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|. Introduction

Government assistance programs in response ted¢eatrfinancial crisis were bold and
unprecedented. But were they wise and effectivefyijudgment, TARP and other
interventions were not designed properly, and ocguesietly assistance programs have resulted in
less benefit to the economy than they should hiaveaticular, have resulted in insufficient
mitigation of the credit crunch) and they have custe than they should have (in the form of
excessive taxpayer bearing of current losses, andagssary moral-hazard incentive costs going
forward). What is most disturbing to me is thatsthenistakes were foreseeable by anyone with
knowledge of, or experience in, managing financiees — and the past thirty years of world
financial history have seen an unprecedented nuofls@vere financial crises (see Calomiris,
Klingebiel, and Laeven, 2005, for a review) — aetithe Fed, the Treasury, and Congress did
not avail themselves of that experience in manatfiegrisis. Rather, they invented new,
untested approaches to intervention that wereiorfes successful approaches that had been
used previously.

The problem was not a lack of action, per se. Turaber and boldness of policy actions
has been striking. Policy was aggressive even foithre three incarnations of TARP (the
September 2008 campaign to implement the firsglkdpiabandoned comprehensive TARP plan
for massive purchases of financial assets, theebwitward an equity investment strategy in
November 2008, and the failed subsequent attempirstitute the asset purchase program in
2009 using subsidized debt finance). From an etadg, the terms of Fed lending, and collateral
requirements were quite flexible. Primary dealerd Bannie and Freddie were granted access to
the discount window, not just depository banks. &anWall Street investment bank and the
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Treasury. And Fannie Mae and Freddie Mac were sgsas well, and then subsequently placed
in conservatorship, as the initial effort to kekprh afloat with verbal reassurances proved
inadequate. Ultimately, assistance went even fattiaan TARP plus all of that, extending
deposit insurance to larger accounts, guarantexhrey debts of banks and money market
mutual funds, providing TALF assistance through pecthases of securitized debts, and
offering new mortgage finance to high-risk borrogsvéhirough FHA, Fannie and Freddie.

Not surprisingly, many people find all this a bibmying. Government loans, guarantees
and investments in troubled financial institutigqnéich even include potential capital infusions
into the GSESs), not to mention government purchatassets (as originally contemplated under
the TARP plan, and as executed under the TALF pglamg resulted in huge losses to taxpayers
(Fannie and Freddie and FHA subprime lending vadlaunt for the lion’s share of these losses,
asthey alone will approach half a trillion dollayand remaining risks of future loss. They also
have changed the risk-taking behavior of finanicigiitutions going forward. If financial
institutions know that the government is thereltars losses, risk-taking becomes a one-sided
bet, and so more risk is preferred to less. Theseibstantial evidence from financial history —
including the behavior of troubled financial ingtibns during the current crisis itself — that this
“moral-hazard” problem can give rise to hugely laszking, high-risk investments that are both
socially wasteful and an unfair burden on taxpayses Calomiris 2009a for a review).

The bearing of loss by taxpayers and the preseint®i@l-hazard cost does not
necessarily mean that government assistanceadviked. If assistance were provided only
when the systemic consequences of not providingtasse were truly large, then taxpayers
(qua businesses and workers) could benefit onraet it, despite its costs. Furthermore, if
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costs, since firms seeking assistance would nabbketo depend on receiving it. Finally, if
assistance were structured to encourage privateeoof funds to accompany taxpayer
assistance, and to require private sources of fignidi bear risk of loss, those favorable design
features would limit the financial costs to taxpayend limit the moral-hazard consequences of
assistance.

The central questions, therefore, in evaluatingegowment assistance programs are: (1)
was assistance provided only to address truly systasks, and (2) was assistance designed
properly to maximize the effectiveness and minimigenoral-hazard costs? Unfortunately, the
answers to both questions are no.

In my testimony, | will first place the recent adance decisions in context by briefly
reviewing the academic literature on the role efglovernment assistance to financial
institutions as it has evolved in recent yearduisiag both theoretical contributions and
empirical evidence from the history of intervengpand then contrast the ideal policy based on
theory and experience with the interventions atpieahployed by the government in the recent
crisis.

The proper purpose of government assistance pragi@nfinancial institutions is to
overcome problems of systemic illiquidity crises@sated with asymmetric information, which
can lead to avoidable, “bad equilibria” (i.e., alaile financial meltdowns). In my view, there is
no question that the recent crisis qualified amtef the world in which government assistance
to financial institutions was warranted. As Schwj@@09] shows, most of the declines in risky
asset prices during the crisis reflected endogeresmonses to market illiquidity risk, rather than

exogenous changes in physical loss expectationshMfithe bad equilibrium was avoidable, if



the scramble for liquidity, and the price decliaesl credit collapses it caused, could have been
short-circuited by effective intervention.

But to be effective assistance must be designeakepiso The design of proper assistance
should not only (1) use government funds onlyraes of truly systemic risk (when normal
market solutions to the scarcity of credit and baguity capital are not feasible); but also (2)
use funds only in ways that help to identify anggsart institutions that are worth preserving,
while letting other institutions fail; and (3) emsuthatassistance programs employ contracting
structures that place taxpayers in a senior positiath respect to absorbing the risk of loss, and
encourage a rational process of selectivity intise of taxpayers’ funds

Obviously, even a superficial examination of goveent assistance shows that these
three criteria were not met. The bailout of GMA®ice, shows that the presence of systemic
risk was not a condition for doling out assistareagpmobile industry-related assistance
reflected political motivations that had nothingdim with mitigating the financial crisis. No one
could argue with a straight face that GMAC was steyically important institution.
Furthermore, more generally, assistance was nettsed in any rational sense. Bailouts of
nonbank financial institutions were selective fardito-discern reasons (i.e., excluding Lehman
but including AIG). Bailouts of large banks werd aball selective; Secretary Paulson twisted
the arms of banks that did not desire assistantteeifrall of 2008 to participate in the TARP
program, and permitted deeply insolvent institusiom participate in TARP, with the intent of
avoiding differential treatment.

Section Il reviews the theory and history that uhes the principles | advocate for

assistance, and distinguishes what would have waaee from what was actually done. Section



lIl provides additional details on how | believenare coherent and principled approach would

have differed from the policies actually pursueecti®n IV concludes.

II. Principlesto Guide Government Assistance to Banks: Rarity, Selectivity, and Seniority

The central points of this review can be summarindtiree sets of conclusions, which
are elaborated in the discussion:

(1) Assistance should be offered only undee circumstances. The purpose of
assistance is not to prevent the failure of ona f@w institutions, per se; assistance is only
warranted when asymmetric information about thélgrece of losses in the financial system
leads to a general breakdown in financial markgtriguand selling, resulting in a liquidity
crisis, which makes it impossible or excessiveljidilt for otherwise solvent borrowers to roll
over their debts, or for banks to prove their snbyeto the market in order to access needed
capital to shore up their positions.

(2) The design of assistance is crucial to maxingjzis effectiveness and minimizing its
social costs; particularly the allocation of thekrof loss between the private sector and the
government is crucial to the successful desigrssistance. Assistance shouldsadective
targeted toward institutions worth saving, not ledslases. Government should takeeaior
position in loss sharing; in discount window lerglthat is ensured through collateralization of
loans; in preferred stock purchases, seniority&ieed through the adequacy of common equity;
in other assistance programs, it is achieved thrahg structure of guarantees (e.g., their out-of-
the-moneyness).

(3) The assistance toolkit must theerse.The proper structure of assistance depends on

the severity of the systemic crisis being addressisdount window lending may be sufficient



for dealing with liquidity crises that are not vesgvere, bank preferred stock purchases by the
government may make sense for more severe shauksther mechanisms (organized rescues
of failed institutions, or guarantees attachedabilities or assets) may be the only effective
tools to employ when the crisis is even more seWwoematter which of the tools is employed,
the other principlegrérity, selectivity, and seniorijycan and should be adhered to.

Is Assistance Ever Justified?

The debate about the potential benefits of assisthas revolved around the question of
how important asymmetric information and adverdect®n are during episodes of financial
shocks. In the 1980s and early 1990s, several pamheconomists argued that it might be
desirable to abolish the discount window, on tle®tl that central banks should only manage
the aggregate amount of liquidity in the systema (qpen market operations), and leave it to the
financial system to (efficiently) determine the jpeo allocation of credit (see the reviews in
Calomiris 1994 and 2009a). Proponents of abolisthegliscount window recognized that in
days of yore it served a purpose, but argued thidttd modern era of an efficiently operating fed
funds market, and other efficient private marketsénding among financial institutions, there
was no point in Fed lending to banks.

Other economists challenged that view. Calomirg9f] referred to the Fed’s use of the
discount window during the Penn Central crisisragxample of how asymmetric-information
costs can cause erstwhile efficient markets to dbwin, giving a role to the Fed in preserving
market liquidity through specifically targeted asance. During the Penn Central episode, which
was in some ways similar to the recent turmoiledlbn a much smaller scale, the market lost
confidence in the screening apparatus of the ratgencies for determining access to the

commercial paper market. That market essentially dawn, and many borrowers faced



significantly increased liquidity risk as they weneable to roll over their outstanding
commercial paper. By targeting assistance to comialgraper issuers, via pass-through
discount window lending channeled through bankes Féd targeted a temporarily dysfunctional
part of the financial system for assistance, aedqmted commercial paper borrowers from
having to cut their investments and engage in atesproductive scramble for liquidity.

As the recent turmoil illustrates, despite the angdechnological improvements and
sophistication of our financial system, asymmeimiormation problems can disrupt the
operation of normally efficient markets. Short-tedebt instruments (like asset backed
commercial paper and repos and interbank loans)rmagasoll over during a liquidity crisis,
securitization conduits may be unable to find nanding, and banks that have suffered
uncertain losses from their asset holdings mayifimdpossible or very costly to raise equity to
restore their capital position, all of which resulta severe contraction of the supply of credit.

Bank losses per se should not motivate governnssigtance. If losses are large for
some banks, but there is no confusion about theidence in the market, then solvent banks can
raise capital to replace the contraction of logmpdyby insolvent ones; although the process
may be a bit bumpy as borrowers adjust from ond baanother, these minor interruptions do
not warrant rescuing failed banks, and doing scetmdhes market discipline of risk by creating
moral hazard. As Allan Meltzer has put it, “capgal without failure is like religion without
sin.” But Meltzer also recognizes that when markaigo function there is a role for
government to prevent the bad equilibrium of ailiety crisis from occurring.

Diversity, Selectivity, and Seniority

The discount window is one mechanism for providasgistance to banks, and it remains

an important component of the Fed’s toolkit. Bist) avill show, the discount window, by itself,



is inadequate for dealing with the most severessroduced by the most severe asymmetric-
information shocks.

How should discount window assistance be structuBukcifically, on what terms (how
long a maturity, and at what interest rate), arairesg what kind of collateral should discount
window loans be made? Should nonbanks be pernateess to the window? When are
discount window loans inadequate, and what sortghadr interventions are sometimes
warranted? How should those interventions be desi@gn

Bagehot [1873] famously argued that the lendeast tesort should lend freely at a high
rate on good (but not riskless) collateral. Butdlegil is in the details. The lender of last resort
should lend at a higher than normal rate to avbigsa of access to the window, but the rate
should not be too high, lest assistance be ineféctThe term of the loan should be long enough
to relieve pressure in the market; too short a femces borrowers to bear imminent rollover
risk, which does little to assuage the flight tpuidity. It makes little sense for the lender ditla
resort to exclude systemically important finanamstitutions from receiving assistance.

An effective lender of last resort should not be packy about collateral when providing
discount window loans. Lending against collatessieds that are of higher average quality
(lower risk) than the borrower’s overall asset fmid may do harm rather than good. If a lender
of last resort lends against very high-quality atafal, that effectively subordinates depositors of
the bank, and thereby increases the risk of degrdsss, which could counterproductively
prompt deposit withdrawals.

Indeed, Mason [2001] shows that this was precigeyproblem with the first attempts of
the Reconstruction Finance Corporation to proviiséance to banks during the Depression,

and that this limitation underlay the switch torafprred stock purchase program in 1933.



Indeed, that experience shows the limitations ofguthe discount window to deal with crises
that are so severe that a large fraction of th&ibgrsystem finds it difficult to offer enough
collateral of reasonable quality when borrowingiira secured lending. Furthermore, when the
entire banking system is suffering a severe cash $iqueeze, adding to banks’ interest burdens
with discount window loans can raise the probabdit financial distress. The 1933 switch to
preferred stock investments (which were juniorrakarelative to deposits, and which, as non-
debt instruments, cannot trigger financial dist@sshe result of the failure to make coupon
payments) made RFC assistance much more effebwediscount window lending.

Calomiris and Mason [2004] also show, however, ginaferred stock assistance is not
always successful. It was successfully administesethe RFC in the US during the Depression,
in contrast to Japanese preferred stock assistardi@99, because it was allocated and designed
carefully. The RFC identified worthwhile banks imiah to invest (and avoided investing in
deeply insolvent ones, which were allowed to slowr@), and it required private investors to
match preferred stock investments with the accutimmaf common stock equity. In contrast,
Japanese assistance was given to all banks, aradgtstance allowed common stock dividend
payments by banks receiving preferred stock.

After initially insisting that the government usesat purchases to provide assistance to
banks, the Treasury switched to a preferred stesistance program in November 2008.
Unfortunately, it imitated the defects of the Jagm“convoy” model, permitted common stock
dividends to be paid, and included other featunesr@nts) that discouraged banks receiving
assistance from issuing common equity.

Preferred stock purchases made much more sensgdfilamment asset purchases in the

Fall of 2008. Pricing subprime instruments for hage would have been very challenging, to
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say the least, and fraught with potentially unéad hard-to-defend judgments, and even risks of
corruption. Furthermore, if the price were setlm®, that could hurt selling institutions (by
forcing extreme write-downs of assets sold, cauiegn to become undercapitalized for
regulatory purposes); if it were set too high, @ld harm taxpayers. Who would determine
how much should be purchased from whom in ordactoeve the desired systemic risk
reduction?

In contrast, preferred stock assistance would leaget valuation and liquidation
decisions to the private sector, but would prowdeded recapitalization assistance to banks in
an incentive-compatible manner to facilitate bardtslities to maintain and grow assets. If
executed properly, it would limit taxpayers’ losgesure (and thus, limit the moral hazard of
providing protection), and leave the tough decisiohmanaging assets, and deciding on how to
allocate capital assistance, to the market.

In September 2008, | proposed a preferred stoothpge plan and argued that preferred
stock assistance would work best if it were requteebe matched by common stock issues
underwritten by the private sector. Matching woaitgure the proper targeting of assistance (if
banks could not raise common stock even in theepesof a large subsidy from the
government, they were likely deeply insolvent), &mae private parties rather than taxpayers to
bear first-tier losses (by creating a larger eghifer junior to preferred stock). This
arrangement protects taxpayers both by limiting wdoeives assistance, and by reducing the
risk of taxpayer losses on banks receiving assist@mecause preferred stock is senior to the old
and new common stock).

| proposed heavily subsidized (low) coupons onpitederred stock. Initially, say for

three years, there would be little or no divideaddgo the government on MPS. That subsidy
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would increase the net worth of the recipient auilitate raising additional capital via matching
common stock.

The government’s preferred stock program openaiddopposite incentives. No large
banks were excluded on grounds of insolvency. lddd® government did not restrict itself to
preferred stock purchases; preferred shares wereeded to common, and other guarantees of
assets and liabilities were added as needed. TWerrgoent charged high interest on preferred
stock and required no common stock matching. Comadnadends were allowed. Further
discouraging the accumulation of common equity, gess insisted on attaching warrants to
government purchases of preferred stock, which wiuéve to new stock issues, and thus
discourage new stock issues, which was counterptov@uboth from the standpoint of ending
the credit crunch and from the standpoint of rexdg¢axpayers’ exposures to loss. Congress
insisted on adding warrants to preferred stockmses in the TARP legislation in an attempt to
imitate private agreements (like Warren BuffettifwGoldman Sachs), but public policy serves
different purposes than private contracts; the gbaksistance is to help recapitalize banks and
thereby promote lending and growth, and it is penisge and pound foolish to insist on making
a profit on the government investments in the baihétsing so reduces the effectiveness of
assistance.

Even properly designed preferred stock assistansemetimes inadequate for dealing
with severe system-wide banking crises, where iteed illiquidity-induced bank insolvency is
sufficiently large. A preferred stock injectionnst ideal for banks with very little remaining
equity (e.g., those with a substantial probabdityrot being able to survive if losses on toxic
loans turn out to be on the high end of reasonfaipéeasts). For such a bank, even a government

purchase of a significant amount of low-coupon @mefd stock would not restore adequate
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capital. Furthermore, under those circumstancpseferred stock offering could encourage
reckless risk taking by subordinating the claintommon stockholders to the new claim of
preferred stock on the cash flows generated bpam& — a moral-hazard incentive problem
formalized by Nobel Laureate Robert Merton and e the 1970s.

Under those circumstances, it can be useful to @yroldifferent approach. One option is
a bailout. For example, in 1882, the Paris banksded to bail out the Paris Bourse because they
were so concerned about the ramifications of itarafor their own interests. Similarly, in
1890, the London clearing banks bailed out Bariagsnvestment bank, for the same reason. In
both cases, the Bank of England and the Banqueate& provided backstop protection to the
consortia of banks that bailed out the nonbanknitre institution.

Importantly, in these bailouts, the government taaenior position to the private market
participants. Those participants, because of legiie concerns about risks to themselves, were
willing to take a first-tier loss position in thailbut. The central banks stood behind them
(effectively, thereby ruling out the extreme badig&grium of a run on the one whole system).
Both of these incentive-compatible rescues wereessful, and without spending a dime of
taxpayers’ money. (For a discussion of the histdrgrior costly bailouts in England, through
1857, see Calomiris 2009c¢).

In a similar spirit, the Pew Trusts Task Force ormaRkcial Reform, in which | am a
member, will soon release its slate of proposalsegulatory reform. One of the those proposals
is to create a hybrid bankruptcy reform/administeatesolution policy for nonbank financial
institutions, where resolution policy, when invokagplies haircuts to creditors (unlike the AIG
bailout) and where resolution costs are borne fgelastitutions via an ex post assessment. In

the US today, the FDICIA legislation of 1991 reggithat any bailouts of uninsured depositors
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or bank creditors must be paid for by a specias®maent on surviving banks, as a pro rata share
of their deposits. The goal of ex post assessnienist just to insulate taxpayers from losses, but
to limit moral hazard by creating strong incentit@sprivate parties to lobby against
unnecessary bailouts.

All the appropriate policy interventions descrilibds far (proper discount window
lending, proper preferred stock purchases, andgpro@ilouts) share an important central
principle:taxpayers take a senior position to the privaté@eio the allocation of lossed his
time-honored principle of central banking could é&een applied in the recent bailouts of
financial institutions through the structuring aéferred stock assistance. It could have been
applied, for example, to the decision whether tibdn#t Citigroup via the invocation of the
FDICIA special assessment requirement, if the gowent had not stepped in to perform the
bailout under a new ad hoc authority. And, in theeife, it could be applied to nonbank financial
institution bailouts, as proposed by the Pew Tr(fstsdetails on how this could be done, see
Calomiris 2009d).

But the government took a different approach duthmegcrisis, one that did not place
taxpayers in a senior loss position, and one théindt exclude or include banks from protection
based on their relative strength. These were ctarsi®rrors of policy throughout the crisis.

Another policy proposal that was on the table asctisis became more severe in early
2009 would have done a much better job in meehegé criteria than the ad hoc blanket
guarantees and equity investments that were usady conomists, including Benn Steill,
Ricardo Caballero, and myself, advocated (in sona¢wtiferent forms) the use of the
government sale of put options to banks, that weffiectively allow them to sell portfolios of

distressed assets to the government (at pre-spetsifiike prices that were very out-of-the-
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money relative to reasonable forecasts of futuheejaas a policy tool for dealing with the
financial crisis. Secretary Geithner announced tihiatidea was under consideration by the
Treasury, although ultimately he rejected it. In wsw, this sort of structure would have been
useful for many banks that were not appropriateickates for preferred stock assistance.

My own version of this proposal focused on waysrtdt it that would encourage private
sector purchases of bank common stock, and thatvabso insulate taxpayers from exposure to
loss, but that would succeed in eliminating theeptal for extreme negative values of assets (a
“bad equilibrium,” financial-meltdown scenario). tmy view, the offering of put options at
deeply out-of-the-money strike prices would havenediately elevated risky asset prices
throughout the economy, fostering solvency and ¢edufear of asset price death spirals. And
this approach could have met the criteria of seliégt(assistance could have been targeted to
banks that were not basket cases, leaving the beages to be resolved by the FDIC), and
seniority of taxpayer risk exposure, which all goweent assistance programs should meet.

According to my proposal, the government would harnevided an explicit put option on
some portfolios of subprime related securities muadtgages at very low (far out-of-the-money)
value. Using this approach, the possibility of exie loss from toxic assets can be almost
eliminated without the government’s having to attyuarice or buy toxic assets. For example,
the government could offer to buy an existing gool30 cents on the dollar of face value for a
period of three years. This limited government rasge protection against extreme downside
loss on toxic assets bounds bank losses on tog@tsaand would not require banks to actually
transfer the toxic assets to the government. Indéede would be no advantage to transferring
mortgages at this rock bottom price, since the gowent guarantee at 30% of face value would

ensure that all mortgages have a market valuemfeaBO cents on the dollar.
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Mortgage Foreclosure Mitigation

Thus far, | have focused on assistance prograrnartks, but the same principles of
rarity, selectivity, and seniority apply to foresloe mitigation assistance. Long before the
September 2008 crisis, it was apparent that anegepented wave of foreclosures was about to
occur. In my view, some of these were unavoidaflany subprime borrowers had little hope of
being able to stay in their homes under any reddersaljustment of their mortgage principal
and interest payments). Attempts to keep peoptleain homes who had no realistic long-term
prospect of being able to keep their homes aretegonoductive, as they lead to wasteful delays
of the inevitable, with potentially large adversteets on lenders, and misuse of scarce human
resources that need to be deployed to arrangéfeasnegotiations.

Many economists, including myself, proposed appreador speedily identifying
relatively good candidates for mitigation, and affg government subsidies targeted to
encourage agreement between debtors and creditgrgroposal was inspired by the “Punto
Final” program that was highly successful in Mexiedhe 1990s). This would have helped to
slow the decline of home prices. Even more, it wWidhdve boosted consumer sentiment and

avoided hundreds of thousands of unnecessary tm@ds (Calomiris 2009b).

[I1. What We Did, and What We Should Have Done

As Meltzer [2003] shows, the Fed has never cleantigulated a policy rule for its
lender-of-last-resort interventions. Neither has Theasury articulated a framework guiding its
assistance policies. They emplay hocinterventions, justified as they go along, whick ar
inconsistent with one another and follow no clestraf discernible principles. Because

assistance programs did not flow from previousticatated guiding principles (like selectivity,
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diversity, and seniority), the rushed debates 3WdRP and other policies were undisciplined
and prone to errors of logic (like the use of watsan preferred stock assistance), and political
manipulation (like the multiple bailouts of GMA@As | showed in Section Il, in theory, itis
possible to justify within a consistent set of piples many of the kinds of assistance programs
that were used, albeit in more carefully desigradthf and as part of a more coherent sequence
of policies (as the crisis worsened). Ironicalhg vvast experience with financial crisis around
the world in the past three decades produced suredrove of examples of how to provide
assistance badly or well. That experience, whicffioned lessons learned from many historical
episodes, seems to have been either unknown areigiy U.S. policy makers (Calomiris
2009c, Calomiris, Klingebiel, and Laeven 2005).

Our financial leaders and Congress owe us a détadplanation of the various
assistance packages that they have orchestrattdi@e importantly, they must articulate a
coherent set of principles to guide future poliegt wasteful and risk-increasing rescues become
a habit. Neither the Fed nor the Treasury undéeethe Bush or Obama Administrations has
provided such a coherent vision in justifying tha#cisions regarding whether and how to assist
Bear Stearns, Fannie Mae, Freddie Mac, LehmargrGitp, GMAC, or AlG, or their choices for
structuring TARP (in its various incarnations),T&&LF. What criteria did these firms meet to
deserve assistance, and how will they exit fronstamsce? Neither the Fed nor the Treasury
explained why the preferred stock TARP approachapgsopriate after September 18, 2008,
but not before, or why the subsequent, stillboterapt to promote asset purchases in TARP (via
subsidizing leverage for those asset purchasesvibeueffective or appropriate. Was
intervention systemically necessary and pursuedi@ast-cost manner in head-spinning array of

actions by the Fed and the Treasury?
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Of course, one could respond to my criticisms gregswhat | would have done
differently. The remainder of this section is ateatpt to answer that question in more detail.

In my view, the assistance provided to Bear Steaassa tough call. It was defensible as
an action to limit the risk of adverse systemicsmquences of Bear Stearns’ failure. Bear was a
counterparty to many derivatives transactions,anthjor repo issuer. A failure of Bear Stearns
could have created substantial confusion regariti@gnet positions of derivatives market
participants, and could have produced a major stmttke repo market and to money markets
more generally. Assistance provided a means ofrlyrégit (the acquisition of Bear Stearns by
JP Morgan Chase), and avoided what could have sfadestantial disruption in the repo market,
derivative markets, and financial markets generdllgs the structure of assistance appropriate?
In particular, was the $30 billion loss exposureegted by the Fed and Treasury really
necessary?

It is not clear (and hard to second-guess in rpga3 whether the Fed and the Treasury
could have gotten a better deal in their negotistiith JP Morgan Chase. By all accounts, JP
Morgan Chase enjoyed a windfall from the transacteven after the renegotiation of the Bear
Stearns stock price by Bear shareholders, whidedaihe acquisition price from $2 a share to
$10, after the bailout. On the other hand, theneiew if any alternative qualified bidders, so
the Fed’s (or Treasury’s) ability to bargain wamited. Most importantly, Bear Stearns’
stockholders suffered a huge loss (compared to pheiacquisition stock price), and thus moral
hazard was mitigated somewhat.

The promise of assistance to Fannie Mae and Frédaleethat was given in July 2008
also seems defensible in the sense that theirralee mortgage market was too important to

ignore, and their ability to continue accessinglibad market had become questionable. The
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market wanted to know whether the long-anticipateglicit government backstop would, in
fact, be forthcoming. Upon the announcement o and Treasury plan, the GSES’ access to
debt markets was initially restored, even befonedspects of the plan for assistance had been
approved by Congress. After the July interventlawever, concerns about the GSEs mounted
and ultimately creditors demanded concrete injaectibresources by the government, which was
undertaken by placing the GSEs into conservatosshifpeptember 2008. The government now
has pledged to support the GSEs through prefetoe#t ;jections, as needed, to maintain the f
low of mortgage credit and to support GSE obligatio

These preferred stock injections may be desirabke short-term measure, but there are
several aspects of the approach to the GSEs tharablematic. First, GSE fragility reflected
longstanding incentive problems and excessivetakig in anticipation of safety net
protection. The GSEs made moral hazard a cornerstbtheir business plan for decades. Critics
of the GSEs argued that the government’s impli@tgction warranted greater regulation, or
privatization, or winding down, of GSE operatiolgdllison and Calomiris 2009). The GSEs
and their defenders responded that there was niecitrgotection, and therefore, no need to
prevent abuse. In the meantime, they built up soimortgage exposures of more than $1.6
trillion on a paper-thin capital base. The shortrt@ssistance program for the GSEs, even if
legitimately motivated by systemic concersispuld have been accompanied by a clearly
enunciated, long-term proposal to wind down the §3¥ fully and credibly privatize thetand
make them subject to a clearly specified receivprehconservatorship regime). The July
assistance legislation and the September creatithre @onservatorships does neither, and

simply leaves the long-term future of the GSEs oparsurefire method to maximize campaign
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contributions for influential members of Congresshaps, but not a very helpful means of either
stabilizing markets or providing a transition t@per market discipline.

What about the government’s September 2008 deambto intervene to rescue
Lehman Brothers, and its opposite decision at éimeestime to rescue AIG? The decision not to
rescue Lehman has been criticized as causing nfutle tate-September 2008 liquidity strains
in the market. | think that criticism is overblowrhe Lehman bankruptcy cannot be traced to
any particular financial institution’s failure.ib doubt contributed to risky asset declines, but
there were many other things happening at the sameethat also contributed to those declines,
especially the specter of the Secretary of thestmgaand the Chairman of the Fed openly
panicking in public. In any case, on a forward-lmgkbasis, if appropriate reforms to
bankruptcy and resolution policies toward nonbanérfcial institutions are introduced
(Calomiris 2009d)ad hocpolicy toward future Lehmans and AIGs can be asoid

The bigger policy lesson with respect to Lehmaabisut what the Treasury did not do
between March and September 2008. Lehman had leeentied to sit on its hands and not raise
capital during that six-month period. It chose tosth because it believed that either its stock
price would rise (making capital replacement cheapée future) or it would be bailed out.
Letting Lehman get away with that behavior was ppdgthe largest policy failure of the
Treasury (and the SEC, who was Lehman’s prudemgllator) in 2008.

As | have noted, the TARP legislation, and all¥hgous incarnations of TARP, had
significant shortcomings, which | have already adjwere avoidable. What should have been
done instead? As Senator Schumer proposed antbettie better approach in September 2008
would have been combining an RFC-style bank prefestock purchase program with a

mortgage foreclosure mitigation initiative (to imtize feasible renegotiations).
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As | discussed in Section I, the preferred stocgpam could have been done in a way
very similar to the 1933 RFC structure, which wis® @opied by the Finns in the early 1990s
(Mason 2001, Englund and Vihriala 2003, Calomind &ason 2004b). The RFC was
successful in limiting risk and political abusestefpreferred stock investments because it
codified and followed clear practices specificalsigned to limit those problems. Citigroup
might not have qualified for assistance under ageable long-term valuation of its assets. If it
had not, then an orderly transfer of the operatamassets of Citigroup into an FDIC-
administered bank conservatorship and a bankrdptays non-bank affiliates would have
occurred, while other banks were receiving massipetions of preferred stock, conditional on
being able to match the preferred stock with nemoon stock, and tens of billions of dollars of
assistance was being appropriated for efficientgage foreclosure mitigation.

| believe that if the measures | outlined herapit@al raising by Lehman and other weak
firms between March and September 2008, when $#lidhlin capital was raised by other large
financial institutions, selective and incentive-qumatible preferred stock injections, foreclosure
mitigation, and a clearer articulation of the fetaf the GSEs — had been implemented in 2008,
the crisis would have been ended faster. If thr@chad continued to worsen, | would have then
relied on selective use of out-of-the-money putays on risky assets to elevate asset prices and

provide liquidity to the market.

V. Conclusion
Government assistance programs during the reamardial crisis did not follow time-
tested principles of effective policy, namedyity, selectivity, and senioritythey were

conceived in haste, poorly designed, sometimesparently politically motivated (GMAC’s
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recent assistance is an obvious case), mutualbnsistent, and entailed hundreds of billions of
dollars of losses (so far) to US taxpayers. Thiéaces on incentives toward risk could also turn
out to be very damaging unless policy makers aletalbundertake a credible reform of
government subsidies to financial institutionsydych | mean immediate action to change the
status quo (particularly in mortgage subsidizati@mmFannie, Freddie, and FHA) , and to
articulate a clear and coherent set of princigtes will guide government interventions in the
future.

The problem is an urgent one. The waste of resewatthe FHA, Fannie and Freddie
continue, and the new costs incurred as the resplist-crisissubsidization of mortgage risk in

those entities could turn out to exceed hundredsliodns of dollars.
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