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TAKING STOCK: INDEPENDENT VIEWS ON
TARP’S EFFECTIVENESS

THURSDAY, NOVEMBER 19, 2009

U.S. CONGRESS,
CONGRESSIONAL OVERSIGHT PANEL,
Washington, DC.

The Panel met, pursuant to the notice, at 9:36 a.m. in Room SD-
138, Dirksen Senate Office Building, Elizabeth Warren, Chair of
the Panel, presiding.

Present: Elizabeth Warren [presiding], Paul S. Atkins, Damon
Silvers, Dean Baker, Charles Calomiris, Simon Johnson, Alex Pol-
lock, and Mark Zandi.

OPENING STATEMENT OF ELIZABETH WARREN, CHAIR,
CONGRESSIONAL OVERSIGHT PANEL

Chair WARREN. This hearing will come to order. Good morning.
I'm Elizabeth Warren. I'm the chair of the Congressional Oversight
PZIII%EL I am calling to order this hearing on the effectiveness of
TARP.

This will be the Panel’s 14th public hearing, but not its last, so
I welcome you all here.

Last fall, with the country in the midst of a crisis, Secretary
Paulson appealed to Congress for the emergency authorization of
$700 billion to restore confidence in the system and to rescue the
economy from what he said would be a catastrophic collapse in the
financial sector.

Today, more than a year later, many conclude that the Troubled
Assets Relief Program succeeded in achieving this fundamental ob-
jective. But, TARP was not designed merely to rescue large banks;
the broader, long-term goals were aimed at strengthening the over-
all economy and dealing with the alarming number of mortgage
foreclosures.

The problems are unmistakable. Uncertainty persists about the
stability of our financial institutions and whether they can survive
without the benefit of government guarantees. One in nine mort-
gage holders is in default or foreclosure. Unemployment is at 10.2
percent. More than 100,000 families are declaring bankruptcy
every month.

TARP has also failed to check the culture of excessive risktaking
that brought on this crisis while it has created price distortions and
moral hazard that plague meaningful efforts at recovery.

The rules of the financial road, the inadequate and wrongheaded
regulations and laws that headed us into this crisis, remain un-
changed. In the midst of these uncertainties, Secretary Geithner
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will make the decision whether to extend TARP; indeed, he will
make that decision, presumably, in the next few weeks. Our De-
cember oversight report will contribute to this debate by assessing
the overall performance of the program in its first 14 months and
by highlighting some of the critical policy choices that have not yet
been resolved.

Today, we are fortunate to have a very distinguished panel of
five leading experts in the field of finance and economics on hand
to discuss what TARP has achieved and where it may have fallen
short, as well as the state of the financial sector and the progress
of the economic recovery. We are honored to be joined by Dr. Dean
Baker, the codirector of the Center for Economic and Policy Re-
search; by Dr. Charles Calomiris, the Henry Kaufman Professor of
Financial Institutions at Columbia Business School, and a member
of the American Enterprise Institute’s Shadow Financial Regu-
latory Commission, and codirector of the American Enterprise In-
stitute’s Project on Financial Deregulation; Dr. Simon Johnson, the
Ronald A. Kurtz Professor of Entrepreneurship at the MIT Sloan
School of Management, and a senior fellow at the Peterson Insti-
tute for International Economics; Dr. Alex Pollock, a resident fellow
of the American Enterprise Institute, and former president and
CEO of the Federal Home Loan Bank of Chicago; and Dr. Mark
Zandi, a cofounder and chief economist at Moody’s Economy.com.

I want to thank you all for joining us here today.

Before we proceed with your testimony, allow me first to offer my
colleagues on the Panel a chance to make their opening remarks.

[The prepared statement of Chair Warren follows:]



Congress of the Wnited States

CONGRESSIONAL OVERSIGHT PANEL

Opening Statement of Elizabeth Warren

Taking Stock: Independent Views on TARP’s Effectiveness

November 19, 2009

Good morning and welcome to this hearing of the Congressional Oversight Panel. My name is
Elizabeth Warren and I am the chair of the Panel. This is the 14" public hearing of the Panel. It
will not be the last,

Last fall, in the midst of a huge crisis, then-Treasury Secretary Henry Paulson appealed to
Congress for an emergency authorization of $700 billion to restore confidence in the system and
to rescue the economy from the wreckage of what he said would be a catastrophic collapse of the
financial sector. Today, more than a year later, many conclude that the Troubled Asset Relief
Program succeeded in preventing the collapse of the financial sector, but the success of TARP in
achieving its broader, long-term goals remains an open question.

Uncertainty persists about the stability of our financial institutions and whether they can survive
without the benefit of government assistance, The home foreclosure crisis continues largely
unabated, delaying a real recovery in the housing market and the larger economy.
Unemployment is now at 10.2 percent. More than 100,000 families are filing for bankruptcy
each month. TARP has failed to check the kind of excessive risk-taking that brought on the
crisis, while it has injected an unprecedented level of pricing distortions and moral hazard into
the market place. And the rules of the financial road—the inadequate and wrong-headed
regulations and laws that headed us straight into this crisis—remain unchanged.

In the midst of these uncertainties, Secretary Geithner must decide whether or not to exercise his
authority to extend TARP beyond its scheduled expiration at the end of this year. The Panel’s
December oversight report will contribute to a public debate about this decision by assessing the
overall performance of the program in its first 14 months and by highlighting some of the critical
policy choices that have not yet been resolved,

Today, we are fortunate to have a very distinguished panel of five leading experts in the fields of
finance and economics on hand to discuss what TARP has achieved and where it may have fallen
short, as well as the state of the financial sector and the progress of the economic recovery.

We are honored to be joined by:
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» Dean Baker, the co-director of the Center for Economic and Policy Research;

o Charles Calomiris, the Henry Kaufiman Professor of Financial Institutions at Columbia
Business School and a member of the American Enterprise Institute’s Shadow Financial
Regulatory Commission and co-director of the American Enterprise Institute’s Project on
Financial Deregulation;

o Simon Johnson, the Ronald A. Kurtz Professor of Entrepreneurship at the MIT Sloan
School of Management and a Senior Fellow at the Peterson Institute for International
Economics;

e Alex Pollock, a resident fellow at the American Enterprise Institute and a former
president and CEO of the Federal Home Loan Bank of Chicago;

and
¢ Mark Zandi, a cofounder and chief economist at Moody’s Economy.com.

Thank you all for joining us today. Before we proceed with your testimony, allow me to first
offer my colleague on the Panel an opportunity to make opening remarks at this time.

Opening Statement of Elizabeth Warren, November 19, 2009 -2
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Chair WARREN. Panelist Atkins.

STATEMENT OF PAUL S. ATKINS, MEMBER, CONGRESSIONAL
OVERSIGHT PANEL

Mr. ATKINS. Well, thank you very much, Madam Chairman.

And thank you all very much for joining us here today. I really
look forward to hearing what you all have to say.

As Elizabeth just said, today’s topic, I think, is very important
and timely. TARP is now more than a year old, and much has
changed in that year, and much for the better. Is that a coincidence
due to other factors, or is it due, in some part, to TARP? There are
still problems, of course, in the marketplace for financial products
and financial services, including thinly traded markets in once very
liquid securities, too much government influence and interference
in corporate direction and affairs, and outright failures of TARP re-
cipients, which raises questions, I think, about Treasury’s credit
analysis in the first place, since TARP funds were originally sup-
posed to go only to strong institutions.

So, has TARP been a success? Our discussion today, I hope, will
shed some light on that question. In many ways, we can only see
part of the picture, because we are—I think, are still too close to
the event, and TARP itself seems not to be at an end.

EESA, the statute that gave the Treasury Department the power
to establish TARP, I think is a poorly drafted statute with many
internal inconsistencies and ambiguities. That probably is embar-
rassing for the drafters and those who approved it, but it is rather
understandable, given everything that was going on at the time, in-
cluding a financial crisis and a national election campaign. In fact,
I think the underlying premise of EESA, that Treasury would ac-
quire assets, did not really materialize, of course, except in one
small program, the Public-Private Investment Partnership, which
has not really even gotten off the ground and probably is unlikely
to do so in any meaningful way. So, thus, Treasury’s implementa-
tion, I think, is an issue that must be considered in the context of
its statutory authority.

So, to assess the success of a program, one must consider its
goals, its implementation, the conclusion, and any fallout that re-
sults from the implementation, including unintended consequences,
bad precedent, and including, in this case, of course, moral hazard
and costs. Of course, the benefits have to be weighed, as well.

As the goals, TARP is a program that Congress hoped would sta-
bilize the financial system. The mortgage foreclosure provisions are
an adjunct to that mission. So, did TARP stop the bleeding? Did
it help to stop the panic in the liquidity crisis? It probably was a
contributing factor, but TARP is not a fiscal stimulus program or
a means to change the regulatory structure of financial institu-
tions. Those targets were undertaken by the new administration
and a new Congress through other statutes.

So, I think we cannot debate the success of TARP without focus-
ing on how it ends. It’s one thing to get an airplane into the air—
you need speed and heft and enough runway to make course ad-
justments, depending on the crosswinds and unexpected turbu-
lence—it’s another thing to bring the airplane safely to the ground.
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The crisis is over, but we still see Treasury doling out billions of
dollars to TARP—of TARP funds to firms large and small, from
GMAC to banks with, say, a million or two—a hundred million or
two in deposits. These are hardly institutions that are too big to
fail, since their failure would not rock the financial system today.

So, what’s the rationale for doing these transactions? Treasury
has not articulated one, and it’'s not even apparent that Treasury
has any plan or decisionmaking standards for doing so. Treasury
certainly has not made anything manifest to this Panel yet.

So, how will the program end? What will it look like next year
if the Treasury Secretary extends it beyond the end of this year?
We have another hearing coming up about that in the future.

So, I look forward to our discussion today and to the insights
that you all have to give us.

Thank you very much.

[The prepared statement of Mr. Atkins follows:]
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Opening Statement of Paul Atkins

Taking Stock: Independent Views on TARP’s Effectiveness
November 19, 2009

Thank you, Madame Chairman. I appreciate very much the attendance of the five distinguished
witnesses that we have today. 1 look forward to hearing their views.

Today’s topic is very important and timely. TARP is now more than one year old. Much has
changed in that year, and much for the better. Is that a coincidence, or is it due in some part to
TARP, or is it due mainly to other factors? There are still problems in the marketplace for
financial products and financial services, including thinly traded markets in once very liquid
securities, too much government influence and interference in corporate direction and affairs,
and outright failures of TARP recipients, which raises questions about Treasury’s credit analysis
since TARP funds originally were supposed to go only to “strong” institutions.

Has TARP been a success? Our discussion today I hope will shed some light on this question.
In many ways, we can only see part of the picture, because we are too close to the event and
TARRP itself is an ongoing program. The Emergency Economic Stabilization Act (EESA), the
statute that gave the Treasury Department the power to establish TARP, is a poorly drafted
statute, with many internal inconsistencies and ambiguities. That probably is embarrassing for
the drafters and those who approved it, but it is rather understandable given everything that was
going on at the time, including a financial crisis and a national election campaign. Still, it does
put $700 billion of taxpayer resources at risk.

To assess the success of a program, one must consider its goals, its implementation, the
conclusion, and any fall out that results from the implementation, including unintended
consequences, bad precedent (such as moral hazard), and costs. Of course, benefits must be
weighed as well.

As to goals, TARP is a program that Congress hoped would stabilize the financial system. The
mortgage foreclosure provisions are an adjunct to this mission. Did TARP stop the bleeding?
Did it help to stop the panic in a liquidity crisis? It probably was a contributing factor. But,
TARRP is not a fiscal stimulus program or a means to change the regulatory structure of financial
institutions. Those targets were undertaken by the new administration and a new Congress
through other statutes.

The implementation has also been problematic. In fact, the underlying premise of EESA, that
Treasury would acquire assets, did not really materialize except in one program — the Public-
Private Investment Partnership, which has not really gotten off the ground and is probably

Wasennron, IC 26801
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unlikely to do so in any meaningful way. Thus, Treasury’s implementation is an issue that must
be considered in the context of its statutory authority.

We cannot debate the success of TARP without focusing on how it ends. It is one thing to get an
airplane into the air — you need speed, heft, and enough runway to make adjustments depending
on the cross winds and unexpected turbulence. It is another thing to bring the airplane safely to
the ground. The crisis is over, but we still see Treasury doling out billions of dollars of TARP
funds to firms large and small - from GMAC to banks with only a $100 million or so in deposits.
These are hardly institutions too big to fail, since their failure would not rock the financial
system today. What is the rationale for doing these transactions? Treasury has not articulated
one, and it is not even apparent that Treasury has any plan or decision making standards for
doing so. Treasury certainly has not made anything manifest to this panel. How will the
program end? What will it look like next year if the Treasury Secretary extends it beyond the
end of the year?

These are among the questions that I trust that we will cover this morning. Tlook forward to our
discussion.

Opening Statement of Paul Atkins, November 19, 2009 -2



Chair WARREN. Thank you.
The Chair recognizes the Deputy Chair, Damon Silvers.

STATEMENT OF DAMON SILVERS, DEPUTY CHAIR,
CONGRESSIONAL OVERSIGHT PANEL

Mr. SiLVERS. Yes, thank you, Madam Chair, and good morning.

First, I want to express my appreciation to our staff for orga-
nizing this hearing with such a stellar panel. I also want to par-
ticularly recognize my friends, Alex Pollock and Dean Baker, who,
like all of you, have contributed so thoughtfully to the intellectual
discussion around the impact of TARP and the nature of the finan-
cial crisis.

The question of the economic impact of TARP is complex. I think
you heard a little bit of that complexity from my fellow panelist,
Commissioner Atkins.

TARP has been accompanied by other major interventions in the
economy, in the context of trying to contain and manage the finan-
cial and economic crisis, both in the form of the stimulus package
and massive interventions in the credit markets by the Federal Re-
serve. In that context, it is often difficult to isolate the impact of
TARP distinctly within that landscape. I'm particularly interested
in this hearing trying to do that, trying to isolate the impact of
TARP, and then, secondly, trying to understand the—what the im-
pact of TARP is in a larger economic sense.

This Panel, in its February report, did a valuation of the initial
TARP investments in the Capital Purchase Program, the SSFI, and
the TIP. At the time we did so, we recognized that a financial valu-
ation is not the end of the story, that there was a much larger and
more complex question of the economic impact of these actions.
That question has been much harder to get our arms around than
the question of whether or not, from a simple, sort of, transactional
perspective, the public got a good deal. So, I hope this hearing will
address that.

Now, I'm particularly concerned, in that context, about the ques-
tion of TARP’s impact on the availability of credit for the real econ-
omy. This was the subject of some—indirectly, of some—of remarks
this week by Chairman Bernanke, who noted that we have a con-
tinuing problem of credit availability in the business sector which
he attributed to the weakness of our banks.

In this context, I simply do not think it is a relevant question
whether we would have been better off had there been no TARP.
I think that, if I'm not mistaken, each of your testimony makes
clear that each of you believes that some sort of significant govern-
ment action on a large scale was necessary last October. I think
what we should focus on, rather, is whether or not the way that
we have managed the financial crisis, the way in which TARP has
been structured and implemented, was and is fair to the American
public, and secondly, whether it has really repaired our financial
system or simply bought time, at the risk of exposing us to a Japa-
nese-style lost decade.

These questions have been addressed at some length in the writ-
ten testimony you all have submitted, and very thoughtfully. And
I commend all of you. I—it was an education. And I look forward
to the hearing this morning.
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Thank you.
[The prepared statement of Mr. Silvers follows:]



11

Congress of the Wnited States

CONGRESSIONAL QVERSIGHT PANEL

Opening Statement of Damon Silvers

Taking Stock: Independent Views on TARP’s Effectiveness

November 19, 2009

Good morning. First I want to express my appreciation to our staff for organizing this hearing
with such a stellar panel. I want to recognize my friends Dean Baker and Alex Pollock, who tike
all of our witnesses today have written so thoughtfully about the economic impact of TARP.

The question of the economic impact of TARP is complex. TARP has been accompanied by
other major interventions both in the form of the Obama administration’s stimulus program and
massive interventions in the credit markets by the Federal Reserve. [ hope this hearing will help
us focus on the distinct impact of TARP itself.

1 am particularly concerned about the question of TARP's impact on the availability of credit for
the real economy. In this context I simply do not think it is a relevant question whether we
would be better off had there been no TARP. I think we should focus on whether the way we
have managed the financial crisis is fair to the American public and whether it has really repaired
our financial system or simply bought time at the risk of exposing us to a Japanese style lost
decade.

1 look forward very much to hearing from our witnesses ,
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Chair WARREN. Thank you, Deputy Chair Silvers.

I also should note that Richard Neiman, Superintendent of
Banks for the State of New York, is unable to be with us. A last-
minute call on his duties, by the Governor of New York, meant that
he could not join us this morning. And he sends his apologies. Also,
Congressman Hensarling had hoped to be with us, but he is in
markup with the House Financial Services this morning. So, you're
down to the skeleton crew, here.

I would like to ask each of you for opening remarks. I'm going
to ask that you hold the remarks to 5 minutes, and I’ll try to be
strict about that if anyone goes over, in the reminder that your
written remarks will become part of the record, in any case, and
we want to be sure to save enough time that we can have a
thoughtful question-and-answer.

So, I'd like to start with you, Dr. Baker, if I could, please.

STATEMENT OF DEAN BAKER, CO-DIRECTOR, CENTER FOR
ECONOMIC AND POLICY RESEARCH

Dr. BAKER. Thank you very much for inviting me to speak here
today.

What I'll say is, I think that the TARP has been somewhat suc-
cessful. Certainly, the TARP, together with other actions that have
taken, have prevented the collapse of the financial system, some-
thing we should all be thankful for. I will say, I think that’s some-
what of a low bar, in the sense that there were other measures,
and basically, with the pretty much unlimited resources of the Fed,
that should have been expected, in any case.

But, the more important point I'll say is that I think the TARP
ended up—ends up being largely counterproductive, in the sense
that it really abused public faith, and I think we pay a big price
for that. And I'll give two specific points, that, first, I think it mis-
represented the urgency. We had—I should say, the proponents of
the TARP at the time misrepresented the urgency at the time the
TARP was passed, and, perhaps more importantly, they oversold
the benefits that—there were claims made, specifically, that would
extend credit to businesses, we’d, in fact, prevent a recession, that
we would save homeowners from foreclosure. They clearly have not
happened, and the fact that those claims were used to help sell the
TARP to Congress undermines faith in government.

Okay, well, getting to the first point, the success—I mean, again,
just realistically, the TARP was—even if all the money were allo-
cated, which, of course, we know it was not—was $700 billion. The
Fed lent over 2 trillion, at the peak, on its various special lending
facilities. In addition, we had the FDIC loan programs, loan guar-
antee programs, we had the guarantee of money market funds. All
of these were very, very important. The TARP plays a role in that,
there’s no doubt about it; but, to isolate the TARP and say that the
TARP was essential—well, all of these programs were important.
Had we not had the TARP, could you have gotten around it? Per-
haps. It certainly contributed. You know, I don’t think there’s any
point in denying that.

In terms of how we went about doing this, I would say that obvi-
ously there was a lot of mishandling. Keep in mind, Troubled Asset
Relief Program. We haven’t combined troubled assets. We saw that
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Secretary Paulson—after he had the approval of Congress, the bill
was signed into law, he waited a period of time and decided the
best thing to do was inject capital directly into banks. I think, a
1"igh1i1 choice. But, the point was, that was not was originally pro-
posed.

The second point that he did—and I think this was a very seri-
ous mistake that I don’t think there’s been a full reckoning—was,
he made a decision that he wanted to keep the bank situation se-
cret, so he insisted that all the major banks had to take TARP
money, whether they needed it or not. I think that was a very seri-
ous error. And I think that was corrected, to a large extent, with
the stress tests that were produced in March. Many problems that
I and others have raised with those stressed tests, but I think it
was very valuable in having more transparency, and I think the
markets actually responded to that.

So, I think that there were some very, very major errors, in the
early handling of the TARP, that I think it’s important to come to
grips with, just as a matter of record and for future reference.

Now, in terms of undermining public faith, I think this is a very
important issue, because obviously the government’s going to con-
tinue to play a central role in guiding us out of this downturn,
which is likely to be very long-lasting. And the events around the
TARP certainly had the effect of undermining confidence in govern-
ment. And just to very quickly mention a few:

The selling of the TARP—to my mind, the best argument was the
claim that the commercial paper markets were shutting down.
That means the economy will shut down, because so many major
corporations are dependent on commercial paper for meeting the
payroll and paying other bills.

Now, President Bernanke, after the TARP was passed, an-
nounced the creation of a special facility to directly buy commercial
paper from nonfinancial corporations. My guess is, if Members of
Congress had known that the Federal Reserve Board had that
power and was prepared to exercise it, they might have put more
thought into what the TARP looked like. I don’t think that’s a good
practice, to deceive Congress, to deceive the public.

Other aspects of TARP—we were told that money would be used
to keep homeowners in their home. Clearly that was not the case.
There was no provision made that if banks took TARP money, they
were obligated to modify mortgages. That may have been a reason-
able decision, but there was a selling of TARP as though that
would do that.

We were also told that TARP money would—that it would be tied
to executive compensation. There were claims we’d have no excess
compensation, golden parachutes. We know that, again, was not
the case. Was that appropriate? Arguably, yes; arguably, no. But,
the point was, it was sold that way, and people now see that you
have the executives of these banks going with large bonuses. That,
again, undermines confidence.

Thirdly, the claim that somehow this would extend credit to
small firms that were starved for credit at the time. Again, that
was—there were no provisions in the TARP that would ensure
that. Again, I think that’s not necessarily the fault of the banks;
I think, realistically, given the severity of the downturn, it’s not
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surprising to me that small businesses are having a very hard time
getting credit. You could tell the same story in the last recession,
or certainly the 1990-91 recession. That’s what happens in reces-
sions. But, again, it’s a case of overselling the TARP.

So, just to quickly sum up, I'd say that we have a real problem.
This was not a well-thought-out, well-conducted program. Some of
that is understandable, given the rush. But, again, I think we
should make a point of trying to be honest with the public, even
in the situation where there is some urgency. I think this was a
mis-sold program.

[The prepared statement of Dr. Baker follows:]
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Testimony of Dean Baker
Before the Congressional Oversight Panel for Troubled Asset Relief Program
November 19, 2009

Thank you, Chairwoman Warren for inviting me to share my views on the success of the
Troubled Asset Relief Program (TARP) to date and its impact on the broader economy.
My name is Dean Baker and I am the co-director of the Center for Economic and Policy
Research (CEPR). I am an economist and I have been writing about issues related to
finance since 1992.

There are many factors that make it difficult to assess the effectiveness of the TARP, the
most important one being the fact that the TARP was carried through in conjunction with
rescue efforts by the Federal Deposit Insurance Corporation (FDIC) and the Federal
Reserve Board. The money made available to the financial system through these
alternative mechanisms was considerably larger than the amount made available through
the TARP. Furthermore, there is no publicly available information on the terms or the
beneficiaries of the loans issued through the Fed’s special lending facilities.

For this reason, there is no easy way to determine the importance of TARP funds in
stabilizing the financial system. Clearly, the TARP did play a role in stopping the panic
that was driving financial markets lass year. Together with the other structures put in
place, the TARP did succeed in restoring stability to the financial system.

However, keeping the financial system operating is a rather low bar. There is little doubt
that the Federal Reserve Board, with its virtually unlimited ability to print money, can
prevent a financial collapse. The relevant question is whether the TARP, along with the
other programs put in place, restored stability in a way that best served the real economy
and also can be viewed as fair by the American people. By these criteria, the TARP does
not score very well.

At the point when Treasury Secretary Paulson requested TARP funds from Congress,
most of the major banks were on the edge of collapse. They all had large amounts of bad
debt on their books, most of which stemmed either directly or indirectly from the
collapsing housing bubble. The immediate cause of the panic was the disappearance of
the government’s implicit “too big to fail” guarantee afier the bankruptcy of Lehman.
Since investors knew that all the banks could have enough bad debt to be insolvent, they
were unwilling to trust their money to the banks, even for short periods of time, without
demanding extraordinary risk premiums. At this point, the system could not be stabilized
without large-scale interventions from the government, such as the TARP, the FDIC’s
emergency loan guarantee program and the Fed’s special lending facilities.

While the economy clearly benefited from preventing the outright collapse of the
financial system, this could have been carried through in ways that led to more broad-
based benefits to society and also directly transformed the financial system, instead of
restoring and reinforcing its existing structure. This point is crucial, since the country is
paying an enormous price for its dysfunctional financial system. The downturn is likely
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to lead to a loss of close to 40 percent of GDP (about $6 trillion) in total. If a government
social program ever led to such disastrous losses, there would be a very serious
accounting and undoubtedly major changes to ensure that such a disaster never occurs
again. There is little reason at this point to believe that serious reforms will occur.

In terms of broader economic goals, the TARP was approved with promises to ensure
that homeowners would be allowed to stay in their homes and also that executive
compensation in the bailed out banks would be restrained. It has failed miserably in both
areas.

Foreclosures have proceeded at a rate of close to 2 million a year in the period since the
TARP was passed and most projections show this pace continuing through 2010 and into
2011. Banks were not required to modify mortgages as a condition of getting TARP
money or other special assistance. As a result, few banks made serious efforts to offer
loans terms in ways that provided a serious alternative to foreclosure. Only a tiny fraction
of delinquent mortgages were modified in the half year following the TARP and even in
these cases, many homeowners subsequently re-defaulted, since they were still unable to
meet the payments on their loans.

As a result of the Obama administration’s Making Home Affordable program, which
directly uses TARP money as an incentive to lenders and servicers to modify loans, more
than 20 percent of delinquent mortgages are now being considered for trial modifications.
While this is a substantial improvement, this figure still means that the vast majority of
homeowners are not getting modifications. Furthermore, it will be important to track the
number of trial modifications that result in permanent modifications that allow people to
remain in their homesas homeowners.

It would also be desirable to have reliable data on the extent to which modifications have
reduced monthly housing costs and debt burdens. One of the factors perpetuating the
downturn is the falloff in consumption. This decline is driven in large part by the debt
burden that many homeowners now must bear as a result of purchasing homes at bubble-
inflated prices. Insofar as modifications relieve this debt burden and/or reduce monthly
mortgage payments, they will be freeing up money for consumption, which will be a
boost to the economy.

It would have been possible to couple the TARP with a requirement that mortgages be
maodified according to some rule, or alternatively to temporarily alter rules on
foreclosures, for example by allowing bankruptcy cramdown or granting homeowners the
right to stay in their homes as renters. Such measures would not only have provided
housing security to tens of millions of homeowners, they also would have gone far
toward relieving the debt burden that is a main cause of the recession.

Tens of millions of homeowners are now either underwater in their mortgages or have
very little equity, due to the plunge in home prices. These homeowners will be very
reluctant to spend, given their extraordinary debt burden. If they could have their
mortgage debt reduced either through a modification, or by a foreclosure that allowed
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them to stay in their homes as renters, they would be better able to follow a more normal
consumption path. The current levels of household debt are likely to leave consumption
excessively constrained for several years to come. The failure to address this issue ~
when it would have been very easy to set conditions on banks receiving TARP money
and other special assistance -- has increased the length and severity of the downturn.

The other major failing of the TARP was its failure to impose conditions that required the
reform of the financial structure itself. The financial structure has become hugely bloated
in recent decades, accounting for more than 30 percent of all corporate profits in the years
leading up to the crisis. In addition, the top executives in financial firms paid themselves
hugely outsized salaries. In addition to being a direct drain on the economy, these
outsized salaries set benchmarks for executives in other sectors and even for officers in
universities and other non-profit organizations.

The assistance provided in a time of crisis through TARP and other special programs
provided an opportunity to impose binding restrictions on financial firms that would
permanently alter their pay structures. Instead, the restrictions put in place in the
legislation were virtually toothless. It is not clear that any executive has seen his or her
pay reduced as a direct result of the TARP restrictions.

It is important to recognize that imposing pay restrictions as a condition of receiving
TARP money and other special assistance is not interference with the market. Giving
these banks money is interference with the market. The market’s assessment at this
moment of crisis was that these firms were bankrupt, which would have left most of their
executives unemployed. The government chose to over-ride the market by giving the
banks the money they needed to survive. The government could have imposed whatever
conditions it chose for receiving this money.

The failure to impose serious restrictions on the banks both undermined public
confidence in government and also left the conditions in place for further crises. It is very
difficult to justify such an extraordinary grant of government largesse without any quid
pro quo. This is especially difficult at a time when much of the country is either
unemployed or facing the threat of unemployment and/or at risk of losing their home.

The crisis itself led to further concentration in the financial sector, with the largest banks
all having been encouraged to buy up bankrupt competitors. As a result, the largest banks
now enjoy fairly explicit “too big to fail” protection, There also has been almost nothing
done to restrain the speculative practices of the major banks. Goldman Sachs, in
particular, stands out by virtue of the fact that it is still acting as an investment bank
(arguably, it can better be described as a hedge fund), even though it is now operating
under the protective umbrella of the Federal Reserve Board and the FDIC. There does not
appear to be any effort to restrain its speculative activity.

It would be useful to assess various measures of concentration in the period before and
after the crisis to determine the extent to which the crisis has altered the structure of the
industry. Given the mergers of several large banks, there can be little doubt that the
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largest banks control a larger share of assets and deposits than was the case before the
crisis. There has undoubtedly also been greater concentration in mortgage issuance, credit
card debt, and other areas of banking operation. The FDIC and the Fed have data that
should allow for quarterly updates on a wide variety of measures of the concentration of
the financial industry.

Rather than shrinking, it appears that the financial sector has actually grown larger
relative to the economy as a result of the downturn. In 2007, the financial sector’s share
of private sector GDP averaged 17.5 percent. This had risen to 17.8 percent in the second
quarter of 2009, the most recent quarter for which data are available.! Similarly, the
financial sector’s share of corporate profits has far surpassed its pre-crisis peak. In 2005,
the peak pre-crisis year, the financial sector accounted for 23.5 percent of corporate
profits. In the second quarter of 2009, the share was up to 30.9 percent.?

In the last few months, several major banks have announced plans to make large bonus
payments to their top executives and top performers. It would be helpful to have reliable
data on the total amount of money that is being distributed among high earners at TARP
recipients. This could take the form of a measure of the total compensation given to either
some specific number of highest paid employees (e.g. the top 50) or the value of the
compensation to employers who earn above a certain threshold (e.g. $500,000). At this
point, I do not know of any reliable basis for assessing the share of income in the sectors
going to the highest earners, but the large bonuses announced by some institutions
certainly suggest that it could be increasing,

One area in which the financial industry may have wrongly been blamed is a failure to
make loans. In the months immediately following the collapse of Lehman Brothers, the
financial system was not operating normally and loans of all types were difficult to
secure. However, as a result of the actions by the Fed and the TARP, the system is
operating more normally. Larger corporations have no difficulty issuing commercial
paper and even long-term bonds at reasonable spreads against Treasury bonds. Mortgage
finance appears largely normal as a result of the actions of Fannie Mae and Freddie Mac,
as well as the FHA. The fact that there is no unusual gap between mortgage applications
and mortgage issuance indicates that homebuyers are not facing any unusual difficulty in
securing loans.

The one sector that clearly is having difficulty securing credit is the small business sector.
While this is an impediment to recovery, this sort of credit tightening is typical of a
recession. The complaints from business owners over being denied credit are not
qualitatively different than the complaints that were made in 1990-91 recession. Lenders
will tighten credit to business during a downturn simply because otherwise healthy
businesses are much riskier prospects during a recession. There is no reason to believe
that the tightening of credit during this downturn is any greater than what should be

' Bureau of Economic Analysis, National Income and Product Accounts, Table 6.1D, line 15 divided by
line 1, available at http; w.bea.gov/national/nipaweb/ le.asp?Selec! .
2 Bureau of Economic Analysis, National Income and Product Accounts, Table 1.14, (line 8 minus line 24)

divided by line 8, available at http://www.bea.gov/national/nipaweb/SelectTable asp?Selected=N
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expected given the severity of the recession. To press banks to make more loans in this
context would be to insist that they make loans on which they expect to lose money. This
would be questionable economic policy.

The housing bubble and the bubble in non-residential real estate that followed in its wake
led to enormous overbuilding in both sectors. As a result, demand in these sectors has
fallen off by an amount that is close to 4 percentage points of GDP (about $560 billion),
The loss of $6 trillion in housing bubble wealth has led to a falloff in annual consumption
of close to $400 billion. There is no easy mechanism by which the economy can replace
close to $1 trillion in annual demand. (The stimulus led to an increase of approximately
$150 billion a year in demand, after deducting cutbacks by state and local governments.)
Under these circumstances, it is not surprising that the country would see a severe slump
and high unemployment. While the financial sector may bear much of the blame for
supporting the growth of a dangerous bubble, the economic wreckage that the country is
seeing now is a predictable result of the collapse of the bubble and little would be
changed if the financial sector had not been seriously impacted by the crisis.
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Chair WARREN. Thank you very much, Dr. Baker.
Dr. Calomiris.

STATEMENT OF CHARLES CALOMIRIS, HENRY KAUFMAN PRO-
FESSOR OF FINANCIAL INSTITUTIONS, COLUMBIA BUSINESS
SCHOOL

Dr. CaALOMIRIS. Thank you, Professor Warren.

I'm going to skip the questions that I heard from the three of
you, because—I hope we’ll have time for them; I'd love to talk
about them, but I've got my own things I want to get in.

I will start by saying I agree with what Mr. Baker said, that
we’re not going to be able to sort out very easily TARP from
TALF—and credit guarantees, more generally. What I think we
can do—what I think I can do, as someone who’s devoted a couple
of decades to the study of resolution policies by people, by govern-
ments throughout the last couple hundred years, is evaluate the
design of TARP and whether it made sense; and not just whether
we can snipe at it retrospectively, but whether they should have
known better ex ante, and whether we can articulate principles
that will guide the mistakes that were made, going forward—that
is, that will prevent us from repeating it. Because, to me, there
were big mistakes. The design was very poorly done. And the thing
that’s more striking is that they should have known better.

Let me be more specific. The mistakes were foreseeable, in the
sense that we’ve had, over the past 30 years, an unprecedented
amount of experience with financial crises and their resolution.
And yet, the Fed, the Treasury, and Congress did not avail them-
selves of that experience when managing the crisis; rather, they in-
vented new, untested, and, I would say, logically, inferior mecha-
nisms.

So, I think we do have a contribution that we can make, as
economists who have specialized in this, in being able to say, “Wait
a minute. This wasn’t such a smart thing in the first place.”

Government loans and guarantees, of course, have already been
very costly. Fannie and Freddie alone are going to cost the U.S.
taxpayer upwards of 350 billion just on the subprime loans that
were made during the crisis. And if you go forward from there and
you add FHA’s new lending, so-called mitigation that’s not real
mitigation, what you're looking at is pushing, maybe, beyond half
a trillion dollars, and that’s not counting all the other stuff.

And then, of course, as you all pointed out, the incentive con-
sequences are also huge.

Have I already surpassed my time? Oh, thanks.

Chair WARREN. No. You have nearly

Dr. CALOMIRIS. So

Chair WARREN [continuing]. 3 minutes. It’s counting down.

Dr. CaLoMIRIS. Thanks.

So, the central question I want to talk about is, Was assistance
done the right way? And I talk about, in my long paper, what the
criteria are. First of all, you should only provide assistance in re-
sponse to truly systemic risk. So, for example, we didn’t do that.
Yes, we were facing systemic risk when we enacted TARP, but
GMAC came back for second-round funding. There’s no systemic
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risk; that’s pure politics. So, TARP was set up in a way that was
open to abuse, and it’s being abused.

Second, assistance should be selective. Well, it was selective, in
some irrational ways, maybe, between choosing AIG and not choos-
ing Lehman, but then it was a sort of convoy mentality in the ap-
proach taken to the commercial banks. So, the principle of selec-
tivity, that we know from our past experience, wasn’t applied.

And third, the taxpayers’ position should be senior.

Now, I want to emphasize—and I go through this in depth in my
paper—that there are different kinds of mechanisms that need to
be used, depending on how severe a crisis is: discount window lend-
ing, preferred—as you get more severe, preferred stock lending;
then different things you might call “bailouts”—guarantees on as-
sets and then outright rescues of firms. I'm not saying that those
mechanisms shouldn’t be used, but the point is, we have vast expe-
rience with how to do this right, and we didn’t. And the key under-
lying principle, in addition to picking the right moment and being
selective about which institutions, is to always put the tax