
By Hillary Rodham Clinton

There is a broad consensus that Con-
gress must act to stave off deeper turmoil
on Wall Street. Irrespective of the final
agreement yet to be reached, there are sev-
eral principles that must be part of a
broader reform effort that begins this
week and continues in the coming months.

This is not just a financial crisis; it’s an
economic crisis. Therefore, the solutions
we pursue cannot simply stabilize the mar-
kets. We must also deal with the intercon-
nected economic challenges that set the

stage for this crisis—and reverse the failed
policies that allowed a potential crisis to
become a real one.

First, we must address the skyrocketing
rates of mortgage defaults and foreclo-
sures that have buffeted the economy and
ignited the credit crisis. Two
million homeowners carry
mortgages worth more than
their homes. They hold $3 tril-
lion in mortgage debt. Nearly
three million adjustable-rate
mortgages are scheduled for a
rate increase in the next two
years. Another wave of fore-
closures looms.

I’ve proposed a new Home Owners’
Loan Corporation (HOLC), to launch a na-
tional effort to help homeowners refinance
their mortgages. The original HOLC,
launched in 1933, bought mortgages from
failed banks and modified the terms so
families could make affordable payments
while keeping their homes. The original
HOLC returned a profit to the Treasury
and saved one million homes. We can save
roughly three times that many today. We
should also put in place a temporary mora-
torium on foreclosures and freeze rate
hikes in adjustable-rate mortgages. We’ve
got to stem the tide of failing mortgages
and give the markets time to recover.

The time for ideological, partisan argu-
ments against these actions is over. For
years, the calls to provide borrowers an af-
fordable opportunity to avoid foreclosure

as a means of preventing wider turmoil
were dismissed as government intrusion
into the private marketplace. My propos-
als over the past two years were derided
as too much, too soon. Now we are forced
to reckon with too little, too late.

As a result, the home-
mortgage crisis slowly
eroded the value of debt in-
struments upon which Wall
Street firms were depending.
That is how this house of
borrowed cards began to
fall. If we do not take action
to address the crisis facing
borrowers, we’ll never solve

the crisis facing lenders. These problems
go hand in hand. And if we are going to
take on the mortgage debt of storied Wall
Street giants, we ought to extend the same
help to struggling, middle-class families.

Second, American taxpayers should
have a voice and a stake in the resolution
of this market crisis. If the Treasury pro-
posal is enacted in its current form, the
American government would assume
enough financial risk to become the major-
ity shareholder in the companies rescued
by taxpayer dollars.

The American people are bearing the
risk and therefore deserve to reap the re-
wards of a shared equity model. And mort-
gage securities bought by taxpayers must
be valued accurately at prices disclosed in
real time, with checks and reporting re-
quirements to prevent abuse.

Third, taxpayers are being asked to
bear an unparalleled degree of financial
risk. We cannot allow taxpayers to take on
this burden so that Wall Street and the
Bush administration can hit the “reset but-
ton.” This historic intervention demands a
historic shift in priorities: an end to the
broken culture on Wall Street and the bro-
ken economic policies in Washington.

Corporations that will benefit must be
held accountable, not only to large share-
holders but also to the American people,
who are rightly tired of business as usual:
short-term profit at the expense of long-
term viability; lax oversight and regula-
tion; obscene bonuses and golden para-
chutes regardless of performance; reck-
less risk-taking that has placed the mar-
kets in jeopardy; rewards for foreclosing
on middle-class families and selling mort-
gages designed to fail; and outsourcing
good jobs to serve short-term stock
prices instead of America’s long-term eco-
nomic health.

This is a sink-or-swim moment for
America. We cannot simply catch our
breath. We’ve got to swim for the shores.
We must address the conditions that set
the stage for the turmoil unfolding on Wall
Street, or we will find ourselves lurching
from crisis to crisis. Just as Wall Street
must once again look further than the quar-
terly report, our nation must as well.

Mrs. Clinton, a Democrat, is a senator
from New York.

By Douglas Diamond, Steve Kaplan, Anil
Kashyap, Raghuram Rajan And Richard
Thaler

The American financial system is in
deep trouble. Regulatory moves to guaran-
tee money market funds, the conversion of
Morgan Stanley and Goldman Sachs into
bank holding companies, and the Trea-
sury’s asset purchase pro-
posal have staved off a crisis
for now. These hurried ac-
tions have also bought us
some time to consider what
would be an appropriate way
to revitalize the system.

Any plan has to fulfill at
least three objectives: It has
to have a real chance of pre-
venting the deep and prolonged recession
that is likely to ensue if the financial sys-
tem is not recapitalized. It should strive to
achieve that first objective at the lowest
possible costs to the U.S. taxpayer. And it
should not bail out the existing investors to
avoid sowing the seeds for the next crisis.

The Treasury plan to buy distressed se-
curities in the marketplace—proposed this
week by Treasury Secretary Hank Paulson—
addresses only the first objective, and only
indirectly. As we see it, the real concern
about the financial sector is that it is un-
dercapitalized, both because of the losses
it has sustained and because of the grow-
ing risk aversion of lenders. Undercapital-
ized financial institutions are forced to try
to reduce their assets, and, of course, this
means they will make fewer loans, even to
the healthy portions of the economy. The
credit crunch that inevitably will occur im-
plies lower corporate investment, less com-
mercial and residential construction, fewer
students getting college degrees, and in
general, a much slower pace of economic
growth. To avoid this contraction, levered
financial institutions need more capital so
that they can continue lending.

The plan attempts to recapitalize finan-
cial institutions in three indirect ways. By
paying above the market value for illiquid
assets (paying the hypothetical “held-to-ma-
turity” value), the Treasury hopes to indi-
rectly recapitalize institutions. By creating
a market for illiquid assets and allowing
prices to be established, it hopes other pri-

vate players will enter the market, “liquify-
ing” the market. Treasury also probably
hopes that once the illiquid assets are off
balance sheets, institutions will be able to
raise capital, and will become more willing
to lend.

These are sound intentions, but possi-
bly inconsistent. Paying a hypothetical
“held-to-maturity” price will not help the

market discover the true
price that traders, who don’t
have the government’s long
horizons, are willing to pay.
Moreover, it is not clear how
that hypothetical price will
be established through com-
petitive auctions. Finally, of
course, taxpayers bear the
cost of overpaying (though

they get the benefit of a sounder econ-
omy), with little or no direct help from the
private sector.

There are many additional ways in
which things could go wrong. The institu-
tions with the most toxic assets are the
ones that have made the worst decisions,
and are likely to be the closest to default.
While they may get the most relief from
selling assets, they are unlikely to turn
around and expand their lending quickly
(nor should they, given their record). In
contrast, relatively healthy financial insti-
tutions that probably have the greatest
ability to expand lending may not be those
getting much of the additional capital in
the Treasury plan for they have few illiq-
uid assets to sell.

Modifications to the Treasury plan
could help achieve more of the objectives
we laid out earlier. As Senator Christopher
Dodd has suggested, the taxpayer can get
“contingent equity” from sellers that is
equal to 125% of any losses the govern-
ment bears on the assets it purchases
from a given bank. This would compensate
taxpayers in case the government buys as-
sets at too high a price. We believe this is
a useful feature that can both help reduce
costs to the taxpayer and also reduce the
need to get the price exactly right. But we
believe that it might be even better if the
Treasury plan was divided into two compo-
nents—a plan to “liquify” certain mori-
bund markets, thus allowing financial insti-
tutions to sell illiquid assets, and a plan to

raise capital levels in financial institutions.
The first could be accomplished by

adopting much of the Treasury plan, per-
haps with Mr. Dodd’s proviso. The Trea-
sury would buy assets through a reverse
Dutch auction or some variant, but with-
out any intent to overpay. The idea would
be to jumpstart the market by establishing
trading prices.

The second component, raising capital,
could be achieved in other ways, for exam-
ple through a mixture of a mandate and an
offer of partial government support. The au-
thorities could require
all regulated financial
institutions, no matter
how well capitalized, to
present plans to raise
2% of their assets in ad-
ditional capital over
the next quarter to pre-
serve the stability of
the financial system.
This increased capital
will not represent an
increase in the perma-
nent level of required
capital for bank hold-
ing companies, but in-
stead give institutions
the extra capital that
will allow them to lend.

Why a mandate?
Thus far banks have
been urged to voluntar-
ily go out and raise capital, and some, in-
cluding Goldman Sachs on Wednesday,
have. But banks, especially some of the
best managed ones, have been hesitant, in
part because potential investors might
view a bank’s approach to the market as
reflecting the bank’s expectation that it
will have to bear additional losses, which
will cause them to lose confidence in the
bank. The value of mandating this decision
is that no individual bank sends an ad-
verse signal to the market when it goes to
raise capital.

Implemented collectively, the system
would be recapitalized, with those getting
the most upside from a healthy system
helping pay for it. For those banks that
find it difficult to raise capital even after
selling assets to the government, the gov-
ernment could express a willingness to take

a non-voting senior preferred equity claim,
up to, say, half the capital that is required
to be raised. It is important, however, that
some of the capital be raised from private
sources, so that the government is a co-in-
vestor, and not seen as a patsy.

It would also be wise to require addi-
tional capital, even for well-capitalized in-
stitutions. This may seem like penalizing
shareholders of well-performing firms. But
in fact these are institutions that could
use the fresh capital very profitably in buy-
ing underpriced assets, making more

loans, and taking over
weaker financial firms.
Well-managed institu-
tions flush with capi-
tal will be key to avert-
ing a credit crunch,
and drawing private
institutions into illiq-
uid markets.

The two compo-
nents of the plan work
together. Better-capi-
talized financial insti-
tutions have the capi-
tal to bear the losses
if they sell assets at
market prices. They
can also raise new cap-
ital more quickly if
they have sold off
some of their dodgy
assets and can present

stable balance sheets to prospective inves-
tors. Nevertheless, while raising the level
of capital in levered financial institutions
is important, it need not be subject to the
rushed schedule of the modified Treasury
plan. It would be best, though, to pass
both components together.

We believe our proposals would rein-
force the Treasury plan, give it a greater
chance of success, and make it appear less
unfair in the eyes of the U.S. taxpayer. And
if the financial sector is to escape the ex-
cesses of regulation that are likely to fol-
low the recent period of under-regulation,
it is extremely important that any rescue
been seen as fair.

Messrs. Diamond, Kaplan, Kashyap, Rajan
and Thaler are professors at the University
of Chicago’s Graduate School of Business.
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Stop
foreclosures
and freeze
rate hikes.

Let’s Keep Americans in Their Homes

Above all else,
making it fairer

to U.S.
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