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WHATEVER IT TAKES

At the beginning of October 2008, after some of the toughest weeks of the Great Panic, the lines in Ben Bernanke’s face and the circles under his eyes offered evidence of more than a year of seven-day weeks and conference calls that stretched past midnight. Sometimes all that seemed to keep Bernanke going was the constantly restocked bowl of trail mix that sat on his secretary’s desk and the cans of diet Dr Pepper from the refrigerator in his office. But the balding, bearded chairman of the Federal Reserve managed a smile as he confided that he had a title for the book he would write someday about his watch as helmsman of the world economy: Before Asia Opens …

The phrase was a reference to the series of precedent-shattering decisions that Bernanke and others at the Fed and Treasury had been forced to make with insufficient sleep and inadequate preparation on Sundays so they could be announced before financial markets opened Monday morning in Asia, half a day ahead of Washington and New York.

Before Asia Opens … was not a laugh line. The subprime mortgage mess was made in America, and that meant the U.S. government was forced to lead the cleanup. Ben Bernanke had more immediate power to do that than any other individual. The president of the United States can respond instantly to a missile attack with real bullets; he cannot respond instantly to financial panic with real money without the prior approval of Congress. But Bernanke could and did.

Yet the United States had become so dependent on the flow of money from abroad and the business of American financial institutions was so intertwined with those overseas that Bernanke didn’t have the luxury of waiting until the sun rose over Washington to make decisions and pronouncements. Hence the subject line Goldman Sachs economists put on one of their weekly e-mails: “Sunday is the new Monday.”

There was the Sunday in March 2008 when the Federal Reserve shattered seventy years of tradition and lent $30 billion to induce JPMorgan Chase to buy Bear Stearns, a flailing investment bank the Fed neither regulated nor officially protected.

And the Sunday in August 2008 when Bernanke and Treasury Secretary Henry Paulson, the nation’s self-appointed investment banker in chief, decided to seize Fannie Mae and Freddie Mac, the government-sponsored, shareholder-owned mortgage giants that had borrowed heavily from abroad.

And the Sunday in late September 2008 when Bernanke and his Wall Street field marshal, Timothy Geithner, then president of the Federal Reserve Bank of New York, pressured the Federal Deposit Insurance Corporation to invoke an emergency law to subsidize Citigroup’s attempt to strengthen itself by acquiring Wachovia.

Yet no Sunday of the Great Panic would prove as consequential and controversial as September 14, 2008, the day Bernanke, Geithner, and Paulson allowed Lehman Brothers to fail after a desperate search for someone to buy it.

The government-sanctioned bankruptcy of a Wall Street firm founded before the Civil War marked a new phase in the Great Panic, a moment when financial markets went from bad to awful. The Wall Street Journal dubbed it the “Weekend That Wall Street Died.” Lehman’s bankruptcy was the largest in U.S. history. The financial market reaction was ugly. At the end of trading on Monday, the Dow had plummeted over 500 points, its biggest one-day drop since September 17, 2001, when trading resumed following the 9/11 attacks. While financial giants led the way down — Goldman Sachs stock lost 19 percent, Citigroup 15 percent — every major sector on the S&P 500 index posted a loss. Other economic indicators were also negative: in anticipation of a global slowdown, oil prices plunged, while spooked investors sent the price of supersafe Treasury bills soaring. In a sign of what was coming, dozens of traders crowded around the specialists who trade American International Group, America’s largest insurance company, on the New York Stock Exchange floor as Monday’s trading began. AIG shares, which had closed on Friday at $12.14, opened Monday at $7.12 and ended the day at $4.76.

As horrible as the first day after Lehman was, the bigger fear was that nobody knew where the collapse might end. Bernanke, Geithner, and Paulson confronted the biggest threat to American capitalism since the 1930s, and their responses were commensurately big.

Within one week, they:


	married venerable brokerage house Merrill Lynch to Bank of America


	all but nationalized AIG, pumping in $85 billion of Fed money to keep it alive


	risked taxpayer money to halt a run on money market mutual funds no one ever considered guaranteed by the government


	administered last rites for Wall Street’s investment-banking business model by converting Goldman Sachs and Morgan Stanley into Fed-protected bank-holding companies


	pleaded with Congress to give the Treasury $700 billion to prevent catastrophe, a request that ultimately led to a Republican administration taking a government ownership stake in the nation’s biggest banks




The Fed was the first responder. It acted as quickly and forcefully as its leaders could manage in order to prevent the country — and the global economy — from plunging into the abyss. Bernanke bluntly said as much later: “We came very, very close to a global financial meltdown, a situation in which many of the largest institutions in the world would have failed, where the financial system would have shut down, and … in which the economy would have fallen into a much deeper and much longer and more protracted recession.”

In ways that the public and politicians had never before appreciated, that weekend, and the months that followed, would reveal that the Federal Reserve had become a fourth branch of government, nearly equal in power to the executive, legislative, and judicial branches, though still subject to their constitutional authority if they chose to assert it.

Ben Bernanke and a small cadre of advisers would vow to do whatever it takes to avoid a possibility that, until 2008, was unthinkable: a repeat of the Great Depression.

THE REPUBLIC OF THE CENTRAL BANKER

The Federal Reserve — one chairman, six other Washington-based governors, the twelve presidents of regional Fed banks that dot the map from Boston to San Francisco, 21,199 employees — is given extraordinary latitude. Few checks exist on its actions beyond the oath of the chairman and other governors to obey the Constitution and laws of the United States and the admonitions of its lawyers, a strong unwritten sense of what constitutes sound central banking, and the awareness that Congress has the power to curb the Fed’s independence if it strays too far from what the public deems acceptable. As Berkeley economic historian and prolific blogger Brad DeLong put it: “It is either our curse or our blessing that we live in the Republic of the Central Banker.”

During the reign of Alan Greenspan — which wasn’t much of a republic — the smart people of the Federal Reserve allowed the housing bubble to inflate. They stood by as banks and investors made ever bigger bets on the flawed assumption that housing prices would never fall across the country. They encouraged financial engineering that created securities so complex that neither inventor nor seller nor buyer could fully understand them, instruments that proved toxic to those who bought them and to everyone around them. They shielded financial engineers from attempts at government regulation and restraint. With huge sums at stake, they trusted investors and traders to protect themselves — and the rest of us — better than even the smartest government regulator could hope to. Ultimately, they failed to see that the big banks that the Fed was charged with supervising were gambling with the global economy. It was, among other things, a colossal failure of imagination.

When the bubble burst, Greenspan was gone. Ben Bernanke, the Prince ton professor who had devoted an academic career to understanding the Great Depression, had taken his place. The Bernanke Fed initially misdiagnosed the condition. It underestimated the harm that the bursting housing bubble was doing to the U.S. economy and its banking system. It was surprised repeatedly and was forced to apply ever-larger tourniquets to stop the bleeding until the Fed and the Treasury finally talked Congress into a $700 billion blood transfusion — and even that was insufficient.

As the crisis accelerated, the Fed came under fire from all sides — accused of being overly generous to Wall Street by helping JPMorgan Chase buy Bear Stearns, overly punitive in its terms for lending to AIG, and overly complacent for letting Lehman die. The Fed was simultaneously charged with putting so much credit into the economy that it was creating tomorrow’s inflation and putting in so little that it was ignoring today’s risk of deflation.

Like central banks elsewhere, the Fed is traditionally the “lender of last resort,” a phrase borrowed from the French in the eighteenth century by Sir Francis Baring, who described the Bank of England as “the dernier resort.” The phrase conveys the Fed’s role as the ultimate protector of the financial system on which the entire economy relies. Until the Great Panic, “lender of last resort” usually meant lending to sturdy banks at times when frightened customers wanted to pull out their money. The point was to allow healthy banks to reimburse depositors without forcing the banks to demand early repayment of sound loans or to dump securities in overwhelmed markets — or to sell the furniture — none of which would be good for the overall economy. Banks were regarded as special: taking savings from millions and channeling them into loans for productive investments that individual savers would never have made directly. If banks stopped lending, the economy stopped. The Fed was there to look after the banks. When other companies, even other financial companies, ran into trouble, well, that was someone else’s problem — or so the Fed thought.

AUTHORITY AND ABDICATION

In the Great Panic, Bernanke took the Fed beyond the traditional role of lender of last resort to the core of the banking system. When he took office in February 2006, the Fed had $860 billion of loans and securities on its books, nearly all supersafe U.S. Treasury securities. By the end of 2008, the Fed had more than $2.2 trillion of loans and securities on its books, most of them riskier than U.S. Treasury securities. The Fed was lending not only to conventional commercial banks, but also to investment banks, to insurance companies, to auto finance outfits like GMAC, to industrial companies like General Electric, and indirectly to homeowners and consumers. As the law required, the Fed demanded collateral, a security or something else that it could sell if the borrower didn’t pay back the loan. But as the Great Panic intensified, the Fed became less picky about collateral. A widely circulated comment on one blog labeled it “the pawnbroker of last resort.”

And when it looked like even that wasn’t enough and that the political system was paralyzed, Bernanke’s Fed in March 2009 said it was prepared to put an additional $1 trillion into the economy — buying up Treasury bonds and mortgages in the markets.

The Great Panic was different from the succession of lesser panics and recessions that occurred in the late twentieth century. As frightening as some of those seemed at the time, the Fed managed them with the standard central banker tools — moving interest rates up and down, lending to healthy banks that needed quick cash, cajoling the chief executives of big banks to do what was needed to prevent crises that threatened the financial system. Jimmy Carter had recruited Paul Volcker to restore global confidence in the U.S. economy and the U.S. dollar and to end an inflationary spiral that, at the time, seemed unstoppable. In Ronald Reagan’s years, Volcker helped big American banks cope with massive losses on loans they had made to Latin American governments. His successor, Alan Greenspan, steered the economy through the storms of the 1987 market crash and then helped clean up the mess left by savings and loan associations that were pulled under by a combination of shortsighted regulation and lousy real estate loans.

But the Great Panic was much bigger — in price tag, in geographic scale, and in duration. And so was the Fed’s response. What the Bernanke Fed did was necessary. Inaction at a time of such pervasive economic peril would have been devastating. But the Great Panic challenged the ideology of capitalism: economies do best when markets, not governments, decide who gets credit and who does not. What’s more, the Fed’s actions challenged the essence of democracy: the people’s elected representatives levy taxes and spend money.

Barney Frank, the sharp-tongued sharp mind who chaired the House Financial Services Committee, captured the issue clearly. Labeling Bernanke “the loan arranger” with his sidekick, Paulson, Frank said, “I think highly of Mr. Bernanke and Mr. Paulson. I think they are doing well, although I think it’s been inappropriate in a democracy to have them in this position where they were sort of doing this stuff unilaterally. They had no choice. And it’s not to their discredit, but … this notion that you wait until there’s a terrible situation and you just hope that the chairman of the Federal Reserve would pop up with the secretary of the Treasury and rescue you. It’s not the way in a democracy … you should be doing this. …

“No one in a democracy, unelected, should have $800 billion to spend as he sees fit,” he said.

The Great Panic exposed the alchemy of central banking: the Fed could create money from nothing. Printing money, they called it, although it was actually creating money with electronic keystrokes that showed up in the account of a bank somewhere. In the early stages, the Fed came up with over $115 billion to get Bear Stearns sold to JPMorgan Chase and to prevent insurance company AIG from rushing to bankruptcy court. By early 2009, with some help from the $700 billion financial-rescue fund that Congress eventually agreed to give the Treasury, it was prepared to create more than $3 trillion. Whatever it takes.

The Great Panic challenged the competency of those best equipped to calm it. Yet for all that the Fed did, it was often clumsy. Bernanke at times deferred so much to Paulson — always forceful, often impulsive, sometimes politically inept — that he undermined the Fed’s credibility as the one economic institution of government that does what is necessary regardless of the politics of the moment. Tim Geithner often said that at times of crisis, the government had to get both the substance and the theater right. How a line was delivered and how a policy was framed — the setting, tone, and backdrop — could matter as much in a media-saturated environment as the actions themselves. At its best, this approach made wise policy decisions more effective; at its worst, it led Geithner to overestimate his ability to use words — detractors would call it “spin” — to disguise a mistake or to explain away actions that were not always consistent. Bernanke, Geithner, and, even more so, Paulson muffed the theater. Because they didn’t tell a convincing story about what was happening or offer a clear explanation of what they were doing, other accounts of varying plausibility filled the vacuum on cable TV, on the Internet, on trading floors, in executive suites, and in the imaginations of frightened investors.

At the outset, the Fed did not do enough soon enough to prevent what has become the most painful recession in more than a generation: Once Bernanke did step up, the Fed became such a whirlwind of activity that it took President George W. Bush, Treasury Secretary Paulson, and the U.S. Congress off the hook, allowing them to avoid timely, but politically uncomfortable, measures that might have prevented some of the worst of the damage.

But with no textbook or contingency plan beyond Ben Bernanke’s lifelong obsession with the Great Depression, he and those closest to him responded aggressively and creatively enough to reduce the chances of the Great Panic becoming another Great Depression. Using tools invented by discredited financial engineers, the Fed devised ways to lend money and buy assets that Bernanke’s predecessors hadn’t dared to contemplate.

Despite resistance from inside the Fed — and a sluggish start — Bernanke ultimately took to heart his own critique of the Japanese central bank, which over a decade earlier had proved unwilling to experiment or try any policy that wasn’t absolutely guaranteed to work. “Perhaps it’s time for some Rooseveltian resolve in Japan,” Bernanke had suggested in 1999. “Many of [FDR’s] policies did not work as intended, but in the end FDR deserves great credit for having the courage to abandon failed paradigms and to do what needed to be done.”

This is the story of the Bernanke Fed abandoning “failed paradigms” in order “to do what needed to be done.” It is the story of what the Fed saw and what it missed, what it did and what it didn’t, what it got right and what it got wrong. It is a story about Ben Bernanke deciding to do whatever it takes. Above all, it is a story about a handful of people — overwhelmed, exhausted, beseeched, besieged, constantly second-guessed — who found themselves assigned to protect the U.S. economy from the worst economic threat of their lifetimes.
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LET OL’ LEHMAN GO

The Fed’s embassy on Wall Street is an iron-barred, neo-Florentine fortress built in the 1920s. Even before completion, it was criticized as so “luxurious and lavish” that it “will make Solomon’s temple of old seem quite cheap in comparison.” The building sits atop $195 billion worth of gold in a vault that rests fifty feet below sea level on the bedrock of Manhattan. Carved into the lobby wall, the Fed’s mission statement includes some archaic words (“to furnish an elastic currency”) and some still relevant (“to unite the resources of many banks for the protection of all”). A center of power itself, the Federal Reserve Bank of New York also is a key nexus between the worlds of Wall Street finance and Washington politics. Few dramas in its building have played out as momentously as the events of September 13 and 14, 2008, when the building played host to the death of Lehman Brothers, the shotgun marriage of Merrill Lynch to Bank of America, and the preparations to effectively nationalize AIG, the nation’s largest insurance company.

Lehman and Merrill Lynch had been on worry lists around the globe since the Fed had brokered the sale of failing investment bank Bear Stearns to JPMorgan Chase seven months earlier. As the financial rot from the housing market spread during the summer of 2008, Lehman’s basic problem was not uncommon: a huge pile of bad real estate loans that it couldn’t sell. What was unusual was the size: in just six months, it had taken $6.7 billion in losses on its commercial real estate portfolio. Its shares had fallen by 90 percent since the beginning of the year.

Both Paulson, the hyperactive Treasury secretary, and the New York Fed’s coolly analytical president, Tim Geithner, had been fielding calls from Lehman’s longtime CEO, Dick Fuld, for months — even before the firm announced a couple of days after the Bear Stearns rescue that its first-quarter earnings were down 57 percent from the year before. Both Paulson and Geithner told him to raise capital or find a buyer. Fuld looked — with all of Wall Street watching intently.

At one point, Fuld suggested that Lehman could split into two pieces — putting the rotting real estate assets in a separate entity — if only the government would come up with $4 billion. Lehman had flirted with becoming “a bank-holding company,” a way to wrap itself in the Fed’s protective blanket and assure investors that it would always have access to Fed loans in a crunch. The Fed listened, but Geithner, among others, was skeptical that an identity change would solve Lehman’s underlying problem. “No naked bank-holding companies,” he told Lehman. (Translation: a change in legal status without a fundamentally different business strategy wouldn’t suffice.)

Paulson, who never thought much of Lehman when he was running Goldman Sachs, found Fuld unrealistically optimistic. But unlike some, even among his own staff, Paulson didn’t think the problem was that Fuld was asking too much for his company. “Everyone out there knew that Lehman was sitting there. If they wanted to do a deal with Lehman, they weren’t going to be constrained by the price Dick was asking,” Paulson said later. A last-minute attempt to raise equity from a Korean bank fell through.

Lehman’s time was running out.

COMMANDERS IN CHIEF

Just a few days after orchestrating the government takeover of mortgage giants Fannie Mae and Freddie Mac — a maneuver that would have consumed all their attention for months in ordinary times — Ben Bernanke and Paulson met for their usual weekly breakfast. This week, they sat in a small antiques-furnished conference room adjacent to Paulson’s larger corner office in the Treasury building. In calmer times, the two would have chewed over the surprisingly smooth execution of their plan to seize control of Fannie Mae and Freddie Mac, which were in danger of losing their ability to borrow money because of mounting losses on mortgages they held in their portfolios or had guaranteed. But Lehman pushed itself to the top of the worry list. At midmorning, Bernanke and Paulson convened a conference call to talk Lehman strategy with their top lieutenants and Christopher Cox, the former California congressman who was chairman of the Securities and Exchange Commission and ostensibly Lehman’s regulator.

With Lehman clearly struggling for survival, Paulson and Bernanke assured each other — and the others on the call — that all the companies and traders that did business with Lehman had been given time to protect themselves from a possible Lehman bankruptcy. They comforted themselves that, since the Bears Stearns bailout, the Fed had found new ways to lend to other investment houses that might be hurt by a Lehman collapse. They were wrong.

Paulson and Bernanke were directing the entire response of the U.S. government. There had been no high-powered, explore-all-the-options meeting at the White House to contemplate a looming problem as significant as Lehman. Oddly for an administration that had made a habit of interventions and micromanagement throughout the government, Bush and his team had delegated almost unconditional responsibility for managing the Great Panic to the Treasury and the Fed.

Paulson called the plays and kept the White House informed, most commonly through phone calls to Keith Hennessey, the economic-policy coordinator, or Joel Kaplan, the deputy White House chief of staff. Paulson didn’t do e-mail. When the Smithsonian’s National Museum of American History later asked for his BlackBerry, Paulson said he didn’t have one and gave the museum his overused cell phone.

After meeting with Bernanke, Paulson flew to New York on a private plane he paid for himself. He could afford it. He had earned $40 million as Goldman’s CEO in 2005 and had sold nearly $500 million worth of Goldman shares accumulated over his thirty-two years at the firm when he took the Treasury job in 2006. Goldman Sachs had sent so many alumni to positions of power in both Democratic and Republican administrations that it was sometimes called “Government Sachs.”

Paulson had played on the offensive line of the Dartmouth College football team, and had a permanently bent little finger on his left hand as a result. After getting an M.B.A. from Harvard, he worked in the Pentagon and later in the Nixon White House as a liaison with the Treasury and Commerce departments. A Christian Scientist with a passion for nature, Paulson initially worked in Goldman’s Chicago office, and he and his wife raised their son and daughter on his family farm in illinois.

Paulson was a physically restless man, even when sitting down, and brought to the Treasury the impatience and drive that had taken him to the top of Goldman Sachs. He issued orders to his secretaries while they were on the phone talking to someone else. He made assignments to staffers and then checked on progress ten minutes later. He convened Sunday-afternoon meetings at his house and focused so intently on the work that he didn’t offer drinks or snacks. And he had a tendency to talk more than listen, thinking through a problem by talking about it out loud instead of reflecting quietly or making a list of issues on a legal pad as Bob Rubin, a previous Goldman Sachs executive turned Treasury secretary, did. His closest advisers learned that he often stopped listening to them before they stopped talking, prompting them to tell him explicitly when they were making a crucial point.

With him were Dan Jester, a forty-three-year-old Goldman Sachs investment banker Paulson had drafted out of retirement, and Steve Shafran, another Goldman alum. “Our purpose,” Paulson said, “was to either get a deal done for Lehman or have the rest of the industry help one of their competitors make an acquisition.”

Paulson wanted a deal for Lehman, and he was prepared for tough negotiations, but he did not want a huge taxpayer-funded bailout: “We said: ‘If you’re not going to do the acquisition, you’re going to need to figure out what you’re going to do to help with the wind-down of Lehman because … you have to understand the powers that we have and we don’t have.’”

Bernanke stayed in Washington, in nearly constant touch by phone. His immediate interests in New York would be represented by his lieutenant, Kevin Warsh, a role Warsh filled during several pivotal moments of the Great Panic. A young and ambitious former investment banker, Warsh split his time between his Washington office at the Fed — the same office that Bernanke had occupied earlier in the decade when he was a Fed governor — and an office he had commandeered next to Geithner’s temporary quarters on the thirteenth floor of the New York Fed. (The Great Panic coincided with the renovation of the cavernous, wood-paneled, tenth-floor executive suite at the New York Fed, its arched hallways modeled on those of the fifteenth-century Palazzo Strozzi, built by a rival of the Medici, the greatest banking family of the Renaissance.)

As Paulson and Jester rode from the Teeterboro, N.J., airport to the New York Fed, a gaggle of Bank of America executives called Jester’s cell phone. Bank of America and Britain’s Barclays bank were the two potential Lehman buyers — and the best remaining hope for doing for Lehman what had been done earlier for Bear Stearns. For weeks, Paulson had brought all his energy and training as a mergers-and-acquisitions banker to the effort, pressing Bank of America’s CEO, Ken Lewis, to buy Lehman without any government help.

But the Bank of America executives now said buying Lehman without help wasn’t possible.

Paulson’s reply: tell them to show me their best offer.

The executives told Jester that Lehman was carrying assets on its books that were worth about $25 billion less than Lehman said they were. If Bank of America were to do a deal, someone — the government or a consortium of other financial firms — would have to take $25 billion to $30 billion of Lehman’s bad real estate assets.

“I’M BEING CALLED MR. BAILOUT.
I CAN’T DO IT AGAIN”

Government bank bailouts were hardly unprecedented in the United States or abroad. Between 1986 and 1995, the government shuttered more than a thousand savings and loan associations with assets totaling over $500 billion — for a total cost that ended up at about $150 billion. In that case, as in most others, the decision to spend huge sums of money was made by democratically elected leaders, not unelected central bankers. Now, however, the clock was ticking: if $30 billion was needed this weekend to seal a deal to save Lehman, it was going to have to come from the Fed. For its part, the Fed could come up with large sums of money quickly, but neither Bernanke nor Paulson was comfortable with doing so — especially after facing so much criticism for the assertive government role in getting Bear Stearns sold in March 2008.

In a conference call with Bernanke and Geithner, Paulson had stated unequivocally that he would not publicly support spending taxpayers’ money — the Fed’s included — to save Lehman. “I’m being called Mr. Bailout,” he said. “I can’t do it again.” Though Paulson had no legal ability to stop the Fed, Bernanke and other officials were extremely reluctant to put money into any Lehman deal over the Treasury secretary’s objections — unless, as Paulson often did, he changed his stance.

Paulson was a deal maker. He didn’t build relationships by socializing. He focused relentlessly on studying his clients, figuring out what motivated them, and reaching the desired outcome. It was a style that helped him in February 2008 negotiate an emergency $152 billion tax cut with a Democratic Congress to try to give the economy a jolt. But like many on Wall Street, he could shout “No! No!” before, citing changed circumstances, abruptly saying “Yes!” The approach provided flexibility in negotiating the best business deal; it didn’t build lasting credibility in Washington. He would later argue that each of his exaggerations or unqualified statements was justified by prevailing circumstances or tactics. His “Mr. Bailout” outburst, he insisted months later, was calculated to stop any lower-level government employees on the conference call from weakening the government’s bargaining position by leaking that the government might put in money. But his words were so emphatic that listeners later were stunned by his subsequent actions.

As Lehman’s problems deepened, the Treasury secretary’s style occasionally brought him into conflict with Geithner, his partner in managing the crisis. Geithner’s approach — at least when he was at the New York Fed — was more disciplined, calmer, and politically savvy. A veteran of the U.S. Treasury’s management of the Asian financial crisis of the 1990s, Geithner had learned at the side of Clinton’s agile Treasury secretary, Bob Rubin. Rubin placed a high premium on what his then-deputy Lawrence Summers called “preserving optionality” — deferring final decisions until they had to be made and avoiding any public statement that could limit his political wiggle room. Rubin prized flexibility, and so did Geithner. That made sense in an ever-changing panic, but this approach risked turning crisis management into a series of ad hoc decisions that left everyone from traders in the markets to politicians in Congress guessing at the rules of the game.

Geithner had strenuously cautioned Paulson and Bernanke against publicly displaying any regret about the Bear Stearns bailout. In the calm, methodical manner that earned him respect inside the Fed and Treasury, Geithner counseled that the best approach now would be to ask: Is the system at risk if Lehman defaults? Is there a way to prevent default? If so, can the government help legally?

The Geithner method, however, required a certain team discipline, and that had fallen apart Thursday night when a couple of Paulson’s aides — Jim Wilkinson, his chief of staff, and Michele Davis, his spokeswoman and chief of policy planning — jumped the gun, spreading the word of Paulson’s no-taxpayer-money-for-Lehman vow to the press. “U.S. Helps Lehman Go Up for Sale; Regulators Are Seeking a Weekend Deal Not Involving Public Money” read the front-page story in the Washington Post on Friday, September 12. Reuters news service, citing “a source familiar with Paulson’s thinking,” said the Treasury secretary was “adamant” that no government money be used. The Associated Press and the Wall Street Journal said much the same thing.

Davis and Wilkinson didn’t want Paulson to walk into a roomful of Wall Street CEOs who expected him to pull out the Treasury’s or the Fed’s checkbook to help one of them buy Lehman. Better to save the checkbook until the last minute. It also seemed plausible that Paulson was doing something more than staking out a tough bargaining position. Perhaps, as the press put it, Paulson was “drawing a line in the sand.” After all, he had said emphatically a few months before: “For market discipline to constrain risk effectively, financial institutions must be allowed to fail.”

Whatever Paulson’s reasons — and Wilkinson and Davis’s reasons for previewing them — Geithner thought that publicly drawing “a line in the sand” during a financial crisis was lunacy. Paulson’s staff seemed to be telling the world that the Treasury and the Fed had decided to cut Lehman loose to punish Wall Street miscreants. Sending a tough message — “Washington to Wall Street: Drop Dead” — at a moment of panic was wrong. Geithner lost his customary cool, telling Paulson emotionally: “The amount of public money you’re going to have to spend is going up, more than you would have otherwise! Your statement is way out of line!” Geithner understood, but Paulson and some of his staff didn’t appear to, that a tough bargaining stance in a room full of investment bankers made sense, but that the press, the markets, and foreign officials abroad couldn’t distinguish a bargaining position from a policy position.

“YOU’RE DOING THIS ONE”

Paulson and Geithner’s differences were suppressed as the CEOs of the twenty largest banks and investment houses gathered in a conference room on the first floor of the New York Fed at 6 P.M., Friday, September 12. Paulson sat at one end of the table with Christopher Cox, the chairman of the Securities and Exchange Commission, beside him. Geithner sat at the other end. The goal: to get Wall Street to come up with enough money to make Lehman Brothers attractive to one of its two surviving suitors, Bank of America or Barclays, much as Bear Stearns had been married to JPMorgan Chase.

“We did the last one,” Paulson told the men, according to a person who was there. “You’re doing this one.” There would be no government bailout for Lehman. Either someone would buy the company, sharing the losses with other Wall Street firms, or the government would let it go under. He told the CEOs that if the government did put money in, the political reaction would be overwhelming, and Wall Street firms would feel the pain.

Geithner — in phrasing that would fuel speculation that he would have saved Lehman had it been up to him — told the assembled executives: “There is no political will for a federal bailout.”

Then, as Geithner always did in a crisis, he divided the necessary work among task forces. “He is very iterative,” one of Geithner’s aides said. “What’s the best idea? Go back and work on it. Come back in two hours. He’s incredibly tenacious. He just keeps going. How many iterations are required to get to where we want to go? Five hundred? OK, I’ll go to five hundred.”

Morgan Stanley, Merrill Lynch, and Citigroup were assigned to see if the industry could band together to run what Geithner called “a liquidation consortium” to sell off Lehman in pieces. Their mission was to do essentially what had happened back in 1998 when the New York Fed had summoned the heads of Wall Street firms to prevent an untidy collapse of a hedge fund, Long Term Capital Management. That episode demonstrated how one large and leveraged institution, in this case a hedge fund that had recruited Nobel Prize-winning economists to hone its strategy, could threaten the entire financial system. But back then the Fed managed to cajole Wall Street firms into paying the tab; this time the problems were bigger and more widespread.

Goldman and Credit Suisse, which had been working with Lehman for weeks, were assigned to look over Lehman’s commercial real estate assets to determine their worth. Everyone in the room believed their value to be far below the value Lehman had been carrying on its books. Their job was to look particularly at the assets no buyer would take, figure out “how big the hole is,” and devise some way to share the risk in order to get one of their competitors to buy the rest of Lehman.

A third group was asked, in Geithner’s phrase, to “put foam on the runway” — that is, prepare for a Lehman bankruptcy.

“Come back in the morning and be prepared to do something,” Geithner told them.

Geithner and Paulson were asking a lot. They wanted the firms present to put in big bucks in the middle of a financial panic to strengthen a competitor, and they knew that Lehman wasn’t the end of the line. As the CEOs filed out of the conference room shortly before midnight, everyone was aware that even if Lehman were saved, big brokerage house Merrill Lynch and giant insurer AIG were next in line and perhaps Morgan Stanley, too. Or as Fed governor Kevin Warsh put it later: “We were running out of buyers before we were running out of sellers.”

On Saturday morning, Bank of America executives told Paulson and Geithner that Lehman was in deeper trouble than they had realized just twenty-four hours before: someone would need to take between $65 billion and $70 billion of smelly real estate assets if Bank of America were to buy the firm, it said.

That was enough to convince Paulson, Geithner, and Warsh that Bank of America didn’t really want to do the deal. Their attention turned to Barclays, the British bank.

All day Saturday, Paulson and Geithner talked in person and by phone with Barclays executives and fielded frequent calls from Lehman’s Fuld, who had been told to stay away. Paulson shuttled constantly between Geithner’s thirteenth-floor office and the first-floor conference room, where in excruciating detail he briefed executives from other firms on the latest developments.

The group assigned to think through liquidating Lehman quickly concluded that their mission was impossible. So attention shifted toward “filling the hole,” somehow coming up with a way for a group of Wall Street firms to take the assets that Barclays didn’t want so a deal could be struck.

But, the conversation made clear, no one was confident Lehman would be the last firm to be rescued. “If we’re going to do this deal, where does it end?” asked Morgan Stanley’s John Mack. Everyone knew AIG and Merrill Lynch were vulnerable. The big question hanging in the air: Would banding together to save Lehman reduce the odds that AIG or Merrill would also need rescuing, or were they in such deep trouble already that they would need rescuing anyway?

To put pressure on the executives, Geithner emphasized the limits to the Fed’s and Treasury’s ability to shield them from the fallout of a Lehman bankruptcy. “You need to know,” Geithner told the CEOs, “that if we are unable to work out some solution, we do not have the capacity to insulate you or the system from the consequences.”

The pressure from the government officials was intense. Paulson made it clear to Merrill Lynch’s John Thain — in front of his peers — that it was time for him to find a buyer. Paulson pulled Thain aside and said without nuance: find a buyer. Geithner reinforced the point. Merrill’s shares had fallen by 36 percent the week before.

Thain took the hint and called Ken Lewis, of Bank of America, Saturday morning, and the two men met that afternoon. Thain tried to sell Lewis a 9.9 percent stake in the company, but before the weekend was over he had agreed to sell the whole company. At the time, Bank of America wasn’t asking for any government aid to do the deal.

The rest of Wall Street saw the merits of the Paulson-Geithner argument that their firms would be better off if Lehman didn’t go into bankruptcy. By Saturday night, the Wall Street firms had agreed on a way to help “fill the hole,” or at least most of it, if a deal to buy Lehman could be struck.

Despite all of Paulson’s assertions, Geithner, Bernanke, and Warsh all expected the Treasury to endorse a Bear Stearns — style loan by the Fed if Barclays and the Wall Street firms couldn’t come up with enough money. The numbers kept changing, but in the end, other Wall Street firms and the government would have had to come up with roughly $10 billion to close a gap that would remain if Barclays did the deal. The eight firms agreed to pitch in about $4 billion, basically to protect themselves from the consequences of a Lehman bankruptcy.

“If there had been a buyer, the guys on the first floor would have filled the hole, and if they wouldn’t have, we would have,” Warsh said later.

If there had been a buyer.

Paulson had been warned even before going to New York that the British government was unenthusiastic about Barclays’s eagerness to buy Lehman. In a phone conversation, Alistair Darling, the finance minister, told him so. “We are not going to import your cancer,” Darling said.

Paulson joked, hopefully, that perhaps the British regulator, the Financial Services Authority (FSA), truly was independent of the British finance ministry and would bless the Barclays deal. He didn’t see any alternatives to Barclays, and it was interested.

Paulson, Geithner, and Warsh left the New York Fed late Saturday hoping to seal a deal on Sunday.

THE BRITISH AREN’T COMING

On Sunday morning, September 14, U.S. officials were troubled to discover that the British FSA was, in fact, an obstacle. Geithner and SEC chairman Cox had been talking frequently with Hector Sants, the FSA head. They had assumed he was at least neutral, if not an ally. He was proving anything but.

The technical issue was that the Fed and Treasury insisted Barclays guarantee all of Lehman’s liabilities so the firm could open for business Monday morning, just as JPMorgan Chase had done with Bear Stearns earlier. Without that, no one would be willing to do business with Lehman the next day. At the last minute, though, Barclays discovered that stock-exchange listing rules would require a shareholder vote on such a guarantee — unless the FSA waived the rule. The FSA refused to grant the waiver. Geithner pressed the New York Fed’s lawyers for some way that the Fed might provide the guarantee, but they couldn’t find a way. The deal died.

Paulson and Geithner concluded that the British regulator, with good reason, didn’t want its bank to swallow a problem as large as Lehman. (Barclays later bought Lehman’s core U.S. business from the bankruptcy court, including a $1 billion Manhattan skyscraper, for $1.75 billion.)

Without a buyer, the only alternative to bankruptcy was a Fed-financed takeover of Lehman, one that would have cost two or maybe three times as much as the $30 billion the Fed spent on Bear. Neither Paulson nor Bernanke nor Geithner audibly advocated that step, according to their own recollections and those of others involved.

There would be no show of Roosevelt-like resolve this time. Lehman signed bankruptcy papers on Sunday, September 14, a day that will live in financial infamy because it coincided with, or triggered, a devastating intensification of the Great Panic.

Paulson, Geithner, and Bernanke came into the weekend with different pressures. Paulson had been singed by previous bailouts and, though given extraordinary leeway by President Bush, was hardly getting encouragement from the White House or Republicans in Congress to bail out another big financial house. He wanted to avoid spending taxpayer dollars, and he had great confidence in his ability to push CEOs to do deals that would serve both their own and the U.S. economy’s interests.

Geithner was nearly always the most “forward leaning” of the three, the one most ready to intervene to stop something bad from happening. Though closest to the center of pain on Wall Street, he was also convinced that smart people could find a good-enough solution to almost any crisis and then could deal with the unintended consequences later.

Bernanke usually was as eager to act as Geithner and as worried about the damage that a major financial institution’s collapse would cause at a time of panic and distrust. But Bernanke, too, had been facing intense pressure over the Fed’s new activist role. He was hectored from all directions by fundamentalists who saw the Fed’s role in the Bear Stearns rescue as a dangerous precedent.

“We got a lot of flak on Bear Stearns,” Bernanke said in a September 2008 interview. “It’s not that long ago that we had the Jackson Hole meetings” — an annual Fed conference in the Grand Tetons — “and a lot of economists there were saying: ‘Oh, you know, you should be in favor of the market. Let them fail. The market will deal with it.’”

Bernanke thought that was idiocy. “I was unpersuaded,” he said. “I believed that a failure of a major institution in the midst of a financial crisis would not only create contagion through effects on counterparties, but would likely have a tremendous negative effect on broader market confidence.”

But worry that the Fed had gone too far was heard deep inside the Fed — and not just with fundamentalists. One Fed official confided later in September that he had acquiesced in the decision to let Lehman go. Why? “Because I thought people had anticipated it. They [Lehman Brothers] were still very big [but] they had shrunk a lot. It was time to find out what would happen if we didn’t stand behind all these guys. It had been a long time coming.” With hindsight, that tough-guy stance looked, at best, naive.

All the pressures notwithstanding, Paulson, Geithner, and Bernanke were all willing to put in some Fed money to close a deal with Barclays — even Paulson, otherwise he wouldn’t have kept talks going with the British when it was clear that some government money might be needed to close a deal. But once the Barclays deal fell through, neither Bernanke nor Geithner was prepared to nationalize Lehman without Paulson’s backing — even if their lawyers found a way to do so. The three had started the weekend hoping that they could sell Lehman and prevent a catastrophic collapse of the firm.

But in what would prove a colossal mistake, they hadn’t come prepared with a plan to prevent a bankruptcy if they couldn’t sell Lehman as they had managed to sell Bear Stearns. Once a sale proved impossible, they would be forced to scramble to explain why they didn’t do more.

“EVERYTHING FELL APART”

Nobody at the Fed expected it to be pretty, but none anticipated the severity of the reaction that came the day after Lehman died. The Dow Jones Industrial Average lost over 4 percent of its value, and losses were just as steep in international markets.

Criticism, though, came not only from stock tickers: the rest of the world was stunned, too. Christine Lagarde, the French finance minister, called the decision “horrendous” in an interview with French radio network RTL. “For the equilibrium of the world financial system, this was a genuine error.” The same complaint came from the European Central Bank. “[T]he failure of Lehman Brothers could have and should have been avoided,” said Lorenzo Bini Smaghi, a University of Chicago Ph.D. and a member of the European Central Bank’s executive board. In private, Jean-Claude Trichet, Bernanke’s counterpart at the ECB, said the same thing. Another ECB banker a few weeks later confided: “We don’t let banks fail. We don’t even let dry cleaners fail. It never occurred to us that the Americans would let Lehman fail.”

One of the distinguishing features of the Great Panic was that the United States was the source of the disturbance, not the financial stalwart that would protect more vulnerable or mismanaged economies from harm. Ten years earlier, during the financial crisis that swept through Asia to Russia to Latin America in the late 1990s, small-country central bankers asked their local banks if they had borrowed from U.S. banks and thus were vulnerable to being cut off from the flow of money if the small country’s finances looked shaky. This time, in a reversal, the same central bankers asked their local banks if they had lent to U.S. financial institutions and thus faced potentially huge losses should an American behemoth fail.

Back in Washington, Paulson went to the White House press room Monday morning and made what sounded like an unambiguous declaration that he had been unwilling, not unable, to save Lehman: “I never once considered that it was appropriate to put taxpayer money on the line … in resolving Lehman Brothers.” That was not true. Paulson said months later he meant that he never considered using taxpayer money to keep Lehman alive as a standalone company.

Nine days later, on September 24, Bernanke and Paulson sat side by side on Capitol Hill. Bernanke, always extremely careful to avoid any sign of disagreement with Paulson in public, also implied that a choice had been made. “In the case of Lehman Brothers,” he said, reading from prepared testimony, “the Federal Reserve and the Treasury declined to commit public funds to support the institution. The failure of Lehman posed risks. But the troubles at Lehman had been well known for some time, and investors clearly recognized — as evidenced, for example, by the high cost of insuring Lehman’s debt in the market for credit default swaps — that the failure of the firm was a significant possibility. Thus, we judged that investors and counterparties had had time to take precautionary measures.”

Paulson and Bernanke’s statements were more than after-the-fact window dressing. Although Lehman was already dead, the cause of death wasn’t a secondary issue. Lehman’s collapse caused — or coincided with — so much financial turmoil in large part because of the lack of a consistent story. Did the government let Lehman fail to teach Wall Street a lesson? Or were they legally powerless to save it? Was Bear Stearns a one-time-only rescue? Would the United States let other major financial firms fail? Every financial firm viewed its trading partners with suspicion.

“Everything fell apart after Lehman,” Alan Blinder, a Princeton economist — Bernanke’s former colleague — and former Fed vice chairman, later wrote. “People in the market often say they can make money under any set of rules, as long as they know what they are. Coming just six months after Bear’s rescue, the Lehman decision tossed the presumed rulebook out the window. If Bear was too big to fail, how could Lehman, at twice its size, not be? If Bear was too entangled to fail, why was Lehman not? After Lehman went over the cliff, no financial institution seemed safe. So lending froze, and the economy sank like a stone. It was a colossal error, and many people said so at the time.”

Bernanke and Paulson implied initially that they deliberately let Lehman go. But their later accounts were, well, different. In a January 2009 interview, a few days before leaving Treasury, Paulson said that the truth could not be spoken in September 2008. “We were unable to talk about it in a way in which we wanted to talk about it,” he said. “You’re unable to say: ‘We let it go down because we were powerless to do anything about it.’” After Lehman’s collapse, Merrill Lynch had been saved for the moment, but Paulson feared Morgan Stanley would be threatened next and perhaps his own Goldman Sachs would be next. In that climate, publicly admitting that the U.S. government was impotent to stop Lehman’s failure would have made everything worse. “You don’t want to say ‘the emperor has no clothes,’” Paulson explained.

Bernanke never disavowed his testimony, and nothing in it was untrue. But as time passed, he emphasized the legal constraints that had stopped the Fed and Treasury — rather than repeating the sense that the markets were ready for Lehman’s collapse. With a commercial bank, one that took deposits that were insured by the federal government, the law established ways to tap the Federal Deposit Insurance Corporation to rescue a systemically important bank, he said. But Lehman wasn’t a commercial bank. The law didn’t provide a clean way for the government to take over or close an investment bank — no matter how important.

The law said that the Fed could lend to nearly anyone if the Fed board in Washington declared circumstances to be “unusual and exigent,” provided that the loan was to be “secured to the satisfaction” of Geithner’s New York Fed. That was a problem, both Geithner and Bernanke said days after Lehman’s bankruptcy. With Bear Stearns, the Fed had a reasonable chance of selling the assets it bought at close to what the Fed had paid for them, or so they argued. But Lehman was literally worthless. Its debts were overwhelming its assets, and much of its collateral already had been pledged for other loans. There wasn’t enough wiggle room in the law to do a deal as big as Lehman, they insisted.

By the end of 2008, Bernanke, Paulson, and Geithner had coalesced around the explanation that — without a buyer — neither the Treasury nor the Fed had the authority to spend what it would have taken to save Lehman. “Neither the Department of the Treasury, the executive branch, nor the Federal Reserve had been given the authority by the Congress that would … have made it possible for the government to put in capital on a scale necessary to avoid default,” Geithner told the Senate during his January 2009 confirmation hearings to replace Paulson as Treasury secretary.

Bernanke also made it clear that had Congress given the Fed and the Treasury more authority sooner — for example, had the Troubled Assets Relief Program (TARP) been enacted earlier — he would not have let Lehman fail. “We could have saved it. We would have saved it,” he said in an interview in October 2008. “Even then, it would have been politically tough because of the risks to the taxpayer that would have been involved. And, of course, if Lehman hadn’t failed, the public would not have seen the resulting damage and the story line would have been that such extraordinary intervention was unnecessary.”

WHATEVER IT TAKES

Two harrowing days after Lehman’s collapse, with markets bruised and panic spreading, the Fed shelled out $85 billion to prevent AIG, the big insurer, from following Lehman to bankruptcy court. While the federal government took an 80 percent stake in the insurance company and planned to replace senior management, the move undermined the case that the Fed and the Treasury had been unable to save Lehman.

To be sure, there were legal differences: AIG had profitable operating businesses that were pledged as collateral for the Fed loan. But the primary motivation was more practical than legal: Bernanke and Paulson believed that the global financial system could absorb Lehman’s bankruptcy without catastrophe. A second shock only two days later was a different matter.

“Why not Lehman and why AIG?” Bernanke asked aloud in an interview days after he’d helped keep the insurance giant from bankruptcy. The short answer: AIG was bigger. The markets weren’t expecting it to go. And Lehman had just gone under.

“The impact of AIG’s failure would have been enormous,” Bernanke continued. “AIG was bigger than Lehman and was involved in an enormous range of both retail and wholesale markets. For example, they wrote hundreds of billions of dollars of credit protection to banks, and the company’s failure would have led to the immediate write-downs of tens of billions of dollars by banks. It would have been a major shock to the banking system.” Even banks that weren’t intertwined with AIG would have been hurt, he said. “Since nobody really knew the exposures of specific banks to AIG, confidence in the entire banking system would have plummeted, putting the whole system at risk.”

“A disorderly failure of AIG,” Bernanke told Congress the same week, “would have severely threatened global financial stability — and, consequently, the performance of the U.S. economy.”

It was becoming clear that Bernanke had adopted a new mantra: whatever it takes. He would not go down in history as the chairman of the Federal Reserve who dithered and delayed during a financial panic that threatened American prosperity. Sunday, September 14, 2008, would be the last day the Fed would say “No!” to any financial institution of significance. Just two days later, it did the AIG deal. Within weeks, the Fed would successfully press the rest of the U.S. government to guarantee the debts of all the nation’s banks, to buy shares in banks to bolster their financial conditions, and to declare that the government would not let another “systemically important” financial institution go under.

Barney Frank, the congressman from Massachusetts, proposed declaring Monday, September 15, to be Free Market Day. On Sunday, the Fed and the Treasury let Lehman fail; on Tuesday, they took over AIG. “The national commitment to the free market lasted one day,” Frank said. “It was Monday.”
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