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Preface


THE YEAR 2008 will live in infamy in the annals of American economic history. As mass foreclosures, bank failures and multibillion-dollar government bail-outs rocked the country, the media scrambled to stay on top of the big story of the moment: how the collapsing U.S. financial sector was threatening to take the rest of the economy down with it. As you will see from the articles reprinted in this book, The Nation bore witness to the worst economic crisis since the Great Depression with compassion and insight, scrutinizing events like the bank bail-out and the twin crashes of the stock and housing markets with a keen eye to how they affected people’s lives far from the centers of power on Wall Street and in Washington.

Well before the Dow’s wild swings captured the headlines,  The Nation, like an early alert warning system, identified the dynamics that would prove so disastrous, using history as a guide and refusing to accede to the “Don’t Worry, Be Happy” conventional wisdom. Indeed, flipping back through the pages of the magazine in preceding years, one can track the policy decisions and economic trends that led to the crisis we are facing today. During the heady days of 1999, for example, the magazine editorialized in “Breaking Glass-Steagall” against the “grossly misnamed ‘Financial Services Modernization Act,’” which would remove the Depression-era wall between commercial and investment banks and thus pave the way for “future taxpayer bailouts of too-big-to-fail financial institutions.” As far back as 1990, Robert Sherrill discerned in the S&L crisis the early signs that something similar might be in store for the banking sector. At that time, Sherrill noted, the chorus calling for deregulation was recklessly demanding the repeal of laws that “protect the banking sector from its worst instincts by insisting that the banks remain banks, and not become gamblers, hucksters and hustlers in other lines as well.”

Unfortunately, the bipartisan backers of the deregulatory agenda won out, and banks went on to devise virtually any risky scheme that struck their fancy, shielded from the unwanted gaze of federal regulators. Wall Street’s speculative fever culminated in the frenzied trading of toxic mortgage-backed securities in the early 2000s, which allowed investors to get rich off an unsustainable bubble in the housing market. When real estate went south, the house of cards collapsed.

Quite naturally, the architects of this financial disaster would prefer not to get into the question of responsibility; they just want to talk solutions—foxes and henhouses be damned. As this volume went to press, Lawrence Summers, who as Treasury secretary under President Bill Clinton abetted the deregulatory agenda, was on the shortlist for the same post in the Obama administration. But history matters. As we try to find a way out of this mess, shouldn’t we listen to the voices that warned of the perils of deregulation; that pointed out there was something seriously awry in the industry of predatory lending; and that saw how rising inequality posed a threat to the health of the whole economy?

As things fell apart in 2008, these voices of reason reasserted themselves. Proposals to tax speculative financial transactions, rein in executive pay and crack down on exploitative lenders—proposals that had languished for years—suddenly gained traction. “Responsible” people in Washington were openly contemplating the partial nationalization of banks; Wall Street executives were forced to answer tough questions—and even repent for certain actions—before Congressional hearings; and a large-scale stimulus package that would advance the transition to a green economy went from top of the wish list of liberal think-thanks to top of the incoming administration’s agenda. A lame-duck President Bush even felt compelled to offer a defense of the system of free-market capitalism, as he shoveled taxpayer cash out the door as fast as he could to bail out the people he once called his “base,” the rich.

This collection, compiled from articles published in the magazine and on thenation.com, proceeds from the roots of crisis through its early stages to its alarming escalation, and it concludes with a series of pieces that tackle that age-old question, What is to be done? As none other than Milton Friedman, the father of free-market fundamentalism, once wrote, “Only a crisis—actual or perceived—produces real change. When that crisis occurs, the actions that are taken depend on the ideas that are lying around.” Friedman was right that ideas are important, but actions depend even more on who controls the levers of power, which segments of society they represent and what kind of pressure can be brought to bear on them from the outside. As the torch is passed from one administration to another, at a moment infused with hope and fear in roughly equal measure, we  offer these ideas with a sense of possibility, if not certainty, that action may follow.


The Editors  
November 17, 2008 
New York City

 



 



A Note to Readers: The date on each article reflects the cover date of the issue in which it appeared. Actual press dates are three weeks earlier.






Who Rigged Wall Street?

WHO RIGGED WALL STREET? The question absorbed people for years after the crash of 1929 and the Great Depression that followed. Now it is before us again. The financial crisis that has swept away great wealth and important banking firms was not an accident of nature. The ingredients for disaster were engineered by human architects seeking greater fortunes and authorized by political actors in both parties. The wiring for this calamity was complex, involving obscure changes in how the financial system functions. It will take months, maybe years, to understand it fully.

But in order to reform the system, the country has to find answers. The economy will not be truly healed until the causes are identified and the financial system is reconstructed on sound public principles. The names of key players in both parties must be identified, not for vengeance but because many of them still exercise enormous influence and hope to supervise the repair work, protecting their interests and papering over their past errors. Economic policy-makers like Robert Rubin, Lawrence Summers and their protégés arranged Wall Street for inflated profits and ruinous risk-taking and are now hovering around President Obama. We will not get to the hard truth about what went wrong and how to fix it if these people are in charge of investigating themselves.

In the early 1930s, the country had the Pecora hearings and sensational disclosures that stunned Wall Street and public opinion. Formed by the Senate, the commission of inquiry went through three chief counsels before it found one person tough enough to stand up to the titans of banking—an assistant district attorney from New York City named Ferdinand Pecora. His investigators pored over the books of famous Wall Street firms; then Pecora personally grilled the self-righteous bankers. Among many revelations, the commission found that J. P. Morgan Jr. and twenty partners of his firm had paid no income taxes in 1931 or 1932 and only trivial amounts before that. “If the laws are faulty, it is not my problem,” Morgan testified.

The Morgan bankers maintained lists of “preferred clients,” who were invited to participate in their speculative stock-market schemes. The list of insiders included public figures like FDR’s first Treasury secretary. Hoping to discredit the “circus” atmosphere of the hearings, Morgan’s men brought with them a person with dwarfism, who sat on Morgan’s lap. Their PR stunt backfired. The nation was convulsed in derisive laughter. The securities regulations enacted by the New Deal were grounded in what Pecora revealed.

Our crisis might not get a Pecora investigation, not one that digs out the whole truth, for this reason: This time, the dirty details of who rigged what involve many incumbent politicians, Democrats and Republicans alike, and the deals they worked out with their financial patrons on Wall Street. A close accounting would reveal how both parties collaborated for more than two decades in repealing or gutting the prudent safeguards put  in place by the New Deal reformers. Congress still has some bulldog investigators, like Representatives Henry Waxman and John Conyers, but their colleagues will have very little appetite for “naming names” or exploring the money connections between Washington and Wall Street.

To dig out the answers, we must rely on the next best thing—a vigilant free press and tough-minded reporting. If that sounds improbable, some elements of major media are already on the case (perhaps seeking redemption for the Fourth Estate’s utter failure during the run-up to war in Iraq). For example, Peter Goodman of the New York Times produced a devastating account of how the Federal Reserve and the Clinton administration collaborated to block efforts to regulate the credit derivatives that became a critical factor in inducing the present crisis.

Goodman patiently reconstructed how the Commodity Futures Trading Commission’s (CFTC) efforts to impose regulatory oversight on derivatives were stymied by Fed chair Alan Greenspan, Treasury Secretary Robert Rubin and SEC chair Arthur Levitt in 1997. Greenspan, Rubin and Levitt very publicly kneecapped commission chair Brooksley Born and effectively drove her from government. They staged a brutal dressing-down and urged Congress to prevent her from acting. Congress complied with a law blocking CFTC action. Lawrence Summers, Rubin’s deputy at Treasury and later secretary himself, personally rebuked Born and accused her of threatening a financial crisis.

The opposite proved to be true. By not applying timely regulation, Washington set up the country for the disaster that  followed. Given a free hand and virtually no oversight, major banks and investment houses became the leading salespeople for the dubious derivatives, assuring clients these devices protected them against risk on mortgage securities and other high-flying investments. Instead, the derivative contracts became a multitrillion-dollar time bomb threatening the banks themselves.

The history of purposeful rigging includes at least six other pivotal changes that slyly dismantled the old banking system and created a debt casino with extraordinary gambling and outrageous profits. Reporters, for instance, might look into the initial deregulation of banking—enacted by the Democratic Congress and president in 1980—when interest-rate ceilings were repealed and the sin of usury was decriminalized, authorizing the predatory lending and sky-high rates that are now commonplace. Another bipartisan project worth investigating was ably assisted by the Federal Reserve—the repeal, in 1999, of the New Deal’s Glass-Steagall Act by the Gramm-Leach-Bliley Act. The latter measure allowed the merger of closely regulated commercial banks with unregulated investment houses and opened numerous trapdoors and escape hatches for bankers to game the differences between the two.

At the time, leading newspapers led cheers for this stuff, but even the New York Times editorial page is revising its views. The press lacks subpoena power, but the Times financial and business section is a bright, shining beacon for tough reporting, with a dozen or more deeply informed and aggressive reporters, who, led by Gretchen Morgenson, are destroying the old myths of deregulation and Wall Street rectitude. (The Times also has a  stable of cheerleaders who keep promoting the official happy talk.)

Greenspan, under grilling from Representative Waxman, offered a weasel-worded admission that he had been mistaken about derivatives. Otherwise, none of these guys have acknowledged error, much less apologized to the American people.

Right now, national politics is in the midst of a deep power struggle over who controls the path of reform and recovery. The old order understands viscerally that its domination is threatened, and financial titans in the shrinking Wall Street club are attempting to preempt opposition. The bail-out action so far, with hundreds of billions devoted to preserving what’s left of the status quo, suggests they are succeeding. But events are not cooperating, and a deepening recession will keep raising the question: What did the public get for all its money? Bush and Paulson will be gone, but President Obama will have to answer that question.

As president, Barack Obama inherits the awkward straddle the Democratic Party has maintained for many years—trying to serve the financial sector and its interests on one side while satisfying (or appeasing) popular constituencies like labor on the other. But Obama will have to manage this balancing act in much tougher circumstances—an economic contraction swiftly turning darker. As a candidate, he has mostly surrounded himself with Clinton-era economic policy-makers and people implicated in “reforms” that led to financial breakdown. This has caused considerable despair in some left-liberal quarters over the possibility that Obama will repeat the abrupt about-face of  Clinton’s first administration, when Clinton dumped his “putting people first” campaign rhetoric and governed instead as an ally of multinational finance and business.

The despair is premature. It grossly underestimates the high skills and distinctive nerve of this very astute politician. Given his Harvard background and cautious manner of calculating positions, Obama is at home among centrist, establishment figures. As an African-American man and a junior senator running for president, Obama needed their respectability and courted them. When he takes office in January, he will be governing in very different circumstances and will have to decide if his presidency can subsist on cautious, small-bore reforms or must govern with a far more ambitious conception of what the country needs. Things are changing rapidly, and none of us know how it will turn out. Obama probably doesn’t, either.

A photo op Obama arranged with his economic advisers a few weeks before the election tells the story. Arrayed on either side were policy leaders from the old order. Former Federal Reserve chair Paul Volcker collaborated in the initial deregulation of banking in 1980 and presided over the initial bail-outs of banks deemed “too big to fail.” Robert Rubin was the architect of Clinton’s center-right economic strategy and is now senior counselor at Citigroup, itself endangered and the recipient of $25 billion in public aid. Lawrence Summers, disgraced as president of Harvard, is now managing partner of D. E. Shaw, a $39 billion private-equity firm and hedge fund that specializes in esoteric mathematical investing strategies. Laura Tyson was chair of Clinton’s Council of Economic Advisors and is now a University of California-Berkeley professor who sits on the boards of Morgan Stanley, AT&T and KPMG, the global accounting giant.

None of these people are well equipped to lead fundamental reform of the system they helped create or to speak reliably for the broader interests of society. Volcker, now 81, was a brilliant Fed chair who subdued runaway inflation, but he was no friend of working people. His hard-nosed monetary policy smashed wages, even as he managed the rescue of major banks in the Third World debt crisis, replacing their exposure with public lending from the I.M.F. and World Bank. Rubin is preoccupied with saving his bank from ruin, but Obama’s staff is loaded with Rubin acolytes. Nine months ago, Rubin dismissed this crisis as a cyclical hiccup. Summers, on the other hand, seems to be actively running for Treasury secretary or maybe Fed chair. His public pronouncements are taking on a softer edge, and he has dropped his Calvinist devotion to balanced budgets. But now that he works for a celebrated hedge fund and private-equity firm, where does Summers stand on regulating these creatures?

Informed gossip says other leading candidates for Treasury secretary are New York Fed president Timothy Geithner, a Rubin protégé; New Jersey Governor Jon Corzine, a former Rubin colleague at Goldman Sachs; and Jamie Dimon, CEO of JPMORGAN Chase, the bank with the largest vulnerability on dangerous derivatives. Corzine is the only one with a strong record of social concerns. Another long shot is Sheila Bair, a Republican regulator and chair of the FDIC; her aggressive corrective actions have angered some big-name bankers.

Finding a financier without severely conflicting personal interests and with experience enough to manage the massive bail-out will be difficult, no matter who would have won the White House. And standing too close to the old order does not seem very promising. Given this country’s deformities of power, the president usually needs the establishment’s help to prevail or at least avoid open warfare on important matters. Given the extreme circumstances Obama will inherit, he may face a very different calculation. If the old financial order is at the heart of the economic problem, would the president be better off protecting it or trying to disturb its power and cut its institutions down to size? For the first time in many decades, it may be smarter politics to confront the “economic royalties” (as FDR called them in the 1930s) and force major reforms of their behavior. Does Obama have the guts for such a dramatic confrontation? We don’t yet know. But we do know it took a lot of nerve for a young African-American man with a different vision of the country to run for president when the reigning elders told him it was not his turn.

The established order, meanwhile, is setting out some “opportunities” for the next president to demonstrate that he is a high-minded, responsible leader. These are really traps that could doom his presidency. Military leaders are insisting on larger Pentagon budgets after withdrawal from Iraq—preempting the social spending that people have been promised. Financial leaders are urging that greater powers be given to the Fed despite the failures of that cloistered institution. This would be a great victory for the Wall Street club, cementing the privileged  powers of the corporate state the bail-outs seem to have created. The so-called responsibles are likewise proposing “reform” that will cut benefits for entitlement programs, especially Social Security, as a way to correct the nation’s budget deficit. This would constitute another historic swindle of the people—much larger than the bank bail-out.

President Obama would probably gain favor with the public if he rejected all three of these propositions. He would be bolstered further if the people found their voice. This expression can take the form of direct actions, large or small, nonviolent civil disobedience that pushes the new president further than he perhaps intends to go. People can reshape public opinion by showing other citizens they have the power to stop foreclosures in their neighborhood or rally the jobless to demand public employment for all or surround the rescued banks with thousands of their new public “investors,” demanding lower credit-card interest rates or relaxed terms for failing mortgages.

The financial crisis continues to spread upheaval in many directions, and we do not yet know how wide or deep the destruction will flow. But strange and sometimes wonderful surprises can happen in unsettled circumstances. In the crisis of the Great Depression, a Mormon Republican banker from Utah showed up in Washington, pushing his heretical understanding of the crisis. Marriner Eccles never graduated from college, but he figured out from his banking experiences the basic economic principles the nation should follow (which later became known as Keynesian economics). Eccles was desperate to share his insights. In February 1933, he managed to testify before the Senate  Finance Committee. In one sitting, he laid out an agenda that encompassed nearly all of the important measures the New Deal subsequently enacted. The left-wing advisers around Roosevelt recognized a kindred spirit, and Eccles was asked to join the White House staff. He drafted the 1935 reform legislation that created the modern Federal Reserve. Then FDR appointed him as Fed chair.

Maybe in our chaotic circumstances, there will be similar odd convergences. One hopes our new president will be open to them—willing to listen to fresh thinking from outside the circle of established opinion-makers and brave enough to act on new ideas. Barack Obama will need all the help he can get.

 




William Greider  
November 2008 
Washington, D.C.
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 Wall Street and Washington: How the Rules of the Game Have Changed
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WHAT IS WASHINGTON TO DO as the financial system collapses? Clearly, stark differences in approach as well as in public policy have already emerged. Bail out Bear Stearns and pump up the brokerage and investment business with new lines of credit. Nationalize Fannie Mae and Freddie Mac on the backs of the taxpayer—but let Lehman drown. Tell the financial community to save itself, after which Bank of America salutes and buys Merrill Lynch. Then, the Fed gets cold feet and decides it can’t let an institution the size of the insurance giant AIG go under as well. Washington is left staring into the abyss. The old rules no longer apply.

And that’s the point. At moments of crisis since the mid- 1980s, the relationship between Washington and Wall Street has changed fundamentally, at least when compared to anything that would have been recognizable in the previous century. As a result, the road ahead is dark and unknown.

During the nineteenth century, Washington was generally happy to do favors for Wall Street financiers. Railroad tycoons, who often used those railroads as vehicles of extravagant speculation, enjoyed subsidies, tax exemptions, loans and a whole smorgasbord of financial fringe benefits supplied by pliable Congressmen and senators (not to mention armadas of state and local officials).

Since the political establishment was committed to laissez-faire, legerdemain by greedy bankers was immune from public scrutiny, which was also useful (for them). But when panic struck, the mighty, as well as the meek, went down with the ship. Washington felt no obligation to rush to the rescue of the reckless. The bracing, if merciless, discipline of the free market did its work and there was blood on the floor.

By early in the twentieth century, however, the savage anarchy of the financial marketplace had been at least partially domesticated under the reign of the greatest financier of them all, J. P. Morgan. Ever since the panic of 1907, the legend of Morgan’s heroics in single-handedly stopping a meltdown that threatened to become worldwide, the iron discipline he imposed on more timorous bankers, has been told and retold each time an analogous implosion looms.

Indeed, last week’s news carried its fair share of 1907-Morgan stories, trailing in their wake an implicit wistfulness. They all asked, in effect: Where is the old boy when we need him?

Back then, with Morgan performing his role as the nation’s unofficial private central banker, Teddy Roosevelt’s administration continued to keep its distance from Wall Street, still unready to offer salvation to desperate financial oligarchs. Not normally chummy with Morgan and his crowd, Roosevelt did cheer from the sidelines as the über-banker performed his rescue operation.

As it turned out, though, the days of Washington agnosticism about Wall Street were numbered. The economy had become too complex and delicate a mechanism and, in 1907, had come far too close to meltdown—even Morgan’s efforts couldn’t prevent several years of recession—to leave financial matters entirely in the hands of the private sector.

First came the Federal Reserve. It was established in 1913 under President Woodrow Wilson as a quasi-public authority meant to regulate the country’s credit markets—albeit one heavily influenced by the viewpoints and interests of the country’s principal bankers. That worked well enough until the Great Crash of 1929 and the Great Depression that followed and lasted until World War II. The depth of the country’s trauma in those long years vastly expanded the scope of Washington’s involvement in the financial marketplace.

President Franklin D. Roosevelt’s New Deal did, as a start, engage in some bail-out operations. The Reconstruction Finance Corporation, actually created by President Herbert Hoover, continued to rescue major railroads and other key businesses, while some of the New Deal’s efforts to help homeowners also rewarded real estate interests. The main emphasis, however, now switched to regulation. The Glass-Steagall Banking Act, the two laws of 1933 and 1934 regulating the stock exchange, the creation of the Securities and Exchange Commission and other similar measures subjected the financial sector to fairly rigorous public supervision.

This lasted for at least two political generations. Wall Street, after all, had been convicted in the court of public opinion of reckless, incompetent, self-interested, even felonious behavior  with consequences so devastating for the rest of the country that government was licensed to make sure it didn’t happen again.

The undoing of that New Deal regulatory regime and its replacement, largely under Republican administrations (although Glass-Steagall was repealed on Clinton’s watch), with what some have called the “socialization of risk” has contributed in a major way to the mess we’re in today. Beginning most emphatically with the massive bail-out of the savings and loan industry in the late 1980s, Washington committed itself, at least under conditions of acute crisis, to off-loading the risks taken by major financial institutions, no matter how irrationally speculative and wasteful, onto the backs of the American taxpaying public.

Despite free-market/anti-big-government rhetoric, real-life Washington has tacitly acknowledged the degree to which our national economy has become dependent on the financial sector (Finance, Insurance and Real Estate—or FIRE). It will do whatever it takes to keep it afloat.

This applies not only to particular institutions like Bear Stearns, or even to mortgage mega-firms like Fannie and Freddie, but to finance in general. When it seemed necessary, public monies were indeed funneled in the general direction of the banking/brokerage community to shore up the whole rickety structure. This allowed one burst bubble—the dot-com debacle—to be replaced by another, namely our late, lamented mortgage/collateralized-debt-obligation bonanza, just now dramatically going down the tubes.

Backstopping the present bailout is the ever-credulous, put-upon American public with its presumably inexhaustible resources. Even while Washington was instituting the periodic  “socialization” of bad debts, it was systematically abandoning the New Deal’s commitment to regulation. That, of course, was in the very period when financial markets became ever more arcane, ever less comprehensible even to their Frankensteinian inventors, and ever more in need of monitoring. So the “socialization of risk” was accompanied by the “privatization of reward,” which now is likely to prove a truly deadly combination.

That the crisis has now reached a newly terrifying stage is suggested by Washington’s sudden willingness to depart from the new orthodoxy and let the huge investment bank Lehman Brothers go under. Some may see in this a steely return to a laissez-faire faith. More likely, it represents wholesale confusion on the part of Bush administration and Federal Reserve policy-makers about what to do, even as all endangered businesses have come to take it for granted that Washington will toss them a life preserver when they need it.

The times call for a new departure. The next administration, which will surely enter office under the greatest economic pressure in memory, must confront reality. The financial system is out of control and has led the economy into a wildly turbulent sea of heavily leveraged speculation.

It’s time for a reversal of course. Stringent re-regulation of FIRE is not enough anymore. Washington’s mission may, at this late date, be an even greater one than Roosevelt’s New Deal faced. The government must figure out how to deploy its power to shift the flow of investment capital out of the minefields of speculative paper transactions and back into productive channels that will help meet the material needs of American society. Real value must be created in place of chimeras. In the meantime, we all have ringside seats—in fact, far too close to the action for comfort—as another gilded age is ending. What comes after is, in part, up to us.
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Charles Cheating Jr. 

If any one hustler was the living symbol of the underlying rot of the savings and loan industry as created by Congress and Reagan’s bureaucracy in the 1980s, it was Charles Keating. He was pious, he was a devoted family man—and he was lawless. He believed the main purpose of politics was to make people like him rich.

Although Keating eventually wound up, by hook or by crook, a very wealthy fellow, it was a failed wealth. Everything  he ever did was, in a way, a failure. Twenty years ago, he got one of President Nixon’s most meaningless appointments—to the President’s Commission on Obscenity and Pornography. Ten years ago he briefly managed one of the biggest and most costly busts in politics: John Connally’s campaign for the presidency. Nine years ago President Reagan tried to make him Ambassador to the Bahamas, but the nomination fell through when the press resurrected a 1979 scandal. It seems that Keating and his boss, Carl Lindner of the multibillion-dollar holding company American Financial Corporation (“A holding company,” as Will Rogers once explained, “is a thing where you hand an accomplice the goods while the policeman searches you”), had been charged by the Securities and Exchange Commission with fraud in making millions of dollars of improper loans to insiders and friends. Keating got off by promising he wouldn’t do that sort of thing in the future.

Five years ago he and his family were worth $100 million, at least on paper. Today Keating claims to be broke (by which he means he had to sell his yacht and some of his wife’s diamonds), but he still lives and travels in high style, followed by a retinue of costly lawyers. Whatever money he has, his reputation is shot. Mother Teresa probably won’t be dropping by to give him another crucifix, as she once did (after Keating gave  her $1.4 million). Most people would probably agree with the  Chicago Tribune’ s assessment of Keating as “the greediest man in America,” and with the Resolution Trust Corporation, which in its $1.1 billion racketeering suit against him said he had “an evil mind.”

In 1976 Keating bought American Continental Homes in Phoenix from Lindner and became a highly successful real estate developer, who trained for his later dealings with Congress by contributing as much as $25,000 to a mere city councilman’s race. Developers do, after all, sometimes need to get permits from city governments.

When the savings and loan industry was deregulated in the early 1980s, Keating saw a window of opportunity as big and as gloriously brilliant as the stained glass of Sainte-Chapelle. Saying that he was certain that he could “profit immensely,” in 1984 he bought for $51 million the old-line Lincoln Savings & Loan of Irvine, California, which had assets of almost $1 billion. Money for the purchase was obtained, naturally, by everyone’s favorite junk-bond swindler, Michael Milken of Drexel Burnham Lambert.

How could a guy who only five years earlier was battling the S.E.C.’s fraud charges, which he escaped not by proving his innocence but by promising to behave himself, wind up with a savings and loan? Why would the bank board approve such a purchase? It was one of the blackest marks on Ed Gray’s record, hardly lessened by his claim of ignorance: “I had never heard of Charles Keating. Didn’t hear of Charles Keating until sometime later. There are a lot of Lincoln Savings in America. That meant nothing to me.”

To win bank board approval of his purchase, Keating lied, lied, lied. He said he would keep Lincoln’s experienced managers; he said he would continue to concentrate on home mortgages in Southern California. But immediately on taking over he fired the managers and quit making home loans. He began doing what so many of the scoundrels were doing—getting the big brokered funds and investing them in wild schemes.

Apparently the network of federal home loan banks never made follow-up checks to see if the people granted S&L charters kept their word. If the San Francisco home loan bank, which had jurisdiction, had done a follow-up, it would have seen that from the very beginning Keating intended to make Lincoln his personal piggy bank. One of his first gambles was on a hunk of land outside Austin, Texas, a deal in which his old pal John Connally was involved. Connally defaulted, leaving Lincoln (and now the taxpayers) holding a $70 million loss on the land.

Some of the other early loans and joint ventures, a total of $134 million, went to companies owned by Lee Henkel, who had been Keating’s friend since they worked together on Connally’s campaign. Keating surely must have thought his investment in Henkel would pay off when, in 1986, Keating got Reagan to appoint his buddy to the bank board (in part by getting one of his patsies, Senator Dennis DeConcini, to lobby Don Regan). There, according to Gray, Henkel “proposed a regulation that appeared to us could only benefit Lincoln Savings”—the proposal being made just a few weeks after Lincoln paid Henkel’s personal blind trust $3.7 million for 25,000 shares of stock in one of Henkel’s companies. (Insisting that his  intentions had been completely honorable and misunderstood, Henkel resigned a few months later.)

Much of Lincoln’s money was spent through the S&L’s parent, American Continental Corporation, which became a developer of grandiose planned communities, resorts and hotels. The most infamous of the planned communities is Estrella, 20,000 acres in the Arizona desert that was supposed to be home to 200,000 tanned and happy residents.

Looking at Lincoln’s books, one would have assumed that Estrella was making enormous profits from land sales; what the books did not show, say government examiners, was that Lincoln hired straw buyers and gave them money to buy the land at grossly inflated prices. It was a marvelous bit of abracadabra: the creation of “profits” by giving money away, after which these “profits” launched another wave of borrowing and lending, et cetera. Pure Ponzi. Today you and I own those 20,000 acres, still inhabited only by coyotes and jack rabbits, and we are spending about a million dollars a year just to keep the landscaping in shape.

As mentioned earlier, Keating was a great family man. At least ten members of his immediate kin were on the payroll of American Continental. The Keating family as a whole reaped at least $34 million in salaries, bonuses and stock sales.


Alan Greenspan and the Five Stooges 

Keating’s biggest troubles with the government began when Gray, in one of his smartest moves, ordered in 1985 a radical reduction in the amount an S&L could invest directly in a project. Lincoln was already $600 million over the maximum set by Gray. Furious and frightened, Keating went to work in his usual style to have Lincoln grandfathered under the new rule.

First he tried to get Gray out of the way by offering him a job at $300,000 a year. When that didn’t work, he began calling in political chits. Descending on Washington, Keating went to see Vice President Bush (aides said nothing of importance was discussed).

Then Keating hired Alan Greenspan—whose conduct as a sleazy peddler of endorsements in this affair bodes no good for the future of the Federal Reserve Board, which unfortunately he now chairs—to write letters to Congressmen and to the bank board arguing that Keating’s desires should be met because he was a financier of infinitely sound judgment and ethics. Greenspan enclosed with his letter a report by the notorious accounting firm of Arthur Young; the Arthur Young agent who wrote the report later went to work for Keating at a salary of nearly $1 million a year.

Finally, in April 1987 Keating called in his five senatorial stooges: Alan Cranston of California, John McCain (whose wife and father-in-law were partners with Keating in a shopping center) and DeConcini of Arizona (DeConcini’s campaign manager’s company got loans totaling $68 million, some now delinquent, from Lincoln), John Glenn of Ohio (Keating hired three of Glenn’s former staff members as lobbyists and lawyers) and Donald Riegle Jr. of Michigan. Of course they would later deny that the $1.4 million they received from Keating and his associates had anything to do with their actions, but they got  plenty rough with Gray: What the hell were he and his regulators doing, harassing this good man? Officials from the San Francisco home loan bank were summoned to Washington one week later to be given a further going-over by the Keating Five.

The West Coast regulators called their bluff. They came to the meeting loaded with evidence that Lincoln should be taken away from Keating because it had become a rogue institution operating in an unsafe and illegal way, stuffing its files with postdated documents, doing no credit checks on its borrowers and lending money with phony appraisals or with no appraisal at all.

Nevertheless, despite this evidence, Keating was about to win the battle. A couple of months after these encounters, Gray’s term as chair ended and he was replaced by Senator Garn’s protege, M. Danny Wall, one of the chaps who had written the disastrous Garn-St. Germain bill. The S&L lobby would not have a more dedicated friend. The Wall Street Journal later called him “The S&L Looters’ Water-Boy.”

First he took the Lincoln case away from the San Francisco office and buried it in Washington. Then he killed Gray’s direct investment limit and some of the other reforms Gray had proposed. The upshot was that for another two years Keating and his gang at American Continental were allowed to loot Lincoln until it was hardly more than a shell. In April 1989 American Continental declared bankruptcy and the next day the government seized Lincoln. The failure of this thrift is expected to cost taxpayers $2.5 billion, much of the loss due to Wall’s delay in closing it down.




Don’t Play It Again, Uncle Sam 

If, as seems entirely likely, there is no wholesale imprisonment of S&L scoundrels and no massive ouster of the politicians who betrayed us, who is going to feel most of the pain? You know the answer. You will, sucker. You, O citizen of this wretched Rome, are going to get raptus regaliter. Royally screwed.

Painful as the bailout cost will be, it is not nearly so painful and dangerous to the economic health of America as the shift in and concentration of the control of credit, which we are already beginning to see. Ten years ago there were about 4,500 S&Ls in the country. Now there are fewer than 3,000. By the time the bailout storm troops get through selling them off, the number is expected to be down around 1,500, with a corresponding drop in mortgage money. Most will have disappeared, via mergers, into super-S&Ls and superbanks whose social usefulness will be equivalent to supertankers like the Exxon Valdez.

The moneylenders, who were willing to take any risk for big borrowers in the 1980s, are now reluctant to take any risk for small borrowers. This, by the way, makes them lawbreakers, but they don’t seem worried about that. The Community Reinvestment Act of 1977 declares that banks and S&Ls are chartered to serve the public and that they must help and give credit to low-and moderate-income citizens and small businesses.

Only once in its history has the Federal Reserve Board enforced that law. Today it is violated more than ever. Banks and S&Ls bailed out with your money are the stingiest of the lot. They have revived and pumped adrenaline into the ancient  practice of redlining. In Texas, for example, where 40 billion bailout dollars have been lavished on banks and S&Ls in the past two years, virtually none have been reinvested as loans to minority neighborhoods. The Southern Finance Project found, for example, that although no banking establishment has grown fatter and wealthier from gobbling up failing banks and S&Ls in Texas than NCNB, in 1989 it loaned only one-half of 1 percent of its total mortgages in Houston, Dallas, San Antonio and Austin to minority borrowers.

Ordinary people are, obviously, being screwed—in the name of “reform.” Whenever the money-masters of government carry out something “reformist,” we are in deep trouble. The disastrous S&L rule changes of the early 1980s were called “reforms.” Now the bailouts that concentrate wealth and credit are also called “reforms.” And the George H. W. Bush administration has other even more noxious “reforms” planned for the immediate future.


Monopoly Capital 

The plan adds up to the complete deregulation of commercial banks. Since 1985, when Vice President Bush was head of a task force studying financial market restructuring, he has been a patsy for the banks, which have been lobbying and finagling with considerable success to (1) reduce the S&L industry to an insignificant source for government-backed home mortgages (that goal is in sight), (2) allow banks to enter the securities business (the Federal Reserve recently made the first ruling in that direction) and (3) let banks do just about any damn thing they want to do.

The tainted S&Ls have provided the banks and the administration with a wonderful rationale: The S&Ls are booed as the bad guys—ruffians, vandals, thieves—and the banks are patted and praised as the gentlemen—decorous, well-regulated (by comparison), sound, safe. In fact, commercial banks are anything but. Since the mid-1980s they have been lending with as much abandon and stupidity as the S&Ls, and with as little supervision from the Feds. The industry has been falling apart for at least five years (Seidman’s vaunted chairmanship of the F.D.I.C. notwithstanding).

Only ten banks, with assets totaling $232 million, failed in 1980. Eight years later, 220 banks, with assets of $54 billion, either closed or were given emergency cash injections by the Federal Reserve. Bad management, bad luck, fraud and lousy supervision by Seidman’s cops all contributed. In 1986, with 1,400 of the nation’s 14,500 banks in serious trouble, Seidman admitted that half the problem banks hadn’t been examined in more than a year. “We’re spread very thin,” he said. “We don’t have enough people to catch the problems.”

Things didn’t improve. Nor did thrifts have a corner on crooks. In 1987 the F.D.I.C. admitted that one-third of the banks that failed were brought down, at least in part, by insider dishonesty. The same year, with banks collapsing right and left, Stephen Aug reported on ABC Business World that “huge segments” of the commercial banking industry were “restructuring in what some say is a giant controlled bankruptcy organization.” And much of the emergency oxygen was being fed to the giants—Citicorp, Chase Manhattan, Bankers Trust, Manufacturers Hanover and Bank America.

But most of the popular press, to the extent that it was writing about moneylenders’ problems at all, was concentrating on the S&Ls. Don Dixon’s prostitutes were much more entertaining than Chase Manhattan’s disappearing Third World loans. And they were indeed disappearing. By last year all the big banks mentioned above were writing off huge portions—some by as much as two-thirds—of their Third World loans, thus admitting they would never be repaid.

In the past two years particularly, there was an orgy of bank gambling with leveraged buyouts and takeovers financed by junk bonds, and now the earth is beginning to shake. Indeed, the General Accounting Office has warned that seven of the nation’s ten largest banks plunged so deep into those risky loans that if even one of the highly leveraged companies should go bankrupt, an extremely dangerous chain reaction could result. Oceans of speculative commercial real estate loans made during the 1980s are also turning rancid.


Back to the 1920s 

Although it is obvious that the tottering commercial banking world needs tighter regulations than ever, the industry and the administration push on pell-mell for deregulation. In fact, the dismal condition of the industry is being used by the deregulating claque as their strongest, and weirdest, argument. Just as St. Germain, Garn, Pratt and Wall argued that the best way to help zombie thrifts recover was to remove all regulations so that they could “grow out” of their problems, now Bush, Fed chair Greenspan, Treasury Secretary Nicholas Brady, Seidman and  others demand that the government dismantle what Seidman calls the “archaic laws” that for many years have controlled commercial banking. They, too, want to “grow out” of their perilous condition. What these laws do is protect the banking industry from its worst instincts by insisting that banks remain banks, and not become gamblers, hucksters and hustlers in other lines as well.

The deregulators will probably make their big power-play next spring, when, under mandate from Congress, the Treasury Department must come up with its “reform” plans for the banks. You can expect the other side to try to sell some blind horses to us, like offering to swap a lower ceiling on deposit insurance for wholesale abandonment of regulations—as if the rotters wouldn’t be just as happy engaging in risky activity under a lower ceiling as they have been gambling under the present one. If there is a double agent to be on guard against, it will be Donald Riegle, chair of the Senate Banking Committee. He and the moneylenders are—could any old saw be more apt?—thick as thieves. Riegle is recorded as receiving $200,900 from S&L officials and PACs between January 1981 and May 1990—second only to California’s Senator Pete Wilson ($243,334). Now that S&L money is seen to be tainted, Riegle has scrambled to redeem his reputation by returning $120,000 of it. But the commercial banks have stuffed his pockets too, and there is no record of his having returned any of that money.
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