling through their ranks endlessly while the companies minted money, thanks, in effect, to a federal entitlement.


The president wanted to know what I thought the longer-term model for Fannie and Freddie ought to be. I was keen to avoid any existential debate on the two companies that might bog down in partisan politics on the Hill, where Fannie and Freddie had ardent friends and enemies.


“Mr. President,” I replied, “I don’t think we want to get into that publicly right now. No one can argue that their models aren’t seriously flawed and pose a systemic risk, but the last thing we want to start right now is a holy war.”


“What do you suggest?”


“I’ll describe this as a time-out and defer structure until later. I’ll just tell everybody that we’re going to do this to stabilize them and the capital markets and to put the U.S.A. behind their credit to make sure there’s mortgage finance available in this country.”


“I agree,” the president said. “I wouldn’t propose a new model now, either. But we’ll need to do it at the right time, and we have to make clear that what we are doing now is transitory, because otherwise it looks like nationalization.”


I said that I had come to believe that what made most sense longer-term was some sort of dramatically scaled-down structure where the extent of government support was clear and the companies functioned like utilities. The current model, where profits went to shareholders but losses had to be absorbed by the taxpayer, did not make sense.


The president rose to signal the meeting was over. “It will sure be interesting to see if they run to Congress,” he said.


I left the White House and walked back to Treasury, where we had to script what we would say to the two mortgage agencies the following day. We wanted to be sure we had the strongest case possible in the event they chose to fight. But even now, at the 11th hour, we still had concerns that FHFA had not effectively documented the severity of Fannie’s and Freddie’s capital shortfall and the case for immediate conservatorship.


The cooperation among the federal agencies had generally been superb, but although Treasury, the Fed, and the Office of the Comptroller of the Currency (OCC) agreed, FHFA had been balky all along. That was a big problem because only FHFA had the statutory power to put Fannie and Freddie into conservatorship. We had to convince its people that this was the right thing to do, while making sure to let them feel they were still in charge.


I had spent much of August working with Lockhart, a friend of the president’s since their prep school days. Jim understood the gravity of the situation, but his people, who had said recently that Fannie and Freddie were adequately capitalized, feared for their reputations. The president himself wouldn’t intervene because it was inappropriate for him to talk with a regulator, though he was sure Lockhart would come through in the end. In any event, I invoked the president’s name repeatedly.


“Jim,” I’d say, “you don’t want to trigger a meltdown and ruin your friend’s presidency, do you?”


The day before I’d gone to the White House, I spoke with Lockhart by phone at least four times: at 9:45 a.m., 3:45 p.m., 4:30 p.m., and then again later that night. “Jim, it has to be this weekend. We’ve got to know,” I insisted.


Part of FHFA’s reluctance had to do with history. It had only come into existence in July, as part of hard-won reform legislation. FHFA and its predecessor, the Office of Federal Housing Enterprise Oversight, which Lockhart had also led, were weak regulators, underresourced and outmatched by the companies they were meant to oversee, and constrained by a narrow view of their charters and authorities. FHFA’s people were conditioned by their history to judge Fannie and Freddie by their statutory capital requirements, not, as we did, by the much greater amounts of capital that were necessary to satisfy the market. They relied on the companies’ own analyses because they lacked the resources and ability to make independent evaluations as the Fed and OCC could. FHFA preferred to take the agencies to task for regulatory infractions and seek consent orders to force change. That approach wasn’t nearly enough and would have taken time, which we did not have.


Complicating matters, FHFA had recently given the two companies clean bills of health based on their compliance with those weak statutory capital requirements. Lockhart was concerned—and Bob Hoyt, Treasury’s general counsel, agreed—that it would be suicide if we attempted to take control of Fannie and Freddie and they went to court only to have it emerge that the FHFA had said, in effect, that there were no problems.


We had been working hard to convince FHFA to take a much more realistic view of the capital problems and had sent in teams of Fed and OCC examiners to help them understand and itemize the problems down to the last dollar. The Fed and the OCC saw a huge capital hole in Fannie and Freddie; we needed to get FHFA examiners to see the hole.
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