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Banks have polluted the economy; it’s a matter of equity and efficiency that they clean it up.

by JOSEPH E. STIGLITZ

he news that even Alan Greenspan and Senator Chris

Dodd are supporting bank nationalization shows how

desperate the situation has become. It has been obvious

for some time that a government takeover of our bank-

ing system—perhaps along the lines of what Norway
and Sweden did in the ’90s—is the only solution. It should
be done, and done quickly, before even more bailout money
is wasted.

The problem with America’s banks is not just one of liquid-
ity. Years of reckless behavior, including bad lending and gam-
bling with derivatives, have left them, in effect, bankrupt. If our
government were playing by the rules—which require shutting
down banks with inadequate capital—many, if not most, banks
would go out of business. But because faulty accounting prac-
tices don’t force banks to mark down all their assets to current
market prices, they may nominally meet capital requirements—
at least for a while.

No one knows for sure how big the hole is; some estimates
put the number at $2 trillion or $3 trillion, or more. So the
question is, Who is going to bear the losses? Wall Street would
like nothing better than a steady drip of taxpayer money. But
the experience in other countries suggests that when financial
markets run the show, the costs can be enormous. Countries
like Argentina, Chile and Indonesia spent 40 percent or more
of their GDP to bail out their banks. For the United States, the
worry is that the $700 billion appropriated for the bank bailout
may turn out to be just a small down payment.

The cost to the government is especially important, given
the legacy of debt from the Bush administration, which saw the
national debt soar from $5.7 trillion to more than $10 trillion.
Unless care is taken, government spending on the bailout
will crowd out other vital government programs, from Social
Security to future investments in technology.

There is a basic principle in environmental economics called
“the polluter pays”: polluters must pay for the cost of cleaning
up their pollution. American banks have polluted the global
economy with toxic waste; it is a matter of equity and efficiency
that they must be forced, now or later, to pay the price of clean-
ing it up. As long as the banking sector feels that it will be bailed
out of disasters—even ones it created—we will continue to have
a moral hazard. Only by making sure that the sector pays the
costs of its actions will efficiency be restored.

The full costs of those mistakes include not just the $700 bil-
lion bailout but the almost $3 trillion shortfall between the econ-
omy’s potential output and its actual output resulting from the
crisis. Since we are not forcing banks to pay these full costs
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A trader watches the treasury secretary from the floor of the New York Stock Exchange.

imposed on society, we should hear no complaints from them
about paying for the much smaller direct costs of the bailout.

The politicians responsible for the bailout keep saying, “We
had no choice. We had a gun pointed at our heads. Without the
bailout, things would have been even worse.” This may or may
not be true, but in any case the argument misses a critical dis-
tinction between saving the banks and saving the bankers and
shareholders. We could have saved the banks but let the bankers
and shareholders go. The more we leave in the pockets of the
shareholders and the bankers, the more that has to come out of
the taxpayers’ pockets.

Principles and Goals

here are a few basic principles that should guide our

bank bailout. The plan needs to be transparent, cost the

taxpayer as little as possible and focus on getting the

banks to start lending again to sectors that create jobs.

It goes without saying that any solution should make
it less likely, not more likely, that we will have problems in
the future.

By these standards, the TARP bailout has so far been a dismal
failure. Unbelievably expensive, it has failed to rekindle lending.
Former Treasury Secretary Henry Paulson gave the banks a big
handout; what taxpayers got in return was worth less than two-
thirds of what we gave the big banks—and the value of what we
got has dropped precipitously since.

Since TARP facilitated the consolidation of banks, the prob-
lem of “too big to fail” has become worse, and therefore the
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excessive risk-taking that it engenders has grown worse. The
banks carried on paying out dividends and bonuses and didn’t
even pretend to resume lending. “Make more loans?” John
Hope II1, chair of Whitney National Bank in New Orleans, said
to a room full of Wall Street analysts in November. The taxpay-
ers put out $350 billion and didn’t even get the right to find out
what the money was being spent on, let alone have a say in what
the banks did with it.

TARPs failure comes as no surprise: incentives matter. Bank-
ers won'’t restart lending unless they have a reason to do so or
are forced. Receiving billions of dollars in bonus pay for racking
up record losses is a peculiar “incentive” structure. Bankers have
been accused of unbounded greed using hard-earned taxpayer
dollars for bonuses and dividends, but economists more calmly
observe: they were simply responding rationally to the incentives
and constraints they faced.

Even if the banks had not poured out the money in bonuses
as we were pouring it in, they might not have restarted lending;
they might have just hoarded it. Recapitalization enables them
to lend. But there is a difference between the ability to lend and

The ‘bad bank,” without nationalization, is a bad
idea, another example of the voodoo economics

that has marked the financial sector.

the willingness to lend. With the economy plunging into deep
recession, the risks of lending are enormous. TARP did nothing
to require or create incentives for new lending, focusing instead
on cleaning up past mistakes. We need to be forward-looking,
reducing the risk of new lending. Just think of what new lending
$700 billion could have financed. Leveraged on a modest ten-to-
one basis, it could have supported $7 trillion of new lending—
more than enough to meet business’s requirements.

Flawed Attempts to Restart Lending

olicy-makers have been flailing around, trying to figure

out how to get lending restarted. It is not hard to do—if

the government bears all or most of the risk. The Federal

Reserve is, in effect, making major loans to America’s

corporate giants, giving them a big advantage over tradi-
tional job creators, America’s small- and medium-size enter-
prises. We have no idea if the Fed is doing a good job of assess-
ing risk and whether interest rates commensurate with the risks
are being charged. Given the Fed’s recent record, there is no
reason for confidence. But there is a consensus that whatever
the Fed is doing, it is not enough.

The Obama administration has floated a number of ideas,
from buying the bad assets and putting them into a “bad bank,”
leaving it to the government to dispose of them; to providing
insurance to the banks; to assisting private investors (like hedge
funds) to buy the bad assets, presumably by lending to investors
on favorable terms. Because of the lack of details, the market
greeted the Obama administration’s announcement of its so-
called plan with dismay. As this article goes to press, we can only
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guess that the administration’s plan will be an amalgam of
several of these ideas. The devil is in the details, and without the
details we can’t be sure how things will turn out.

An early idea floated by Paulson was for the government
to buy the bad assets from the banks. Naturally, Wall Street was
delighted with this idea. Who wouldn’t want to offload their
junk to the government at inflated prices? The banks could get
rid of some of these bad assets now, but not at prices they would
like. Then there are other assets that the private sector wouldn’t
touch with a ten-foot pole. Some of them are liabilities that can
explode, eating up government funds like Pac-Man. On Sep-
tember 15 AIG said it was short $20 billion. The next day, its
losses had grown to some $85 billion. A little later, when no one
was looking, there was a further dole, bringing the total to
$150 billion. Then on March 1, the government agreed to an-
other $30 billion in taxpayer money for AIG—the fourth inter-
vention in less than six months.

Paulson’s original proposal was thoroughly discredited, as the
difficulties of pricing and buying thousands of assets became ap-
parent. More recently a variant of this proposal, which involves
government buying garbage in bulk, was broached.
But the major difficulty with determining prices of
toxic assets, whether singly or in bulk, remains:
pay too much and the government will suffer huge
losses; pay too little and the hole in the banks’
balance sheets will still seem enormous, requir-
ing another bailout to recapitalize the banks.

Most variants of the “cash for trash” proposal
are based on putting the bad assets into a bad bank (advocates
of the plan prefer the gentler term “aggregator bank”). But the
banks holding only good assets would likely be short of cash,
even after taxpayers had vastly overpaid for the trash. The hope
is that the banks would then find private funds to further the
recapitalization, though one suspects that the sovereign wealth
funds, to whom many turned a little while ago, would be less
interested, having been so badly burned before.

I believe that the bad bank, without nationalization, is a bad
idea. We should reject any plan that involves “cash for trash.” It
is another example of the voodoo economics that has marked
the financial sector—the kind of alchemy that allowed the banks
to slice and dice F-rated subprime mortgages into supposedly
A-rated securities. Somehow, it is believed that moving the
bad assets around into an aggregator bank will create value.
But I suspect that Wall Street is enthusiastic about the plan
not because bankers believe that government has a comparative
advantage in garbage disposal but because they hope for a non-
transparent bonanza from the Treasury in the form of high
prices for their junk.

If the government takes over banks that don’t meet the
minimum capital requirements, placing them in federal conserv-
atorship, then these pricing problems are no longer important.
Under this scenario, pricing is just an accounting entry between
two pockets of the government. Whether the government finds
it useful to gather all the bad assets into a bad bank is a matter
of management: Norway chose not to; Sweden chose to. But
Sweden wasn’t foolish enough to try to buy bad assets from
private banks, as many in America are advocating. It was only
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under government ownership of the entire bank that the bad
bank was created. Norway’s experience was perhaps somewhat
better, but the circumstances were different. Given the complex-
ity and scale of the mess Wall Street has gotten us into, I sus-
pect we will want to gather the problems together, net out the
derivative positions (something that will be much easier to do
under conservatorship and a significant achievement in its own
right, with major benefits in risk reduction) and eventually re-
structure and dispose of the assets.

ore recently, another idea has been put forward: the

government would insure bank losses. By removing

the risk of loss, the value of these toxic assets auto-

matically increases, improving the banks’ balance

sheets. Bankers love this idea. The government can
give them a big insurance policy at a small premium. Politicians
love this idea too: there is at least a chance they will be out of
Washington before the bills come due.

But that’s precisely the problem with this approach: we won’t
know for years what it would do to the government’s balance
sheet. Six months ago, what the banks told us
about their losses going forward was totally off
the mark. AIG had to revise its losses by tens of
billions of dollars within days. Real estate prices
might fall only another 5 percent, or they could
fall another 25 percent. With the insurance pro-
posal, neither the government nor the banks have
to admit the size of the hole in the banks’ balance
sheets. It’s another example of those nontransparent transactions
that got Wall Street into trouble.

Even worse, the insurance proposal exacerbates incentive
distortions—it moves us from a zero-sum world into a negative-
sum world, where increased taxpayer losses are greater than
Wall Street’s gains. The insurance proposal may even inhibit
banks from restructuring mortgages, worsening the problem
that gave rise to the crisis in the first place. If they restructure
the mortgage, they have to book a loss. If they keep the mort-
gage and things get worse (the likely scenario), the taxpayer
picks up most of the downside risk; but if things get better and
prices improve, the banks keep the gains.

Still worse are proposals to try to enlist the private sector
to buy the trash. Right now, the prices the private sector is will-
ing to pay are so low that the banks aren’t interested—it would
make apparent the size of the hole in banks’ balance sheets.
But if the government insures private-sector investors—and
even makes loans at favorable terms—they’ll be willing to pay a
higher price. With enough insurance and favorable enough loan
terms, presto! We can make our banks solvent.

But there is a sleight-of-hand here: go back to the zero-sum
principle. The private sector is not going to provide money for
nothing. It expects a return for providing capital and bearing
risk. But its cost of capital is far higher than that of government.
The losses are real, and the private sector won’t bear them with-
out full compensation. This means that the amount the govern-
ment is likely to have to pay in the end is all the greater.

This proposal, like so many others emanating from the bank-
ing community, is based partially on the hope that if banks make
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things sufficiently complex and nontransparent, no one will no-
tice the gift to the banking sector until it is too late. It appears
as if they are at last getting the high market prices that they
hoped they would get all along. But it would be a misnomer to
call these market prices, since the government has taken away
the downside risk. This proposal has, of course, the further
advantage of drumming up support from the hedge funders,
who so far have not received any of the TARP bonanza.

There is an underlying problem facing all these proposals:
the hole in the banks’ balance sheets is bigger than the $700 bil-
lion Congress has approved—and much of what has been spent
so far has been wasted. So the financial wizards are turning to
tried and true gimmicks—the same ones that got us into the
mess. One strategy is to hide the costs in nontransparent ac-
counting (easier under the insurance proposal). The other
combines this trickery with the magic of leveraging and pre-
tends that leveraging carries no risk. The government sets up
a “special investment vehicle” using, say, $100 billion of TARP
as the “equity.” It then borrows another $900 billion from the
Fed—which in rapid succession has been tripling and quadru-

The underlying problem facing all these proposals
IS that the hole in the banks’ balance sheets is
bigger than the $700 billion bailout.

pling its balance sheet. Of course, in doing so the Fed is risk-
ing taxpayers’ money—but without having to ask permission
of Congress. At best, this is a deliberate circumvention of demo-
cratic processes.

Is There an Alternative?

irms often get into trouble—accumulating more debt than

they can repay. There is a time-honored way of resolving

the problem, called “financial reorganization,” or bank-

ruptcy. Bankruptcey scares many people, but it shouldn’t.

All that happens is that the financial claims on the firm get
restructured. When the firm is in very bad trouble, the share-
holders get wiped out, and the bondholders become the new
shareholders. When things are less serious, some of the debt
is converted into equity. In any case, without the burden of
monthly debt payments, the firm can return to profitability.
America is lucky in having a particularly effective way of giving
firms a fresh start—Chapter 11 of our bankruptcy code, which
has been used repeatedly, for example, by the airlines. Airplanes
keep flying; jobs and assets are preserved. Under new manage-
ment, and without the burden of debt, the airline can go on
making a contribution to our society.

Banks differ in only one respect. The failure of a bank results
in particular hardship to depositors and can lead to broader
problems in the economy. These are among the reasons that
the government has provided deposit insurance. But this means
that when banks fail, the government comes in to pick up the
pieces—and this is different from when the local pizza parlor
fails. Worse still, long experience has taught us that when banks
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are at risk of failure, their managers engage in behaviors that risk
losing even more taxpayer money. They may, for instance,
undertake big bets: if they win, they keep the proceeds; if they
lose, so what>—they would have died anyway. That’s why we
have laws that say when a bank’s capital is low, it should be
shut down. We don’t wait for the till to be empty. Because the
government is on the hook for so much money, it has to take
an active role in managing the restructuring; even in the case
of airline bankruptcy, courts typically appoint someone to over-
see the restructuring to make sure that the claimants’ interests
are served.

Usually, the process is done smoothly. The government
finds a healthy bank to take over the failed bank. To get the
healthy bank to do this, it often has to “fill in the hole,” making
up for the difference between the value of what the bank owes
depositors and the value of the bank’s assets. It’s no different
from an ordinary takeover or merger, except the government
facilitates the process. Typically, in the process, shareholders get
wiped out, and often the government and/or private investors
may put in additional money.

One proposal entails the creation of a ‘Good
Bank’; rather than dump the bad assets on the
government, we strip out the good assets.

Occasionally, the government can’t find a healthy bank to
take over the failed bank. Then it has to take over the failed bank
itself. Usually, it restructures the bank, shutting down many of
the branches and lending departments with particularly bad
track records. Then it sells the bank. We can call this “temporary
nationalization” if we want. But whatever we call it, it’s no big
deal. Not surprisingly, the banks are trying to scare us into be-
lieving that it would be the end of the world as we know it. Of
course, it can be done badly (Lehman Brothers, for example).
But there are far more examples of it being done well.

he current situation is only slightly different. There are

few healthy banks to take over the very many unhealthy

banks, and the banks are in such a mess—and the econ-

omy is in such a downturn—that we don’t really know

how much money would be needed. We don’t know if

claims by depositors are greater than the value of assets, and if

so, by how much. The banks may claim, If we hold the assets

long enough, and if the real estate market recovers, and if our

recession isn’t too deep or long, then we can meet all our obliga-
tons. We are “solvent.” We just can’t get the cash we need.

Those are big ifs. That’s why governments typically make

judgments based on market values. Right now, the suspicion is

that the banks don’t meet their capital requirements with cur-

rent market values, let alone the market values in the future, as

real estate prices continue to fall and the downturn gets worse.

(If banks don’t have enough capital, we would give them short

notice: either come up with additional capital, or you can’t con-

tinue to operate as you are. We either find someone to take
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you over, or we run you, restructure and sell.)

The banks obviously don’t want the government to play by
the rules. They want to delay the day of reckoning. They want
what is called forbearance. They say, Allow us a little slack now,
because we are fundamentally sound. Of course they would
say that. Of course banks claim that market prices underesti-
mate true values. We learned the hard way in the S&L crisis,
however, that delay is very costly. We are on track to learn that
lesson again.

The Obama administration seems to be proposing a way out
of this muddle: we will “stress test.” We will see how well you
fare. If you pass the test, we will help you get out of your tem-
porary difficulties. Stress testing involves using mathematical
models to see what happens under various scenarios. The banks
were supposed to have been stress testing themselves on an on-
going basis. Their models said everything was fine and dandy.

We know those models failed. What we don’t know is whether
the models the administration will use will be any better. Will
they use the old, failed models? We have been told that it will
take time to do the stress test, and while we wait, will we pour
more money into failing institutions, with good
money chasing bad, ever widening our national
debt. We know, too, that the worst-case scenarios
that will be used in the stress test are nowhere near
the worst-case scenarios that some economists are
depicting—implying that even banks that pass the
stress test may need more funding down the line.

radually America is realizing that we must do some-

thing—now. We already have a framework for dealing

with banks whose capital is inadequate. We should use

it, and quickly, with perhaps some modifications to take

care of the unusual nature of today’s problems. There
are several ways we can proceed. One innovative proposal (vari-
ants of which have been floated by Willem Buiter at the London
School of Economics and by George Soros) entails the creation
of a Good Bank. Rather than dump the bad assets on the gov-
ernment, we would strip out the good assets—those that can
be easily priced. If the value of claims by depositors and other
claims that we decide need to be protected is less than the value
of the assets, then the government would write a check to the
Old Bank (we could call it the Bad Bank). If the reverse is true,
then the government would have a senior claim on the Old
Bank. In normal times, it would be easy to recapitalize the Good
Bank privately. These are not normal times, so the government
might have to run the bank for a while.

Meanwhile, the Old Bank would be left with the task of dis-
posing of its toxic assets as best it can. Because the Old Bank’s
capital is inadequate, it couldn’t take deposits, unless it found
enough capital privately to recapitalize itself. How much share-
holders and bondholders got would depend on how well man-
agement did in disposing of these assets—and how well they did
in ensuring that management didn’t overpay itself.

The Good Bank proposal has the advantage of avoiding
the N-word: nationalization. Some believe a more polite term,
“conservatorship” as it was called in the case of Fannie Mae, may
be more palatable. It should be clear, though, that whatever it is
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called, the Good Bank proposal entails little more than playing
by longstanding rules, a variant of standard practices to deal with
firms whose liabilities exceed their assets.

Those who say the government cannot be trusted to allocate
capital efficiently sound unconvincing these days. After all, it’s
not as though the private sector did a very good job. No peace-
time government has wasted resources on the scale of America’s
private financial system. Wall Street’s incentives structures were
designed to encourage shortsighted and excessively risky behav-
ior. The bankers were supposed to understand risk, but they did
not understand the most elementary principles of information
asymmetry, risk correlation and fat-tailed distributions. Most
of them, while they may have been ethically challenged, were
really guided in their behavior by the perverse incentives they
championed. The result was that they did not even serve their
shareholders well; from 2004 to 2008, net profits of many of
the major banks were negative.

"There is every reason to believe that a temporarily national-
ized bank will behave much better—even if most of the em-
ployees are still the same—simply because we will have changed
the perverse incentives. Besides, a government-run bank might
spend some time and money teaching its employees about risk
management, good lending practices, social responsibility and
ethics. The experience elsewhere, including in the Scandinavian
countries, shows that the whole process can be done well—and
when the economy is eventually restored to prosperity, the prof-
itable banks can be returned to the private sector. What is re-
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quired is not rocket science. Banks simply need to get back to
what they were supposed to do: lending money, on a prudent
basis, to businesses and households, based not just on collateral
but on a good assessment of the use to which borrowers will put
the money and their ability to repay it.

Meanwhile, there needs to be an orderly plan for disposing
of the old bad assets. There is no magic in moving them around
from one owner to another. In some countries, government
agencies (often hiring private subcontractors) have done a good
job of selling off the assets. Other countries (including some hit
in the East Asia crisis a decade ago) have had an unfortunate
experience, bringing in investment banks and hedge funds to
dispose of their assets. These institutions simply held them for
the short time it took the economy to recover and made a huge
capital gain at the expense of the country’s taxpayers. To add
insult to injury, some even took advantage of tax havens to avoid
paying taxes on those huge profits. These experiences suggest
caution in turning to hedge funds and other investment firms.

Every downturn comes to an end. Eventually we will be able
to sell the restructured banks at a good price—though, one
hopes, not one based on the irrational exuberant expectation of
another financial bubble. The notion that we will make a profit
from the bailouts—which the financial sector tried to convince
us were “investments”—seems to have dropped from public
discourse. But at least we can use the proceeds of the eventual
sale of the restructured banks to pay down the huge deficit that
this financial debacle will have brought onto our nation. m

Lessons From Latin America

The region’s social movements are a useful model for U.S. leftists wanting to influence Obama.

by BENJAMIN DANGL

ain poured down in La Paz, Bolivia, the day Barack

Obama gave his inauguration speech. But the weather

didn’t stop thousands of Bolivians from marching in

the streets in support of a new constitution, a docu-

ment set to grant unprecedented rights to the country’s
indigenous majority.

As chants and the explosions of Roman candles from
marchers echoed throughout this capital city, Obama looked
out from the television screen in a La Paz bar, offering words
of wisdom that were somehow connected to many Bolivians’
sense that democracy and good politics depended on a mobi-
lized public taking to the streets.

“For as much as government can do and must do,” Obama
said, “it is ultimately the faith and determination of the Amer-
ican people upon which this nation relies.”

Similarly, it has been the “faith and determination” of Bo-
livian social movements in their fight for a better world that

Benjamin Dangl is the author of The Price of Fire: Resource Wars and
Social Movements in Bolivia (AK Press) and the editor of Upside Down
World and Toward Freedom.

paved the way to the election of indigenous President Evo
Morales, and then pushed him to nationalize gas reserves, re-
distribute land to poor farmers and enshrine long-overdue rights
in a rewritten constitution. The juxtaposition of Obama’s or-
derly inauguration and the near-constant street mobilizations
in La Paz brings us to the question: what can US activists fac-
ing economic crisis and a potential ally in the White House
learn from South America’s social movements?

The region’s shift to the left—from leaders in Venezuela,
Bolivia and Ecuador to the more moderate presidents in Brazil,
Chile and Argentina—has grabbed headlines in recent years.
But often overlooked is the role social movements and unions
have played in ushering these leaders into power, and once
they are there, radicalizing their politics. Other movements
throughout the region never waited for allies in the govern-
ment palace, and instead built their new worlds out of the neo-
liberal wreckage of the old. As unemployment skyrockets in
the United States, and the challenges of cleaning up the mess
of the Bush years commences, US activists could apply the suc-
cessful strategies of South American social movements.

Ida Pefiarada, a Bolivian water-rights activist living in Co-



Copyright of Nation is the property of Nation Company, L. P. and its content may not be copied or
emailed to multiple sites or posted to a listserv without the copyright holder's express written
permission. However, users may print, download, or email articles for individual use.





