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(1) 

LEARNING FROM THE PAST: LESSONS OF 
THE BANKING CRISES OF THE 20TH CEN-
TURY 

THURSDAY, MARCH 19, 2009 

U.S. CONGRESS, 
CONGRESSIONAL OVERSIGHT PANEL, 

Washington, DC. 
The Panel met, pursuant to notice, at 10:01 a.m. in room 208– 

209, U.S. Capitol Visitor Center, Elizabeth Warren, Chairman of 
the Panel, presiding. 

Attendance: Elizabeth Warren [presiding], Richard H. Neiman, 
Damon Silvers, Bo Lundgren, Richard Katz, David Cooke, and Eu-
gene White. 

OPENING STATEMENT OF ELIZABETH WARREN, CHAIR, 
CONGRESSIONAL OVERSIGHT PANEL 

The CHAIRMAN. This hearing is called to order. 
Good morning. My name is Elizabeth Warren. I am the chair of 

the Congressional Oversight Panel. 
Last October, Congress established this Panel to oversee the ex-

penditure of funds from the so-called Troubled Assets Relief Pro-
gram. It is our duty to issue monthly reports and to evaluate 
Treasury’s administration of that program. 

In its first report, the Panel asked Treasury a series of fairly 
tough questions about TARP on behalf of the taxpayers. The very 
first question we asked consisted of only four words, but probably 
the most important four words in the report. What is Treasury’s 
strategy? 

The lack of a strategy from Treasury has never been clearer than 
it has been this week, as outrage has spread across the country 
over the millions of dollars awarded in bonuses to executives at 
AIG. This entire issue could have been avoided. If Treasury had de-
veloped and clearly articulated a comprehensive strategy to deal 
with this crisis from the beginning, rather than announcing and 
abandoning inconsistent plans, issues such as executive bonuses 
would have been addressed early on in the agreements with par-
ticipating financial institutions. 

This lack of a clear strategy is also hampering our economic re-
covery. The markets need predictability. Investors are reluctant to 
take risks. Business people are hesitant to take on new obligations 
when no one is sure about our overall strategy. 

Certainly, the most important person—the most appropriate per-
son to speak to Treasury’s strategy would be the Treasury Sec-
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retary, and it had been the strong hope of the Panel to have Sec-
retary Geithner here today to testify. While we understand that he 
has many pressing concerns right now, it is very disappointing that 
Secretary Geithner did not make it a priority to be here. 

The development of a strategy requires an overview of the prob-
lems and of possible solutions. To advance that conversation, we 
believed that we could learn a great deal from prior financial cri-
ses. That is why we have called today’s hearing ‘‘Learning from the 
Past: Lessons of the Banking Crises of the 20th Century.’’ 

We understand that this crisis is different from past calamities. 
No examples will ever provide a perfect analogy. That said, while 
George Washington may not have known the difference between a 
credit default swap and a hybrid ARM—and I suspect he didn’t— 
he had a powerful learning experience with a bank crisis. 

In 1792, during his first term as President, our young Nation 
suffered a severe panic that froze credit. Subsequent Presidents 
faced similar challenges, as have leaders from across the globe. 
And so, it is important that we reflect on the efforts of policy-
makers who have steered their nations during some very dark 
hours. 

It is also important that we reflect on the efforts of other govern-
ments that have confronted similar circumstances but failed to re-
store the banking system and restart economic growth. 

We have invited four very thoughtful experts to join us here 
today in embarking on that reflection. Richard Katz is a veteran 
journalist, editor-in-chief of The Oriental Economist, and the au-
thor of two books on Japan’s banking crisis of the 1990s. Mr. Katz 
will testify about what has become known by policymakers as Ja-
pan’s ‘‘Lost Decade.’’ 

Bo Lundgren is the director general of the Swedish National 
Debt Office. As Minister for Fiscal and Financial Affairs, Director 
General Lundgren led the effort to steer Sweden out of a banking 
crisis in 1992. 

David C. Cooke is the former executive director of the Resolution 
Trust Corporation, which helped steer us out of the savings and 
loan crisis of the 1980s by taking over more than 700 financial in-
stitutions. 

And lastly, Eugene White is professor of economics at Rutgers 
University. Professor White has written widely about the Great De-
pression and will testify about how the lessons of the 1930s apply 
to today’s crisis. 

Welcome to all of you. 
There is no longer any question that we sit at a critical moment 

in history. The decisions made by our Government leaders today 
will have an impact for generations. While we cannot fix this crisis 
with one hand and prevent all future crises with the other, we 
must use all of the knowledge and lessons of the past to ensure 
that prior mistakes are not repeated and that success is not ig-
nored. 

That is why we greatly appreciate that our distinguished wit-
nesses have taken the time to be here with us today. We have your 
statements in full, and they will be made part of the record. But 
we will start with our conversation with you in just a few minutes. 
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3 

In the meantime, I would like to recognize the Deputy Chair of 
the Panel, Damon Silvers, and ask Damon if he has opening re-
marks. Mr. Silvers. 

[The prepared statement of Ms. Warren follows:] 
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STATEMENT OF DAMON SILVERS, DEPUTY CHAIR, 
CONGRESSIONAL OVERSIGHT PANEL 

Mr. SILVERS. Thank you, Madam Chair. 
Let me begin by expressing my profound appreciation to the wit-

nesses for joining us here today, and particularly to Mr. Lundgren 
for traveling from Sweden to be with us for this hearing. 

Recently, Thomas Hoenig, the president of the Federal Reserve 
Bank of Kansas City, gave a speech in which he praised the work 
of Mr. Lundgren and his colleagues in addressing the Swedish 
banking crisis of the 1990s. This speech was called to my attention 
by Mr. Hoenig’s Senator, Senator Brownback of Kansas, and I ask 
that it be entered into the record of this hearing. 

[The information referred to follows:] 
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MR. SILVERS. In this Panel’s first report, our very first question 
was what is Treasury’s strategy? I hope that this hearing and the 
further work of the Panel and its staff will enable us to better un-
derstand what Treasury’s strategy is and how it measures up to 
the lessons of history. 

In the written testimony we have received from today’s wit-
nesses, there were some distinct common points. Financial crises 
tend to follow asset bubbles. Two, financial institutions are reluc-
tant to admit their true condition, and there is a tendency for regu-
lators and other political bodies to indulge them in this wishful 
thinking. Three, financial institutions with weak balance sheets, 
large financial institutions, contribute to a downward economic spi-
ral by pulling back on lending activity. 

The testimony suggests successful strategies for dealing with 
these common dynamics include, one, giving a Government agency 
clear authority to restructure the banks; two, being completely 
transparent about the strategy and operations of that agency; 
three, having that agency value bank assets on a realistic basis; 
four, holding bank executives accountable for their mistakes; five, 
being prepared to combine haircuts for bank investors with public 
funds to either, one, wind up truly failed institutions or, two, revive 
savable institutions with adequate capital; and six, above all, to 
move quickly to accomplish these tasks. 

It is noteworthy that in the three successful examples we are 
considering today, in no case did effective action result from trying 
to keep shareholders of zombie banks alive or from deferring to the 
incumbent management of those banks around key decisions such 
as asset evaluation or executive pay. 

On the positive side, the written testimony suggests that effec-
tive action often turns out to be less expensive than it appears at 
first, while delay in acting to restructure sick banks appears associ-
ated with increases in the ultimate cost to the public. This appears 
to be a striking feature of the testimony we have received on the 
most recent U.S. experience of financial institution failure, the S&L 
bailout. 

Of course, every country is unique. And while we in the United 
States benefit from the dollar’s status as reserve currency on the 
one hand, on the other hand, we cannot rely on someone else’s con-
sumer demand to rescue us, and to some extent, it seems both 
Japan and Sweden were able to rely on U.S. consumers to rescue 
them. 

Ironically, the United States has until very recently had a fairly 
decentralized banking system. But now our banking system looks 
more like Sweden’s and Japan’s than it does the U.S. system of the 
Depression era or even the late 1980s. And it seems that while we 
have many sick smaller banks, the FDIC is so far able to resolve 
them. It is the sick mega banks that are driving the crisis. 

While this Panel is awaiting a more detailed statement of the 
new administration’s strategy, I believe the unstated strategy pur-
sued by the Bush administration in the 4 months following the pas-
sage of the Emergency Economic Stabilization Act of 2008 was es-
sentially to offer a mix of implicit and explicit guarantees backed 
up by equity infusions in the hope of buying time for markets to 
become more rational and bank balance sheets to recover. The fun-
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damental assumption behind this strategy was that time was on 
our side. 

This Panel has held field hearings in Nevada and in Prince 
George’s County, Maryland, where we have heard firsthand from 
homeowners and seen the assets underlying at least the first 
rounds of our financial crisis. I am convinced that the fundamental 
assumption of the Bush administration’s approach—that time was 
on our side—was mistaken because the fall in asset prices at its 
heart was rational. 

Subprime loans and everything derivative upon them are not 
now and will never be worth their face value. The borrowers cannot 
pay their exploitative terms. The collateral is not worth and will 
never be worth on a present value basis anywhere near the value 
of the loans made on them. 

The reality of these losses, combined with the dramatic con-
centration in the financial sector that has left us with four mega 
banks, is a profound procyclical force, deepening the recession and 
worsening the bank crisis. 

Spoon feeding capital to broken institutions will not bring them 
back to life, nor will indulging in fantasies of reviving the real es-
tate bubble. Having the Government buy bad assets will either 
fully reveal the weakness of bank balance sheets if done at fair 
prices, or if done at inflated prices will simply be a way of hiding 
the largest regressive wealth transfer in U.S. history, a wealth 
transfer that will still not be big enough to revive the sickest big 
banks. 

Most of all, the reality of losses and weak balance sheets is that 
time is not on our side, just as time was not the cure in any of the 
case studies. Time without action was not the cure in any of the 
case studies we are looking at today. 

The Obama administration now faces the choice of continuing a 
failed strategy based on mistaken assumptions or looking to the 
lessons of history to craft a new strategy consistent with the values 
of responsibility, transparency, and shared sacrifice that President 
Obama has rightly asked our nation to embrace. 

I look forward to hearing from our witnesses today on the lessons 
of history. 

[The prepared statement of Mr. Silvers follows:] 
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The CHAIRMAN. Thank you very much, Mr. Silvers. 
Mr. Neiman. 

STATEMENT OF RICHARD H. NEIMAN, MEMBER, 
CONGRESSIONAL OVERSIGHT PANEL 

Mr. NEIMAN. Thank you. 
Good morning, and thank you all for appearing here today. 
It is especially appropriate that we are meeting here to discuss 

the strategies that have been used successfully in past crises, both 
here in the U.S. and around the world. 

The current financial turmoil has demonstrated just how inter-
connected the global markets have become. What began as a wave 
of defaults in the subprime sector of the U.S. housing market was 
transmitted across the world, impacting seemingly unrelated prod-
ucts, distant markets, and billions of people. 

This is certainly not the first time that financial dislocations 
have occurred. But the increasing interconnectedness of the capital 
markets amplifies the shocks, which could, in turn, delay recovery 
unless all affected countries work together in a coordinated re-
sponse. 

In developing that response, it is critical that we understand 
what strategies have worked in the past and what obstacles stand 
in the way of an effective solution. We can’t afford to overlook past 
lessons learned. As they say, those who cannot remember the past 
are condemned to repeat it. 

But, while there are similarities among all financial crises, no 
two are exactly the same. The prevailing conditions in the broader 
economy and the type of financial institutions involved provide a 
dynamic that makes every situation unique, requiring a unique so-
lution. 

And there is no one regulatory approach that is immune from 
systemic shocks. The financial crisis has affected countries with di-
verse systems, including the UK with its more consolidated regu-
latory structure. 

However, understanding why certain strategies worked in other 
contexts can help us develop the right strategy in our own cir-
cumstances. And while there is no ready prescription for solving 
the crisis of today, there are time-tested principles that we can 
adapt to our present situation. 

One of the most important aspects of any successful strategy in-
volves restoring consumer and investor confidence in the financial 
system. Instilling that confidence depends in part upon the Treas-
ury Department articulating a clear strategy for moving forward 
and then clearly communicating the metrics to be used in meas-
uring our progress in delivering on that strategy and in meeting 
our goals. 

Your testimony today will provide vital information for the Panel 
as we continue to advise Congress about the effectiveness of the 
Treasury’s strategy, and I look forward to your statements and the 
question and answer period. 

Thank you. 
The CHAIRMAN. Thank you. 
So let us get down to business. As we do, I want to thank Patrick 

McGreevy and Brian Phillips of the Oversight Panel for their hard 
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work in putting together this hearing. I don’t want to take the 
chance that I will forget at the end because we have gotten so en-
gaged in this conversation. 

I would also like to pause to recognize His Excellency, the Swed-
ish ambassador Jonas Hafstrom. Your Excellency, we are honored 
to have you here. And we appreciate the opportunity to learn from 
the challenges that your nation faced and how you dealt with them. 
We very much look forward to this. Thank you for joining us. 

So let us start with Director General Lundgren. I remind you all 
we have your statements, your written statements in full, and they 
will be made part of the official record. So if you could hold your 
oral comments to 5 minutes, that will give us a little time to be 
able to ask questions. 

Mr. Lundgren. 

STATEMENT OF BO LUNDGREN, DIRECTOR GENERAL, 
SWEDISH NATIONAL DEBT OFFICE 

Mr. LUNDGREN. Thank you very much, and thank you for the in-
vitation. 

Let me start with the differences between the Swedish banking 
crisis and what is happening now in the U.S. and, indeed, in the 
global context. Size, of course, Sweden being a small country. We 
had a regional crisis. This is a global crisis. 

This is a more complex crisis. We had a rather pure one with or-
dinary loans, not so much securitized. And we had another political 
situation. My advice is that if you have a banking crisis, please 
have it after elections, not before elections because after the elec-
tion, it is much easier to build political consensus. We enjoyed that, 
and I would say that that is a very, very good situation to be in, 
listening to political debate in the U.S. 

There are, on the other hand, similarities as well. I mean, first 
of all, we are—both the U.S. and Sweden are market economies, 
even though I hear sometimes from commentators that we are a so-
cialist country. The problem is that is not quite true. We have so-
cialized, to a large extent, people’s incomes. But the business sector 
is very free and market oriented. 

We have the same challenges that we had in the ’90s and that 
the U.S. stands for today. One is to maintain liquidity in the finan-
cial system, and that, I would say, was taken care of then and is 
taken care of now. 

The second thing is to restore confidence in the financial sector, 
and that means that depositors and investors have to be feeling se-
cure. And you have, thirdly, to restore the capital base. If you want 
to avoid or minimize credit crunch effects in the economy, of 
course, you need to have a capital base for lending. And if private 
sector investors don’t invest, then government has to invest. 

In Sweden, in the beginning of the ’90s, we had seven large and 
medium-sized banks that altogether had 90 percent of the markets, 
and then a couple of hundred smaller banks as well, mostly savings 
banks. The roots to the crisis was a speculation bubble in real es-
tate mainly, same kind of roots as today. 

When I took office in October ’91, we already had the bubble 
bursting, and we had problems in one of the big banks, the par-
tially already nationalized Nordbanken, and we got problems also 
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in a big savings bank at that time. Initially, we worked case by 
case, but found out during spring ’92 that we were on the verge of 
having a systemic crisis. And in the autumn of ’92, we came to a 
situation close to the one that the U.S. experienced after Lehman’s 
when confidence was totally lost. 

We had prepared for that moment some months, and what we 
did then with the support of the opposition, since I talked about 
the political consensus being there, was to implement a package 
with two main ingredients. One was a blanket guarantee for de-
positors and creditors. Of course, not for shareholders. Share-
holders have to pay first. That is a principle we used. 

We also had the right from parliament to be able to reconstruct 
and to restore the system, per se, by taking much different meas-
ures to unwind banks that should be liquidated, to capitalize banks 
that could be capitalized and then work again. We had a full as-
sortment of tools to be able to use, and we had also a situation 
where we had an unlimited economic frame. 

We dared not to ask for a frame where we had to go back to par-
liament again because that would have increased the fright about 
the situation, and we didn’t want to take too much. So we got an 
unlimited frame, which was a good thing. 

We didn’t ask to own banks, which, being a center-right govern-
ment and myself being market liberal, we wanted to avoid nation-
alization of banks. On the other hand, if you have to do it as part 
of a crisis management, so be it. Then you have to do it. 

Governments are not very good at running banks, but obviously, 
this time around, the former owners or the owners today hasn’t 
been very good either. And if you do it as a part of a crisis manage-
ment in order to save all the taxpayers’ money, you should do it. 

We used the banks we took over, which was only two that were 
nationalized, the concept of a good bank/bad bank, in order to have 
management in the good banks being able to concentrate on the fu-
ture and also to be able to get rid of or handle the bad loans, the 
nonperforming loans in a manner what we could recover as much 
as possible of the original loans. And it really worked quite well. 

We thought it could take up to 10, 15 years, but it took approxi-
mately 5 years before we could unwind these entities. We used 
transparency. Valuation was vital, of course. We had to have a sit-
uation where people trusted what we were doing and trusted, and 
the investors and others could trust that the estimates on the situ-
ation in the banks were correct as well, so we had rather tough 
mark-to-market valuation rules, which also helped us. 

Altogether, we got rather soon out of the crisis. Already in 1994, 
after 2 years, the bank system together was profitable once again. 

Thank you. 
[The prepared statement of Mr. Lundgren follows:] 
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The CHAIRMAN. Thank you very much, Mr. Lundgren. 
I should point out the buzzing is nothing to be alarmed about. 

It indicates that there is a vote going on on the floor, to alert mem-
bers that they need to be elsewhere, and that is one of the reasons 
we don’t have one of our members with us. 

Mr. Katz, could you speak to us of Japan? 
Mr. KATZ. Yes, and—— 
The CHAIRMAN. Push the little red button. 

STATEMENT OF RICHARD KATZ, EDITOR-IN-CHIEF, THE 
ORIENTAL ECONOMIST 

Mr. KATZ. First of all, thank you for having me. 
Japan is mostly lessons in mistakes to avoid. I very much agree 

with the comments made by members of the committee. The crisis 
is very, very different in the U.S. In Japan, there was a crisis in 
the real economy of goods and services that was reflected in the 
banking crisis, mostly about plain vanilla loans. Twenty percent of 
GDP was just bad debt. 

In the U.S., most of the nonfinancial sector outside of autos is 
actually quite healthy. The U.S. crisis is a problem in the shadow 
banking system of asset-backed securities and derivatives, not even 
so much the commercial banking system or the commercial bank-
ing part of the banking holding companies, but really the shadow 
banking system. So it is a more complicated problem, but not as 
deeply penetrating into the overall economy. So that is different, 
and that has pluses and minuses. 

Some lessons. One, the truth shall set you free. Japan hid from 
itself the depths of the problem, denied, covered up. I mean, crimi-
nal fraud cover-up. In the U.S., we created regulations that actu-
ally prevented us from even monitoring the size of credit default 
swaps or knowing the amount of counterparty risk. And the notion 
that we don’t sell financial derivatives on exchanges like we sell 
corn futures and stocks is just asking for trouble. 

So regulations requiring greater transparency, and putting de-
rivatives on public exchanges, would certainly be a remedy. That 
would allow us to avoid the counterparty risk like AIG and allow 
us to just know what is going on as well as regulate it. 

Second, some people have got to go jail. Two reasons. One, they 
deserve to. When bank executives press loan officers to approve 
loans that they know are probably fraudulent and then they pass 
them on by securitizing them, that has got to be against the law. 
If it is not against the law, then the Congress has got to remedy 
that. 

The second reason is that the public will not approve spending 
hundreds of billions of dollars if they think you are bailing out 
banker crooks. That is one of the reasons it took Japan so long to 
inject public capital into the banks. 

In the U.S. S&L crisis, hundreds of U.S. banker crooks went to 
jail. In Japan, few, if any, went to jail. So to get public support for 
that kind of money, the public has to feel that they are the ones 
being bailed out, not the malefactors of great wealth. 

Thirdly, you do need a capital injection. Japan finally combined 
the capital injection with an upside for taxpayers, and the capital 
injection has got to be combined with insistence that that be used 
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to write off the tax to toxic assets. In Japan, it took them about 
6 or 7 years to finally inject some money. But initially, they in-
jected the money so the banks could continue bailing out the zom-
bie borrowers. 

When the Koizumi administration, after about a year in power, 
finally decided to go after the problem, they insisted that the toxic 
assets actually be written off the books. It took about 3 years to 
do it. The social dislocation was actually less than they had feared. 

So the U.S. needs to inject enough capital so that banks can af-
ford to write off the bad loans—the Japanese banks were very, very 
thinly capitalized—but it also has to have the controls to make 
sure it is being used to get rid of toxic assets. The record on bank 
nationalization in Japan is actually a mixed record, which I can 
discuss in the Q&A, if you would like. 

Mark-to-market accounting is procyclical the way it is being used 
now. That needs to be adjusted. A large part of the capital losses 
of banking institutions is actually mark-to-myth writedowns be-
cause, in fact, capital markets have gotten panicked. So, there is 
irrationality in terms of these derivative prices relative to the level 
of the original asset. You could have the original loans being paid 
on time. And yet the securities based on them have lost a third of 
their value. 

Fiscal and monetary stimulus is absolutely essential. You cannot 
cure the crisis without it because you have to have a cushion un-
derneath the economy to prop up the economy. It is inherently de-
pressive to wipe out all of this wealth or to recognize the wealth 
that has already been written off. 

So you have to have that cushion. Japan did it in such a stop- 
go fashion that they gave fiscal stimulus a bad name, just as I fear 
some of the stuff we have done has given markets a bad name 
around the world. 

So you need fiscal and monetary stimulus, but you need it as an-
esthesia for the surgery of curing the banking problem of toxic as-
sets. If you use it as heroin to dull the pain and avoid the surgery, 
as Japan did for 10 years, then you have bigger costs, more pain, 
more losses in the end. 

Japan needed regulatory institutional changes. We certainly do. 
I think the heart of the U.S. crisis was an orgy of deregulation, 
which basically gave financial executives incentives to act like buc-
caneers, creating loans they knew to be dubious, selling them off 
to pension funds of teachers and plumbers and bank tellers. And 
that, I believe, is the heart of the crisis. 

It is not excessive debt, per se. It is that the debt was used for 
worse than useless projects. I have figures here showing actually 
the debt level in the United States is not as bad as many people 
suppose. The problem is how the money was used and the fact that 
the shadow banking system is so obscure that the players don’t 
know what anything is worth. The markets are frozen. 

I will stop there. 
[The prepared statement of Mr. Katz follows:] 
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The CHAIRMAN. Thank you very much. I appreciate it. 
So we go from Sweden to Japan to the United States. Mr. Cooke. 

STATEMENT OF DAVID COOKE, FORMER EXECUTIVE 
DIRECTOR, RESOLUTION TRUST CORPORATION 

Mr. COOKE. Hello. Thank you very much, Madam Chair and 
members of the Panel, for letting me be here today to talk a little 
bit about the RTC experience and what lessons may be relevant. 

What I will do pretty quickly is go back. The S&L crisis really 
started back in the late ’70s and early ’80s when interest rates 
were very high, and a lot of S&Ls got into deep trouble because 
they had made a lot of long-term, fixed-rate loans and depended on 
deposits. And depositors left, funding costs went up, and so then 
they started to lose money, and their capital accounts became very 
jeopardized. 

So you are dealing with—as rates are coming down, you are deal-
ing with an industry that has already got weak capital, which is 
very important. During that time, a lot of the S&Ls that were 
mutuals converted to private stock ownership. They brought in new 
investors, and they started to use some of the expanded authority 
that Congress gave in ’80 and ’82 to basically allow the S&Ls to 
do more things so they wouldn’t be so dependent on residential 
mortgages. 

The S&Ls, what a lot of them did was they started making risky 
loans that they didn’t really understand, and the regulators really 
didn’t understand either. The S&L regulators at that time really 
were very good on understanding residential mortgages, but they 
didn’t understand a lot of this other stuff. 

So about around ’86, credit losses started to surface. Actually, 
they started to surface even earlier, and then it became pretty 
clear that a lot of the S&Ls were really in trouble and needed to 
be resolved. The regulators were really unprepared for what hap-
pened, in my view, over on the S&L side, of course. 

And already by the time ’88 ended, ’86 to ’88, there were like al-
most 300 failures and over $100 billion in assets of failed S&Ls 
that had been resolved either in some kind of assistance trans-
actions, a lot of them were done in 1988. It got very controversial 
and political, and Congress got very outraged that the FSLIC, the 
insurer at that time, was bankrupt and it was making all these 
deals that it really didn’t have the authority or the funding to do. 
And things went pretty sour. 

So, at that time, you also had a very strong industry influence 
that didn’t want to acknowledge that the problems really existed. 
I mean, the S&L industry had a very powerful lobby, and they just 
disputed. And when the administration at that time did get some 
money in, back in those days, they didn’t get near enough. It had 
only gotten about 10 percent of what the costs ended up being. 

In 1988, in late 1988, the Treasury Department came over to the 
FDIC and asked if maybe we could provide some help in eventually 
running a temporary agency, the RTC, as well as taking over some 
of these failing thrifts that the FSLIC would say were no good. 
Take them over.’ 

We agreed. In August of ’89, FIRREA was passed, and that law 
was a fairly comprehensive law. As the executive director, my job 
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was trying to ramp up operations and interact with the other agen-
cies. So maybe I am a little influenced by that too much. 

But FIRREA did a major overhaul of the S&L regulatory system. 
At the same time, it was trying to have that system deal with the 
crisis, and that involves a certain amount of personal interaction 
and time that I don’t know yet is fully appreciated. FIRRA basi-
cally eliminated, abolished the Home Loan Bank Board, FSLIC, 
created OTS, created the Federal Housing Finance Board and cre-
ated the RTC, transferred new functions to the FDIC. 

That takes time to do, but there was no time allowed to really 
do that. Maybe it is wrong, but at the FDIC side, we sort of kept 
an eye on it. But we didn’t do much until we knew there was going 
to be a law passed. And so, there really was not much preparing 
that I am aware of. 

The RTC was set up. I was the deputy to Chairman Bill Seidman 
at that time. He asked if I would go over to ramp it up, and I didn’t 
expect him to ask. And in hindsight, there were many times when 
I wish he had never asked. 

But in terms of the temporary agency, the RTC, first of all, it 
would avoid confusion in governance. If you are going to overhaul 
the regulatory system, don’t confuse people as to who is responsible 
for what. 

We had an oversight board that was created for the purpose of 
policy and had control of the budget. The oversight board consisted 
of Secretary of the Treasury, chairman of the Federal Reserve, the 
Secretary of HUD, and two private sector. A very, very high-level 
board. 

And the FDIC was responsible for putting someone in charge, 
trying to oversee the operations of the FDIC. There was a gap be-
tween the operation end and understanding the governance. And 
so, whatever is done, don’t put yourself in that same mess. 

On the operating side, we knew what we were supposed to do 
now. We didn’t realize how many there would be, but we knew we 
were supposed to take over these S&Ls and resolve them. That 
took a lot of time. Original loss etimates of $50 billion were way 
low. They were based on, maybe 400 failures and a couple hundred 
billion in assets. Ended up being like twice that, and that took a 
lot of time. 

I am trying to rush through here. About half of the assets were 
hard-to-sell assets. We had to come up with new ways to try to sell 
the assets and to value them. We came up with new valuation poli-
cies, and we came up with new disposition methods. 

We did not have to negotiate and buy. But we did have to come 
up with values because there were provisions of FIRREA not to sell 
any asset for less than 95 percent of fair value and no one really 
knew what was the fair value. Some of the markets in the South-
west, you know, Arizona, Texas, very hard hit during this, and peo-
ple were concerned we would dump the assets. 

Interestingly, when I was in the chairman’s office, we had rep-
resentatives from Arizona, as I recall, come in and ask that the 
RTC not dump assets and destroy the values that healthy banks 
had on their books. A year later, the same group came in and said 
you have got to start moving these assets because RTC was freez-
ing up the market. 
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So we started a much more aggressive approach. At the time, we 
went through a lot of times having to go back to Congress and say 
we don’t have enough money. We needed two types of money. We 
need money to pay for the losses in these institutions, but more 
money to get these institutions out of conservatorship. On the day 
that we opened our doors on August 9th, we had like 270 institu-
tions in conservatorship, which meant that we were supposed to be 
somehow running them. 

There were no real guidelines on what meant. So when you na-
tionalize an institution, at least know what you expect it to do, if 
that happens. 

The CHAIRMAN. Mr. Cooke, let me just stop you there. 
Mr. COOKE. Am I running over? I am sorry. 
The CHAIRMAN. Yes, that is all right. We are a couple of minutes 

over, but we will get back to more of this in the questions. 
Mr. COOKE. Okay. All right. Thank you. 
[The prepared statement of Mr. Cooke follows:] 
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The CHAIRMAN. Okay, thank you very much. 
And Dr. White. You will take us to the U.S., but further back. 

Please. 

STATEMENT OF EUGENE WHITE, PROFESSOR OF ECONOMICS, 
RUTGERS UNIVERSITY, AND RESEARCH ASSOCIATE, NA-
TIONAL BUREAU OF ECONOMIC RESEARCH 

Dr. WHITE. Yes. I would like first to thank the Panel for the invi-
tation to provide testimony on the actions of the U.S. Government 
to stabilize the financial and housing sectors during the Great De-
pression. Although I devote equal time to these two questions in 
my written testimony, I understand the committee has requested 
that I focus on the operations of the Reconstruction Finance Cor-
poration. 

At the beginning, I would like to point out that the financial sys-
tem then was very different than today, and it is those differences 
which are instructive—principally, the absence of deposit insurance 
and the very high levels of capitalization. 

The Great Depression, as you know, we all know, was the most 
severe recession the U.S. has ever experienced. There is a general 
scholarly consensus that the primary driving force that trans-
formed a relatively ordinary recession into the Depression was the 
failure of the Federal Reserve to pursue correct policies at several 
critical moments. 

The first question must always be why didn’t the Fed respond to 
the rising number of bank failures? That answer is fairly straight-
forward. Bank failures were a common feature of the financial 
landscape because of a structural weakness in the banking system. 
State and Federal regulations had a nearly universal prohibition 
on branching that created a system dominated by small, single of-
fice banks. 

Thus, in the 1920s, there were well over 20,000 banks. Failures 
of a few hundred a year were regarded by policymakers and most 
of the public as a normal winnowing of weak institutions with poor 
management. Shareholders lost their investment—in fact, more be-
cause there was double liability—and depositors faced a haircut. 
While this may sound severe, aggregate losses of the entire system 
were relatively modest. 

In the absence of Federal deposit insurance, bankers were aware 
that the public was attentive, withdrawing deposits if the banks 
appeared to be in trouble. Consequently, they maintained high lev-
els of capital. For national banks of the 1920s, the capital asset 
ratio was about 12 percent, or approximately double what it is 
today. 

These bank failures did not present a systemic risk to the econ-
omy because they were relatively random and not part of a general 
economic decline. That changed in 1930, when the first panic 
began. 

The first major response to the massive bank failures was the 
creation of the Reconstruction Finance Corporation (RFC) in 1932. 
The Federal Reserve’s reluctance to provide additional liquidity to 
financial markets presented the Government with an unusual prob-
lem. The classic policy remedy in a banking crisis was for the cen-
tral bank to lend freely from its discount window. This policy would 
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enable banks that were illiquid but otherwise solvent to survive the 
crisis. 

The task of the RFC was to provide sterilized lending without a 
change in the monetary policy of the Fed to banks that were weak. 
In other words, a second-best policy. The RFC was an agency of the 
executive branch of the Government and granted extraordinary dis-
cretionary authority. The agency aimed to follow sound banking 
practices with advances being fully secured. Lending was through 
its field offices, and these had full authority to grant loans up to 
what are the equivalent today of $1.5 million. 

The management philosophy was to pick a man to be completely 
responsible for the operations in an office and let him succeed or 
fail on the basis of whether or not his office showed a profit. Loan 
evaluation was simple. Once an application was received, the agen-
cy evaluated whether an asset value was sufficient. 

There were three phases of the RFC’s operations—the first from 
February 1932 to July 1932, second from July 1932 to March 1933, 
and third after March 1933. The first program in 1932 was where 
the RFC made loans to banks and railroads. During this period, 
Eugene Meyer, chairman of the Federal Reserve Board, was also 
chairman of the RFC. 

Meyer kept the terms and collateral on loans at the RFC the 
same as those at the Federal Reserve. Consequently, what hap-
pened was that the Fed could only lend to member banks. So he 
essentially extended the policy to nonmember banks; and it is dur-
ing this period that the RFC loans are generally seen to be ineffec-
tive in improving bank survivability. 

I should add parenthetically that the RFC also made loans, sub-
stantial loans to railroads. However, various studies have shown 
that these did not actually solve the problems of the railroads. In 
fact, they prolonged their distress. 

The second phase of the RFC began in July 1932, when lending 
rules were liberalized. However, at almost the same moment, the 
list of banks that had received aid had been kept secret, just as the 
Fed had kept the names of banks who came to the discount window 
secret were made public. Making these loans known to the public, 
banks became hesitant to go to the RFC to get loans, and the num-
ber of loans offered by the RFC rapidly dwindled. 

The last phase began in March of 1933, when the RFC began to 
offer its preferred stock purchase program. Unfortunately, this pro-
gram occurred at just the same time as the banking system was 
collapsing and the bank holiday occurred. 

When the RFC failed to prevent bank failures and runs, the state 
turned to a widely used 19th century method, which was to restrict 
payments, and they began to announce bank holidays, which snow-
balled eventually into the bank holiday of March 1933. 

The bank holiday was a drastic remedy. Before the holiday, the 
public was prone to run on a bank because it had no means to as-
sess its solvency. This information asymmetry had always been 
present, but it was heightened during the financial crisis. 

The Government now stepped in and erred on the side of caution. 
After examination, only those banks that were clearly solvent were 
reopened. Those banks whose condition was dubious would remain 
closed until the Government could ascertain their true condition. 
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Thus, at the end of 1932, there were over 17,000 banks, but after 
the holiday, only about 11,000. The remaining 2,000 were either 
liquidated or merged. This had the effect of restoring public con-
fidence in those banks which were open; and for those which were 
closed, depositors were not bailed out. Instead, all stakeholders in 
the failed institutions absorbed losses of $2.5 billion, or roughly 
equivalent today of $39 billion, about 2.4 percent of GDP. This bur-
den was shared roughly between shareholders and depositors. 

To wind up, I will just offer you a rough comparison. If we com-
pare the 1930s to the 1980s, the rough loss from the S&L and com-
mercial banks was about $126 billion, about 3.4 percent of GDP. 
And if you believe that today’s crisis has losses of $1.7 trillion, that 
is 11.6 percent of GDP. So the cost of our crises seem to be spi-
raling upwards. 

[The prepared statement of Dr. White follows:] 
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The CHAIRMAN. Thank you, I think. Thank you very much. 
Thank all of you. 

What we will do now is we just want to engage in some ques-
tions, if we can here. We limit ourselves as we ask questions to 5 
minutes, but I think we will have enough time that we can go more 
than one round here. So we do want a chance to explore this while 
we have got everyone together. 

I get the privilege of asking the first. So let me tell you where 
I would like to start this. There has been much debate around the 
question of nationalization, and the argument back and forth about 
nothing is an appropriate analogy. Everything was different at 
every other point in time or every other place. 

And what I have tried to do as I have listened to this is I try 
to think, so what is it that people are concerned about with nation-
alization, other than it sounds like a scary word? And as best I can 
figure out, there are three things that seem to emerge each time, 
that sort of circle through this. 

One is that if we nationalize, there will be politics involved in 
lending. The notion that there will be folks from Congress who will 
call the local financial institution and lean on them to finance a 
constituent’s business or to—at a much larger level, to get involved 
in lending activities that they have no business getting involved in. 

The second is that it is simply too complicated. All well and good 
for those charming little banks of yesteryear, but that today we 
have mega institutions that are far too complex to be nationalized 
because, surely, no one in the public sector could run them. It takes 
the expertise of the private sector. 

And the third, and I think related to this, the argument runs 
there will be too many people who will have to be replaced. It is 
a sort of variation on the expertise argument. We will have to fire 
all the bank employees and put to work government employees who 
would then have to be retrained, who wouldn’t understand. 

That is the best I can figure it out from what I hear. And if I 
have left some out, you should feel free to add. But what I would 
like to do is I would like to start with you, Mr. Lundgren, if you 
could talk to us particularly about the political influence question. 
How did you deal with this problem in Sweden? How did you deal 
with the question of expertise, whether or not government officials 
could be expected to run these complex institutions? 

Mr. LUNDGREN. It has been fascinating to follow the debate in 
the U.S. regarding nationalization, which we didn’t use as a tool. 
That is not a tool. That is something that can come out of you han-
dling a crisis. 

We had one bank that was partly nationalized, which we fully 
nationalized. And we had another one, which we nationalized be-
cause it was just a black hole and nothing else. 

What you have to do then is you replace top management be-
cause, obviously, those who led the bank into the black hole 
shouldn’t be there, and you have got to replace boards. And you 
don’t replace ordinary people in the banks. You don’t try to con-
vince yourself that you are an expert in running banks because you 
are not. 

On the other hand, as I said, I mean, obviously, those people that 
have run the banks now and the shareholders that have been re-
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sponsible for them haven’t been very successful, to put it mildly. 
So government, could they do it worse? I don’t think so, to be hon-
est. It is a crisis management question, and nothing else. 

Regarding political influence, it is not a tradition in Sweden. I 
wouldn’t see how local politicians here would be able to do that, but 
I couldn’t answer that question, of course. We didn’t have that 
problem at all. It wasn’t discussed at all. 

When it comes to the expertise, as I said, it can be solved. You 
have a lot of good people that were not responsible for what hap-
pened in the banks, and they could take over. 

So we took the one nationalized bank, put the viable parts into 
what was the government-owned, fully nationalized then, and now 
it is partly privatized. Only 19 percent is still in government, and 
that is Nordea, which is a very good bank today. The new manage-
ment managed to restore the bank, per se. 

So I don’t really see there are any dangers because what you 
really need to do is if government goes in with capital, market 
economists say that if you take the responsibility of being an owner 
and you also take the advantages of being an owner, you should 
do it fully. You shouldn’t abstain from voting power. You shouldn’t 
be afraid of taking ownership. But you should, as soon as possible, 
try to get rid of it. 

The CHAIRMAN. That is very helpful. 
Mr. Cooke, was this an issue in the ’80s with the RTC? 
Mr. COOKE. Well, at the RTC, we had a lot of institutions in con-

servatorship, and we had to run them. The law that was passed 
creating the RTC, as I remember it, basically said to Congress, 
don’t get involved. 

But your three points—you know, politics, complication, and you 
need too many expert people—of those, politics was not as big an 
issue with us. But there was always a little bit. You can’t get away 
from it totally. 

As far as being complicated, I think that is the worst excuse to 
give because that is basically saying, as back in my examiner days, 
‘‘It is too big to analyze. Pass it and watch it.’’ That is just going 
to be a problem. So you can’t—if it is too complicated to do some-
thing with, you have got to do something about that. 

And so, we had institutions that were complex, that were larger. 
But nothing like what people are talking about today. And as far 
as too many people to replace, you do have to get rid of the top 
management. You have got to do that. And you have got to get rid 
of probably the next line down before you start getting any objec-
tive analysis. Depending too heavily on the work of the guys in 
charge now, at least from my view, is a mistake that you will come 
to realize slowly. 

The CHAIRMAN. If my co-Panelists will indulge me, I just would 
like to follow by asking the question, in effect, in the reverse point. 
Mr. Katz, does the failure to nationalize take politics out of the re-
lationship between the financial institutions and the government? 

Mr. KATZ. In Japan, it worked the other way around. There were 
some banks, about four, who were effectively nationalized. A couple 
actually had just simply gone bankrupt. Two were bailed out. 
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In the first couple of cases, the stockholders were totally wiped 
out. In the last case, the stockholders were bailed out, and the 
stock market had a rally. 

S&P is about to come out with a study about the banks which 
were nationalized in Japan. Let me just preface this by saying I am 
not sure if nationalization is the right solution here or not, but let 
me discuss the track record in Japan. Those banks that were na-
tionalized in Japan got rid of toxic assets much more thoroughly 
and much more quickly than those which were not nationalized. 

On the other hand, the ones that were nationalized got a much 
bigger capital injection from the government. So they could afford 
to do the writedown. And on the third hand, if you will allow me 
a third hand, the ones that were taken over were smaller. They 
weren’t the mega banks in Japan. 

On the politics. Politics actually really worked the other way 
around. In Japan, your social safety net is your job. So you can’t 
allow companies to fail, and you can’t allow banks to fail. They 
called it the convoy system. So the Diet members would actually 
call up banks and say, you are not making enough loans to Mr. Ta-
naka down the street, to mom-and-pop stores. 

So the political pressure on banks to lend was actually very, very 
great, having nothing to do with nationalization. It is just the way 
the system worked. 

Now what happened was the crisis was so bad that the Diet took 
the whole power over running the banks away from the finance 
ministry, which had been in cahoots with the bankers for mutual 
cover-up, and created an entirely new agency called the Financial 
Services Agency. One of my favorite bureaucrats there actually 
spent some time working in the National Police Agency, and had 
spent some time in London and in New York, and so seeing other 
things. 

So the politics actually worked fine, despite an awful lot of polit-
ical pressure on the nationalized banks, one bought up by a U.S. 
hedge fund, to make these loans to weak zombie companies. That 
came out in public. It was a big brouhaha. But, in fact, the politics 
worked the other way. 

On the complexities of nationalization, I basically agree with the 
other people’s comments. Lop off the top management. But you are 
the shareholder. So you are the boss. You hire people, but you don’t 
get rid of everybody. 

The CHAIRMAN. Good. Thank you, Mr. Katz. 
And if I could just have a final comment from Dr. White. Just 

keep it short. 
Dr. WHITE. There is good news from the Great Depression—— 
The CHAIRMAN. Turn your—good news from the Great Depres-

sion. We are ready. 
Dr. WHITE [continuing]. On the issue of favoritism. The New 

Deal programs have been extensively studied, and almost all of 
them find extraordinary political favoritism, with the exception of 
the RTC. And the reason for that is there was a great deal of insu-
lation by granting extraordinary executive authority to the Presi-
dent. 

So even though we know there are cases of congressmen and gov-
ernors calling up the RTC, overall, it looks like a fairly clean pro-
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gram. It was easy to find plenty of people to staff both the RTC 
and the HLC, which had 20,000 people on its staff. 

The issue about the complexity of valuing a failed banks’ assets 
is kind of misleading because what happens is that at this point, 
the economy is in a terrible downturn. Markets have become very 
thin. Assets are harder to evaluate. And so, it is natural that it 
seems more complicated, but it is just requiring that people, the 
bank examiners and those others, to exercise a little more discre-
tion. 

The CHAIRMAN. Good. Thank you all very much, and thank you, 
Panelists, for your indulgence on the time. 

Mr. SILVERS. Yes, first, just one quick thing. Mr. Lundgren, in 
your opening comments, you referred to yourself as a market lib-
eral. That is a term that is not current in U.S. parlance. Am I right 
to assume that you represent the more conservative of the major 
Swedish parties and that you believe in free markets? 

Mr. LUNDGREN. Yes, we call it market liberal because liberal is 
something that is freedom. It is not the American way of political 
liberalism. I am a conservative in that respect. Market conserv-
ative you could say. 

Mr. SILVERS. Yes, just one of those things where we are sepa-
rated by a common language. 

Secondly—first, Mr. Lundgren and then Mr. Cooke—could you 
talk about the treatment first of stockholders and elaborate on the 
reasons for the treatment of stockholders in the respective pro-
grams you ran. And then secondly, bondholders and how they were 
treated and why? And then I will have a follow-up question. 

Mr. LUNDGREN. If I would start out with the bondholders, I 
mean, they were creditors. They were investors, and you could 
argue that they should, of course, be evaluating their investment 
and suffer if they did wrong in their analysis. 

On the other hand, if you come to a systemic crisis, I think that 
you have a situation where nobody, depositor or creditor, can lose 
on a bank. You saw that after Lehman. Lehman was a mistake, ob-
viously. So, first of all, all creditors were covered by this blanket 
guarantee. 

Secondly, if you have the blanket guarantee, then you have to, 
of course, handle the situation within the banks, and all banks ex-
cept one applied for government support. We then told them that 
if you want capital injection from government, it is not soft money. 
We even had to change legislation one more time in order to try 
to convince them that we were superior when it comes to negotia-
tions. It was not so much negotiations as it was an offer that you 
couldn’t refuse if you needed capital injection from the government. 

And that meant that you diluted the shareholders’ value, of 
course. And if we got majority in the government, so be it, then we 
took the majority in the banks. This helped us getting private eq-
uity because the owner families of the SEB, SE Banken, the 
Wallenberg family, of course, understood that it wasn’t very nice to 
have the bank taken over by government. So they found private eq-
uity. 

Of course, we were helped by the appreciation of the currency by 
the economy reviving and so forth. But still, it was a very tough 
handling. So it was an explicit message that there are no negotia-
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tions. If you need capital injection from government, we will take 
the same stakeholding in the bank as the amount of capital we put 
into the bank. 

Mr. SILVERS. Voting power? 
Mr. LUNDGREN. Voting power, of course. I mean, without voting 

power, you don’t have the influence. 
Mr. COOKE. With regard to RTC, it was all the deals, all the 

transactions were closed bank transactions, which basically meant 
the shareholders ended up being left behind in receivership. And 
if there were any collections when the day was done, they might 
get something. But they were pretty much removed from the pic-
ture as we removed senior management and all that. 

As far as bondholders, depending on the terms of the agreement, 
they may have been left behind in receivership, which is like the 
bankrupt estate. We would sell off the deposit franchise. If we can 
get money to sell it off before it evaporated. And we would sell off 
the assets, and they would just wait for the collections, their pro 
rata share of collections in the proceeds. So they would be a gen-
eral creditor, most bondholders, unless they had some kind of secu-
rity, they were secured. 

What may be more interesting, in the mid ’80s before they 
changed the law, a lot of big banks, not a lot, but big banks were 
coming to the FDIC, looking for what we called open bank assist-
ance, which is where you are not closing the bank. You are not put-
ting it through a receivership. You are going to provide assistance. 

And at that time, Chairman Seidman—there were getting to be 
a lot of people coming in, looking for money, saying, ‘‘Why don’t we 
get this?’’ And he established some ground rules that basically said 
to shareholders if you get Federal assistance, your interest, number 
one, is going to be substantially diluted. And if you want us to 
bring in new capital, we better have a situation where somebody 
else puts their money on the hook so we know that you are not 
the—someone else has said this is a viable assessment and also 
that top management prepare your travel plans. 

And as far as shareholders, one of the things that we did was 
go aggressively after management at the RTC, and if there are any 
shareholders, controlling shareholders for any issues that we felt 
contributed to because every time we had to go up for money, 
which we had to keep doing, it was good to have something good 
to tell Congress. And we would say, well, we didn’t do perp walks, 
but we would say this many people went to jail in the regular up-
date. 

Mr. SILVERS. Second question. There has been a lot of debate in 
the United States about valuation issues, particularly about mark- 
to-market accounting. What is the experience—and any of you 
could answer. What is your view about the effectiveness of essen-
tially an administrative valuation, which I think is a common 
theme across a number of your testimonies? And how does one un-
derstand it in relation to debates about mark-to-market account-
ing? 

Mr. LUNDGREN. If you start with Sweden, we had a simple situa-
tion. We had ordinary bank loans, plain vanilla, which was coupled 
with mainly real estate as collateral. So what we had to do, in ef-
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fect, was to try to get right values out of the collateral, which was 
real estate, commercial real estate mainly. 

What we did was opt for the mark-to-market valuation. Even if 
it could exaggerate in the long run the situation, I think that that 
gave us, due to the transparency it gave, gave us more credibility, 
restored confidence much easier. Because even if it seemed that the 
losses and the total losses in the bank would be greater than other-
wise, it was mark-to-market is mark-to-market. Whatever other 
method you use, it is not a clean method. There is always an argu-
ment to what, how do you valuate? How do you really put a value 
on it? 

Of course, this situation with all these securitized instruments is 
much more difficult. On the other hand, what you need to do, I 
mean, you need to be able to show that all of the banks’ stress test-
ing or whatever, you can have a real picture of what is the black 
hole and what is the losses on the asset side and how much capital 
do you need to inject? 

Not only because Congress needs it to try to estimate what more 
funding might be needed, because probably more funding will be 
needed to handle the situation here, but also to convince investors 
that, okay, now you have a sizable—you have a picture of how big 
the size of losses are as well. So I would go for the mark to market, 
even if it is procyclical. I can see that there are those problems, but 
that is the one we would choose, and it helped us coming out quite 
good. 

Mr. KATZ. Could I make a very just quick comment on that? In 
Japan, there was, as far as the loans themselves, mark-to-market 
was less of an issue because they had preset sort of loan loss re-
serve ratios depending upon how much in arrears it was, how 
much loss. They began to develop an actual market in distress as-
sets, both a government organization to create it and private mar-
kets. 

The real problem with their mark to market was that the banks 
were allowed to hold stocks as part of their capital. The stock mar-
ket went down. That hurt them. The government tried what they 
call price-keeping operations, basically buying stocks. It didn’t 
work. This is the case where the patient has got a fever, so let us 
bribe the thermometer. 

But I would say the situation in the U.S. is different in the sense 
that mark to market is being used in cases where there is no mar-
ket. So, for example, when Merrill Lynch has its fire sale of assets 
and 22 cents on the dollar to avoid bankruptcy, but there were so 
few actual deals in that particular instrument that everybody else 
had to mark it down to 22 cents to the dollar even though the un-
derlying asset was actually good. 

Mr. SILVERS. Mr. Katz, I don’t mean to cut you off there. Keeping 
that in mind, I am curious about the effectiveness in the U.S. con-
text in the past of essentially trying to get at real values through 
administrative processes rather than either through a frozen mar-
ket or through pretending that they are worth more than they are. 

How good has that type of process been, and is it something that 
could be replicated in this situation? 

Mr. COOKE. In the case of the RTC, we had a lot of that. We had 
a lot of junk loans and construction development loans where there 
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was no market for those assets. Now we were in the sell mode, not 
the buy mode, because we got it when the institution took them 
over, and that made a difference. 

And we were also required not to sell anything initially less than 
95 percent of fair value in certain markets, which really created a 
problem. We updated appraisals, and appraisals were all revised, 
too, at that time because they were all—the practice was very 
flawed. We just couldn’t get a price we could sell the assets. 

So there was no market, but we worked with the private sector 
advisors as to what kind of reasonable returns would markets be 
looking for. Then we would take our assessment of the cash flows, 
and we would use that to establish what we called a derived invest-
ment value. We used that to sell the first pools of these structured 
assets, and we met what we thought was the fair market. And it 
definitely increased competition. 

Very quickly, everybody was in there because the market re-
turns. All it takes is someone making on it to get somebody else 
to want to come in and do it. And the prices and the values went 
up. So it worked fairly well. 

But again, we were selling, not buying, and that is a little 
trickier. I would just say I agree. But I don’t know how you mark 
to market when there is no market. I just don’t know how you do 
that, and there has to be somewhat of a different model. 

Maybe the Government can come in and really assess cash flows, 
do something similar. I just don’t think you can price it. 

Dr. WHITE. Yes, just a bit of an historical comment on this. 
Given that commercial banks oftentimes specialize in lending to in-
dividuals who don’t have access to markets, it is hard to say that 
you mark to market a loan, particularly to small business or some-
thing like that. 

That being said, the bank examiners used to, before the Great 
Depression, basically mark to market, and it is only after the De-
pression comes when they gain the right to—because the markets, 
the values affecting it have tumbled so far—to make some judg-
ments. And that is when we get forbearance at that point and that 
sticks, and we drift away from mark to market. 

The CHAIRMAN. Very helpful, thank you. 
Mr. Neiman. 
Mr. NEIMAN. Thank you. 
I would like a follow-on to Elizabeth’s first question, where she 

outlined three arguments against nationalization that are often 
used. I would like to add another one to the extent that national-
ization could result in inhibiting factor for the attractiveness, at-
tracting private capital into other institutions, particularly due to 
the risk of traders pushing down the price of the stock, shorting 
the stock in anticipation of which is the next bank to fall. 

This, I assume, is a relatively unique circumstance in our current 
events, but I would like your perspectives from whether it was a 
factor in your prior experiences and how it was significant. Is it a 
factor in the debate around nationalization? 

Mr. KATZ. In the case of Japan, it actually worked the opposite 
way. So the first couple of nationalizations, the companies actually 
went bankrupt. 
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The government bought them and then fairly quickly sold them 
off to hedge funds, U.S.-based hedge funds actually in both cases. 
In the third case, which is the most interesting, the bank had not 
yet failed. It wasn’t a de jure nationalization, but de facto it was. 
They bought up controlling shares. They fired the top management. 
They injected lots of capital. They did not wipe out shareholders. 

And what happened was the stock market, which was at ridicu-
lously low levels, suddenly recovered because other people felt, 
okay, they are not going to wipe out the shareholders in rescuing 
the bank, but they are going to fire top management and they are 
going to say you either get those loans off your books, or we are 
going to get them off for you. 

And what happened was then it concentrated minds in the other 
banks, which had not been getting the bad loans off the books. 
They started getting off the loans very quickly so they would not 
be taken over. And then they began to do all kinds of stock 
issuance. Some of it was pressuring their customers to send in 
stock. But the fact is that stocks, including bank stocks, did rally, 
and from that point on, it was about 2 to 3 years before the prob-
lem was really solved. 

It ended up attracting capital because it induced the manage-
ment to finally step up and do the right thing. 

Mr. COOKE. Well, I just want to comment. In terms of the insti-
tutions—you are not going to attract investors until they are com-
fortable with the asset problems. I realize short sellers and hedge 
funds can try to drive prices down, but if you have a bank and you 
have isolated the problems and take it out, there are plenty of in-
vestors looking to buy banks. 

One comment about nationalization in terms of political inter-
ference. Some may disagree with me. Back when we had Conti-
nental Illinois, at the time it was the seventh largest bank. There 
is a tendency for regulators, when they are running a bank, to be 
overly risk averse, and that is probably not the right thing to say 
now. But, there is such a tendency to not be unfairly competing 
with other banks that are healthy or to take risks. 

And, I don’t think you can do that very long. So if the govern-
ment nationalizes, it is best not to stay long. Get it out of govern-
ment hands. 

Mr. LUNDGREN. Well, I have no further comment. I don’t think— 
I don’t see that as a problem. We didn’t experience it either. But 
a good thing, if you encounter a situation where you have to, due 
to crisis management, nationalize, not because you wish to nation-
alize, you get a better tool in order to get taxpayer money back. 

One of the reasons our 4 percent of GDP that the total outlays 
were in ’92 and ’93, of that, most of it came back. A lot of it due 
to value increase and later privatization of the bank or the banks, 
rather, that were nationalized. So that is a way also of getting back 
to having an upside for the taxpayer as well, I would say. 

Mr. NEIMAN. To include Dr. White in this discussion, am I cor-
rect that FDR imposed two rules in this respect? One eliminating 
mark-to-market for bank valuations and also under his first chair-
man of the SEC imposing the uptick rule to address the concerns 
around short selling? 

Dr. WHITE. Yes, that is correct. 
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The CHAIRMAN. I think that you have all hit on this. I was really 
struck when I read the testimony that you all submitted in ad-
vance, which I appreciate. And it is certainly been a part of what 
we have been talking about today. But I want to give you an oppor-
tunity to draw a tighter line on the issue of honesty that I keep 
hearing in different incarnations. 

And if you can, I just want you to draw this line, if you can, as 
tightly as possible between what you learned from your experi-
ences, what honesty meant in the context that you studied it or 
lived it and to how that affects or should be affecting what we are 
talking about today? Why this seems to be a live issue, if that 
would be appropriate? 

Could I start with you, Mr. Lundgren? 
Mr. LUNDGREN. It is a question of what you really mean with 

honesty. 
The CHAIRMAN. That is why I asked. 
Mr. LUNDGREN. It is vital that government is perceived as honest 

by the people. I mean, obviously, we had to be very, very straight-
forward, very open, very transparent. I went to Swedish parliament 
three or four times in order to be open about what we were doing 
and so forth. That is one thing. 

The second thing is that, obviously, a lot of bonuses we had at 
that time as well, or golden parachutes, you have to handle that. 
And you will be very strict in trying to reduce, get rid of, and so 
forth. And we also had—we sued boards of the two banks that were 
nationalized for compensation, since they obviously were not up to 
their responsibilities. There were breaking of bank rules and so 
forth. And we got some compensation out of that as well. 

So from a political point of view, you have to be very, very 
straight and very honest, and you have to try to see to it that peo-
ple also understand that you shouldn’t be given gratification, bo-
nuses or whatever, if you run something badly. And that is also a 
necessity to handle. 

The CHAIRMAN. I wonder if you had imagined that you would 
come here to testify to such points any time before the most recent 
past. 

Mr. Katz, you speak about this, and you speak about reluctance 
to acknowledge problems in Japan. 

Mr. KATZ. I think honesty is two levels. One is there was a the-
ory in Japan that you would shatter confidence if you admitted the 
truth. So there was, on the instructions of the finance ministry, de-
liberate cooking of books. The problem is it destroys confidence be-
cause ultimately reality does come out. 

And certainly, if we don’t even know how big the derivative mar-
ket is—we didn’t even know the size of the AIG exposure and all 
the links—then we cannot prepare for a crisis. So that is one level 
of honesty. 

The other level of honesty is what got us in the crisis in the first 
place. My belief is at the heart of the American crisis was a corrupt 
corporate governance system where CEOs were compensated in a 
way that they had to hit homeruns. If they hit homeruns, they got 
huge, huge bonuses. And if they struck out, there was no penalty. 

And should they actually get kicked out of the game, which is to 
say drive their company underground, they got $140 million sever-
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ance pay. So, naturally, you get people who should be hitting for 
singles and would be .300 batters who are instead always hitting 
for homeruns and striking out. 

And there is a huge difference between the performance of CEOs 
paid by stock options and those who were not. We also stopped ap-
plying rules that say when you lend to someone, they have to have 
a downpayment. When you lend to somebody, they have to be able 
to pay back. Also it would be preferable if they were alive. We have 
cases of banks lending to people who were dead. 

And so, these nonbanks originated these dubious mortgages and 
the nonbank portions of commercial banks could then unload these 
dubious loans, loans they knew to be probably fraudulent, on to 
other people through securitization. But executives made tons of 
money and faced no penalty. 

So we had an incentive system, which actually incentivized ex-
ecutives to do the wrong thing. That is a whole level of dishonesty 
that was not the case in Japan. It was much worse here. 

The CHAIRMAN. Thank you. Mr. Cooke. 
Mr. COOKE. I would just say, really, transparency is key. If you 

want honesty, the Government has to be honest. And I am pretty 
sure that the Government was not totally honest back in the S&L 
days. Everybody thought those problems were going to be more ex-
pensive, and they turned out to be so. So I think there was influ-
ences there. 

But honesty is important. You know, the Government has to be 
honest with the people, and they have to be—I mean, what is the 
situation right now? To me, the honest answer is the Government 
really doesn’t know. And what is worse, I don’t think the bankers 
know. I don’t think the heads of the major companies know any 
more than the regulators know about where the risks are. It is all 
over the place. 

So it is first try to feel, just tell the people that and say I am 
going to try to solve it. Maybe the stress test is the answer that 
they are doing. But it would be interesting to see exactly how that 
works, considering how global and complex these things are. My-
self, I have great reservations. 

The CHAIRMAN. Thank you. Dr. White. 
Dr. WHITE. I would agree that it is transparency which is very 

important because if you have forbearance, then many things can 
happen. 

On the point actually of corporate governance, the reason why fi-
nancial institutions are able to take these extraordinary risks is 
the fact that you have insured many of these institutions. That is 
the other side of the balance sheet, so to speak, so that that is one 
of the underlying, I think, problems is that there is such an ex-
traordinary ability to take risks. And there is no risk essentially 
that a run will materialize or any sort of penalty will be imposed 
except from the oversight of the agencies. 

The CHAIRMAN. Thank you very much. 
Mr. Silvers, last question. We are going to—no, I mean down the 

line. [Laughter.] 
Mr. SILVERS. First, in preparing for this hearing, I had a look at 

a report done by the Norwegian bank authorities, looking compara-
tively at the Scandinavian experience during what you described, 
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Mr. Lundgren, as the regional crisis. Could you comment on the 
role played in terms of the net cost to the public in each country 
that faced this crisis? The role played by how aggressive they were 
in terms of taking upside? 

Mr. LUNDGREN. To be honest, I haven’t studied that. We studied, 
before taking to work with our crisis, the savings and loan crisis. 
We went back to 1933. We studied what happened in Norway some 
years before Sweden. They were nationalizing quite a lot, and we 
didn’t really like to do that, if we could. 

I haven’t followed up to what extent their initial outlays have 
been repaid. What I know about is our own, which was, as I said, 
4 percent of GDP, of which most is back, due to bad banks’ han-
dling of the bad assets and so forth as well. But I have no compari-
son with Norway. 

Mr. SILVERS. They concluded that—and again, I don’t wish to 
spark any sort of rivalries here. But they concluded that essentially 
in those circumstances in which very aggressive positions were 
taken in terms of taking equity upside that it was directly cor-
related to the net final cost to the taxpayer. 

Mr. LUNDGREN. I mean, obviously, if you go in as owner, you get 
the upside, the whole upside in the bank. So, obviously, then it is 
a question, if you want to do it or use it as a tool, the first tool 
if you want to do it otherwise. It would be better if banks managed 
to get equity on their own, but still we managed to get most of the 
money we spent back. 

Otherwise, the main problem for us with Norway is all their gold 
medals. [Laughter.] 

Mr. SILVERS. You know, Mr. Lundgren and other witnesses have 
been very kind to be with us. And obviously, these issues are front 
and center not just for the United States, but on a global basis, as 
my colleague Mr. Neiman stated in his opening remarks. 

I would like to use the rest of my time to give Mr. Lundgren in 
particular, but any of you, the opportunity to comment further 
about the particular situation of today, and what, in your view, 
would be helpful policy for the United States to pursue in relation 
to what is obviously a global crisis. 

Mr. LUNDGREN. I mean, being a small country representative, I 
shouldn’t say so much. But on the other hand, what obviously is 
needed is some kind of—I mean, you have to restore confidence. 
And if stress tests will do that or not, it is difficult. 

But you have to have a way of getting people, investors, ordinary 
people understanding that you have—you are comfortable with 
handling the situation. You can tell about the size of the problems 
and so forth. 

We did a blanket guarantee for creditors and depositors. That re-
stored confidence immediately. I see the problems with that. On 
the other hand, I mean, some kind of guarantee can help out, espe-
cially if it is difficult to value assets without having to buy them 
or try to make as you said an administrative pricing of that, which 
is very difficult to do that. 

In 1933, the Roosevelt administration did close the banks and re-
stored confidence by that way. It is not very recommendable to do 
it, of course, in modern times. 
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But to find the size of the problems in one way or another also 
guarantees that you can restore both confidence by showing the 
size of the problems, by guaranteeing or whatever, and then also 
being able to do the capital injections, having the frame, the eco-
nomic frame to be able to convince people that the capital base will 
be restored. So lending will take place in the same amount as be-
fore the crisis as well. 

Mr. SILVERS. Can I just stop for just one second on capital base? 
It seems to me that we have shifted from a moment in which sort 
of systemic confidence was the main issue, which was clearly the 
case in October, to a situation in which we have large, a handful 
of very large, systemically significant institutions with no capital 
base or an unknown capital base, I think, to Mr. Cooke’s comment. 

Does that strike you as the right—and I would welcome anyone, 
but since Mr. Lundgren was talking, does that strike you as the 
right description of where we sit today? 

Mr. LUNDGREN. I mean, obviously, there is a lot of uncertainty. 
I mean, exactly how certain it is for different institutions. But all 
around for the banking sector as a whole in the U.S., both in the 
U.S. and abroad, obviously nobody knows how the situation is. And 
that is something that you have to make clear. 

Restore confidence and restore capital base. That is a necessity, 
either by Government or by private capital, if possible. 

Mr. SILVERS. Now you can’t have a living bank without an ade-
quate capital base, can you? 

Mr. LUNDGREN. No, no. I agree with you, and then perhaps gov-
ernment has to inject that capital, and then as I said, I think that 
for the taxpayers’ sake—and being a market conservative—working 
with market economy, you should also have the ownership. 

Mr. SILVERS. Radical notion. 
The CHAIRMAN. Thank you. 
Superintendent Neiman. 
Mr. NEIMAN. I am interested in your views, based on lessons 

learned as well as your current thinking, on how to structure these 
asset purchases by the Government of these toxic assets in a way 
to best protect the taxpayers. Are there other means, both in terms 
of valuing the assets or structuring, so that government is not pay-
ing all cash up front, giving it a right to recover a part of the losses 
suffered based on a later disposition of those assets? 

I would be interested in your thoughts, starting with David 
Cooke. 

Mr. COOKE. If you are providing assistance to a bank, then, yes, 
I think you should have some protection. If you are going to basi-
cally help them out with the assets and it turns out things turn 
out better, the Government should have something. 

That potential drain, though, it is going to discourage investors. 
If you want to bring new capital into the institution, depending on 
what you want. That doesn’t make sense if you ended up effectively 
paying too much for the asset, then, sure, it would make sense that 
the Government would share, would get something because the 
bank is better off than it would have been. But if it gets too much, 
the bank is back where it was. 

So it is a difficult thing to structure, but you probably can create 
some kind of reverse sale or something, as long as you have com-
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petition. And you can certainly price any asset. These are complex 
assets, but you can price them because underneath them some-
where there is an asset. There is a loan. There is a house. So you 
can do it. It is not going to be easy. 

So you can figure out a standardized approach to set your price, 
and then just get yourself some upside if you end up paying effec-
tively too much. 

Mr. KATZ. Could I add here? In the private market, basically, you 
have an awful lot of debt-for-equity swaps. I don’t see why, if the 
Government wants to inject the money, it cannot do a similar 
thing. So there is an upside there. 

I look at the situation a little bit differently than Mr. Silvers. If 
you look at the figures, the banks, despite much more aggressive 
writing off of bad assets than in Japan, have an asset-to-liability 
ratio that is fairly high relative to current assets. It is just low rel-
ative to the future because they are going to have still more to 
write off. 

But I don’t see the problem in terms of the actual normal, plain 
vanilla lending. The problem is that the securitization market is so 
frozen that a bank which makes a car loan can’t then securitize it 
today, use the proceeds to make yet another loan, yet another loan. 
So even though the bank portfolio is going up, the actual net credit 
in the economy is going down. 

I think Bernanke’s measures of guaranteeing certain things, 
backstopping certain things is immensely helpful. Whether you use 
a good bank/bad bank technique or nationalization, you have to 
find some way to separate the good assets from the bad. I think 
pricing is difficult because in the shadow banking system, so much 
is obscure and unknown. It is not like pricing a loan for a house, 
where there is a relationship between the value of the instrument 
and the value of the underlying asset. 

The shadow banking system is so obscure, and that is why mar-
kets are frozen. That is what makes this difficult, in my view. 

The CHAIRMAN. Do you want to say something else? 
Mr. NEIMAN. No, go ahead. 
Mr. SILVERS. I read this part of your testimony, Mr. Katz, in re-

lationship to this question. And it seems—and I was trying to rec-
oncile your data with what we know about conditions in credit 
markets right now in the United States and what everyone tells us 
in field hearings and so forth. And I want to test something by you 
on this. 

If you look, we have four very large institutions now. Two of 
those institutions come back, have been coming back on a repeated 
basis to the Government for more capital. And it appears to me as 
though their capital ratios in some sort of real sense—although 
again there is a real question of what reality is here at all—are sig-
nificantly lower than the averages you have, all right? 

You have a third, Wells Fargo, where I would say it is a little 
thin, although they haven’t come back for more money. These are 
sort of keystone institutions with a major presence in secondary 
markets, and it strikes me that that may explain this kind of par-
adox of the data you have versus people’s experience in the credit 
markets today. 
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And it also, again, focuses the problem that we face on what to 
do about these very large institutions, not the banking sector as a 
whole. And I wondered if does that make sense to you, or do you 
have another explanation? 

Mr. KATZ. Well, you know what? It puzzles me also because of 
these things. Here is my sense of it. 

First of all, some of the capital the banks raised, was raised in 
the first three quarters of the year before TARP. But there was 
this huge jump in the fourth quarter, so part of what we are calling 
the capital is, in fact, the result of the injection that has already 
occurred. 

And there will need to be further injections. I said you have to 
look at the capital ratio not only to their existing assets, but since 
we don’t really know the value of those assets, they are going to 
lose more capital going forward, certainly in the next few quarters. 
So in relationship to that, they are going to need more capital. 

But the fact is they have been aggressive about writing down. 
The real problem here is that I think you have to distinguish the 
writedowns of actual loans on real homes, cars, whatever, and the 
default rate there versus this mark-to-market writedown on securi-
ties, some of which is justified and some of which is not. And just 
the level of uncertainty is causing derivative levels to be lower than 
perhaps they ought to be. 

And that is why I think you need to separate the shadow stuff 
and dubious assets as well as outright toxic assets from the good 
assets. You have to do some sort of separation. In all of the exam-
ples that worked, there was a separation. 

In terms of the experience of borrowers, it is the fact that the 
bank cannot use the same dollar four or five or six times by 
securitizing the loan. So that is how I reconcile the fact that the 
outstanding loans on the books of the banks are going up, but peo-
ple are not getting the money because the asset-backed securities 
market is going down. 

Mr. SILVERS. Our metrics for understanding credit markets don’t 
take into account how important the shadow credit markets have 
become and are not capturing the reality of what constitutes bank 
activity in this area anymore. 

Mr. KATZ. Because laws were passed that prevented us from 
knowing that under the theory of deregulation. 

Mr. NEIMAN. Yes, and I have confirmed that through conversa-
tions with the Fed economists. And, it is very revealing because 
they, in looking back at past recessions over the last 30 years, 
where bank lending has declined over that period of recession. This 
is a period when you look at that bank lending and it has actually 
increased from the start. 

Mr. SILVERS. It is misleading. 
Mr. NEIMAN. But it goes to the exact point I think that Mr. Katz 

is making about being able to securitize those loans and not mak-
ing up for the difference in the lack of a securitization market. 

Any other follow-ups on the pricing of toxic assets if we were to 
create a bad bank or in the Treasury’s implementation of its pri-
vate-public fund? 

Mr. COOKE. I would just make the comment that I agree that 
what the Fed is doing now to try to restore some liquidity to the 
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more easily quantifiable assets, the loans, makes a lot of sense. But 
I am pretty familiar with how securitization works and you can 
value those assets based on the underlying cash flows. It is not 
easy. You have got to get a lot of information you may not have 
access to. You need to get that information. But there is a way to 
approach it, and then to establish, if you are going to be on the buy 
mode, on the buy side, some value. But some of this, some of these 
derivatives and all are very, very complex. But they are solvable. 

Mr. KATZ. The Government may have to go in and create a mar-
ket by buying some toxic assets. When somebody actually goes and 
create a market, that is a price. If it is the wrong price, the market 
will either push it up or push it down. But at least you started 
something as opposed to when there is no activity, then nobody else 
can make a decision. 

So make a market. And if you have made a mistake, it is a lot 
better than doing nothing and having the whole thing frozen. It 
will adjust. 

The government needs to create a debt-for-equity situation. So 
even if taxpayers lose on the downside, when the upside does occur, 
the taxpayer will get some of that back. And then you have created 
a market. You can begin unfreezing things. 

The CHAIRMAN. Let me ask on the question about markets be-
cause this is the one that puzzles me. So if the Government comes 
in, let us just say, hypothetically, and it buys at a highly inflated 
price because its ultimate goal is to make the banks look better, 
to make the financial institutions look better, how does that start 
a market? 

It says, hey, any time the Government will come in and pin $20 
to it and sell it, someone will buy it. But why does that start a 
market by itself if you use a highly inflated price? How does it 
produce the next purchase once the Government is not in it? 

Mr. COOKE. No, I think if the Government pays too high, it is 
going to be stuck with the assets, unless it turns out to be right, 
sometimes, a miracle happens. If it pays too low, it will be a dif-
ficult problem for the Government. But it has to have a rational 
basis for establishing those prices. If it pays too low, it is going to 
bring down other banks. 

The CHAIRMAN. So your real point about it is not just that some-
one will come in and make a purchase, it is that someone will come 
in and make a purchase that at least starts close enough that you 
are talking about markets. You are not talking about subsidiza-
tion—— 

Mr. KATZ. No, no, no. I am not talking about going crazy. 
The CHAIRMAN [continuing]. Through the back door? 
Mr. KATZ. I am saying do your best possible estimate. 
The CHAIRMAN. Fair enough. 
Mr. KATZ. In a market that is just so crazy, if you are 10 or 20 

percent too high or 10 or 20 percent too low, that is something you 
can adjust to. If you are paying twice as much, well, then your 
markets can’t clear. 

The CHAIRMAN. But then what you are really saying is the only 
thing you can be driven by is trying to get an accurate market 
price because that is the only thing that runs at least the oppor-
tunity for starting a market, as you put it. 
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Of course, go ahead. Mr. Silvers. 
Mr. SILVERS. Yes, I am struck in this conversation by what I 

think was a model more or less in common of the RTC and the 
Swedish experience, which was to—and you all tell me if I have 
this wrong—which was, in the case of the RTC, you simply took the 
assets in a receivership mode, and I think, Mr. Cooke, your testi-
mony was that you sold low in many cases? 

Mr. COOKE. We had to start to gin the market up, get it moti-
vated in some areas. Yes. 

Mr. SILVERS. Right, and then, effectively, the Government only 
insured depositors. Whatever the hit was as a result of that was 
eaten by bondholders, effectively. Is that right? 

Mr. COOKE. Right. But let me just qualify that. We ended up 
with very conservative valuation assumptions that we were pretty 
convinced, advised by the advisors, if we could show the cash flow 
and we use the market discount rate, we would be able to move 
these assets. We didn’t sell them lower than what we thought was 
a fair price, but at what we thought was a market based, more re-
alistic price. So we weren’t trying to sell low. 

Mr. SILVERS. No, I understand that. 
Mr. COOKE. Market competition came in, and prices went up. 
Mr. SILVERS. Right, but the key feature of what you did was is 

that you looked, and the process of doing that, which obviously did 
create markets for real estate in some places. In the course of doing 
that, your basic receivership was structured so that the losses that 
were going to happen versus the books at these banks was in the 
first instance absorbed by bondholders, right? And in the second in-
stance absorbed by the taxpayer? 

Mr. COOKE. Yes, anybody that had any claim against the receiv-
ership, they suffered the loss first. I mean, shareholders would take 
the first—— 

Mr. SILVERS. Shareholders took first. Bondholders took second. 
Mr. COOKE. Well, it depends. Bondholders may share—at that 

time, and I think it is still the case, pro rata with general creditors. 
We didn’t have a preference. Then later, somewhere in there, I for-
get when, they give a depositor preference. Congress passed that. 

Before then, we were just like any other general creditor. So if 
the bondholder lost, we lost. The Government lost. Its agency lost. 

Mr. SILVERS. So the depositors were made whole in a context in 
which the Government as deposit insurer was pari passu. It was 
on par with the bondholder in the losses. Is that right? 

Mr. COOKE. At that time, yes. 
Mr. SILVERS. Right. Now, in the Swedish case, you all, as you 

said, Mr. Lundgren, you marked down very aggressively the assets 
when you took control of banks. That is correct? 

Mr. LUNDGREN. Only a couple of banks marked down, and we 
tried to find a mark-to-market valuation with a valuation board 
with a lot of experts on. We did, I think, 30,000 valuations or some-
thing like that for different real estate. 

But aggressive or not, we tried to find the right at that time 
mark to market, but only for the assets in the banks that we took 
over. So we only formed bad banks for those. We didn’t have one 
bad bank and bought other assets as well because—and that is why 
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we didn’t have a no valuation problem. If we were wrong, in a way, 
it was just in our own bank. 

And bad banks were formed also by the private banks that sur-
vived. They also did, and they formed their own bad banks. 

Mr. SILVERS. Let me just clarify also one thing while the chair 
is kind enough to give me the floor. Some people have asserted in 
U.S. debates that should the Government impose a receivership on 
one bank, it would have to do so on all, particularly in relationship 
to major institutions. That was not your experience, I gather? 

Mr. LUNDGREN. No, it was not. I mean, it depended on if the 
bank needed huge capital injections, which made government 
forced to take over the bank or get the majority anyhow. And that 
was only for these two banks. The others had a threat of having 
it coming into that situation, but they managed on their own. 

But what we are talking about here is, of course—I mean, we 
had, as the RTC, rather plain vanilla situation. Today, it is much 
more complicated, and I have all respect for that, and that is why 
I am thinking from my experience some kind of guarantee. Without 
buying assets, finding a situation where you really can’t find the 
right price, where you have a possible upside, you need to have it 
for the taxpayer. 

I mean, to use some kind of guarantees instead to restore con-
fidence might be a possibility instead of a long, drawn-out process 
of trying to value unvaluable assets. 

Mr. KATZ. Could I make a comment from the Japanese experi-
ence? You know, if you had all these bad debts in Japanese banks, 
and again, there really is a difference between if it was an under-
lying asset, you would need to have a market-clearing price. But 
if there is no market, then there is no market-clearing price. 

Okay, so you had these assets the banks didn’t want to get rid 
of, couldn’t get rid of, whatever. And Lehman, of all people went 
out to the banks and started buying their bad loans. The banks 
couldn’t get rid of them because foreclosure laws in Japan are so 
cumbersome, they really couldn’t foreclose. And Lehman and others 
started buying them on, say, 20 cents, 30 cents to the dollar. 

And then they would sell the loans back to the borrower for 40 
cents, 50 cents on the dollar. So the bank got rid of some stuff at 
a very low price. Lehman made oodles of money. And the borrower 
had their debt cut in half. Now which price was right? The 20 per-
cent that Lehman paid or the 40 percent that the borrower paid 
back to Lehman? 

Well, the point is a market was created. And over time, things 
began to coalesce. Once you have a market, then you could have 
a market-clearing price. 

My concern is in this area of these derivatives where the market 
is frozen, and there is no market—and I think Ben Bernanke is 
doing a superb job at trying to unfreeze that. That is why I am say-
ing if you have a rational estimate of the right neighborhood, then 
you go about doing things to de-stress asset markets, resell them 
to other people. Prices will begin to be created, and they will go up 
or down, and we will find a price. 

Mr. SILVERS. Can I just comment on this that it seems to me 
that it is not possible to have that sort of effect if your primary ob-
jective in setting the price that you sell assets or that you buy as-
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sets because I think that is what we are talking about—buying, not 
selling—what Mr. Cooke was doing. 

If the Government’s primary purpose in buying assets is to prop 
up stockholders in the banks, then the prices that the Government 
will put out there to buy will always be prices that are not—they 
don’t have any credibility in the marketplace because any price 
that comes anywhere near where shall we say self-protective actors 
in the market are willing to operate at will be one that will reveal 
the capital inadequacy of the banks. 

Mr. COOKE. Could I just make a comment on one thing? Just on 
one bank’s failure bringing down other banks. That may be a ref-
erence to the cross-guarantee provision. Are you familiar with that? 

Mr. SILVERS. No, it was a reference to the argument, Mr. Cooke, 
that—and I think Richard alluded to it a moment ago—that once 
you start, that in modern market conditions, once you start step-
ping forward and forcing dramatic dilution of equity holders, that 
you will set off some sort of dynamic of lack of confidence in the 
equity markets that otherwise healthy banks would have be taken 
over through a bear raid or panic of some sort in the equity mar-
kets. That was, I think, the position certainly held by Paulson’s 
team. 

Mr. COOKE. I don’t know. I don’t know if that would happen or 
not. As far as guarantees, one thing, some of the solutions the 
FDIC did when we were at the RTC, they found sometimes they 
would package up a failing bank. They would turn it over to an-
other healthy bank, and they would have them isolate the bad as-
sets, and they would get a stop-loss protection, but it wasn’t to the 
same owners and the same people. It was outside that. 

The CHAIRMAN. Thank you. 
Mr. Neiman, I want to make sure you complete your questions. 

I am afraid Mr. Silvers and I—— 
Mr. NEIMAN. No, this is a very good discussion. If I had a little 

time, I would go back to Mr. Lundgren and spend a little time on 
the disposition side. 

From what I read in your Swedish resolution process, there is an 
indication that had you had more time to sell those assets, you may 
have been able to increase your return. And, I know that there are 
issues around the RTC selling too quickly and the impact it has on 
the market. So I would be curious about the disposition period of 
assets. 

The CHAIRMAN. Please, go ahead, Mr. Lundgren. 
Mr. LUNDGREN. Thank you. 
The law in Sweden said that banks had to disperse of these kind 

of assets within 3 years. That was, of course, a short period of time. 
So we wanted to increase that time. They could hold somewhat 
longer. 

And when we formed these two bad banks for the two national-
ized banks, my belief at that time was that we should give them 
about 10 to 15 years at least, but it was upon what they them-
selves experienced, that they found that after 5 years, in 1997, they 
could wind up the operations. They have been quite successful. 

You can always argue that they could have recovered even more 
if they stayed on for 5 more years. But I think myself that it was 
a good decision to wind up at that time. Altogether, as I said, with 

VerDate Nov 24 2008 22:38 May 07, 2009 Jkt 048951 PO 00000 Frm 00119 Fmt 6633 Sfmt 6602 E:\HR\OC\A951.XXX A951rw
ilk

in
s 

on
 P

R
O

D
1P

C
63

 w
ith

 H
E

A
R

IN
G



114 

the shares increasing in value and privatizations, we recovered 
most of the money anyhow. So you can always discuss the length 
of it. 

The CHAIRMAN. Good. I want to thank everyone. Thank you, 
Your Excellency, Ambassador Hafstrom, for being with us today. 
Director General Lundgren, we really appreciate your coming. And 
Mr. Katz, Mr. Cooke, Dr. White, this is what it should be about. 

I have to say I was very much struck by your comment before 
and that you alluded to in your testimony that as Sweden worked 
through its difficulties, that you had turned to the experiences of 
the RTC and our efforts during the Great Depression in part to 
help inform the next iteration of how to deal with these problems, 
and that makes me doubly grateful that you would travel to the 
United States and bring us your experiences that we might bring 
them together here. 

I want to say that this Panel reminds me of the importance of 
our having an overall strategy to deal with this problem. It is enor-
mously valuable to hear from four different sets of experiences and 
to hear common themes that run through them, some of which we 
have already begun to heed, some of which we clearly have not. 

It is also very interesting to hear the much more shall I say mus-
cular approach taken toward management and investors and on be-
half of the taxpayers whose money is being used to try to rescue 
these organizations and to put the economy back on a sound foot-
ing. But ultimately, the idea of developing and executing a plan in 
order to be able to preserve the financial institutions and restart 
the economy is deeply underscored by the testimony of all four of 
you. 

I very much appreciate your taking the time to be with us today. 
The record will be held open if anyone wishes to add additional 
questions. 

I am sorry that our colleagues were not able to be with us. I 
know the press of other business has kept them elsewhere. We may 
have additional questions that we would like to send to you and 
ask for your remarks in writing so that they might be made part 
of the formal record. 

With that, this stands adjourned. Thank you. 
[Whereupon, at 11:40 a.m., the hearing was adjourned.] 
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