Six Questions for James Galbraith on the Financial Crisis and the Bailout

By Ken Silverstein
James K. Galbraith teaches economics at the Lyndon B. Johnson School of Public Affairs, the University of Texas at Austin, where he directs the University of Texas Inequality Project, an informal research group. Galbraith has authored several books, among them The Predator State: How Conservatives Abandoned the Free Market and Why Liberals Should Too. I recently asked him six questions about the unfolding financial crisis and the resulting reaction from Washington, D.C. This interview was edited for length and clarity.
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1. It’s hard to get a handle on the scope of the crisis? Just how big of a problem are we looking at?
If you’re on Wall Street you’re sitting in the middle of a disaster, and one of your own making. Wall Street took these toxic subprime loans from places like Countrywide and sold them to pension funds and sovereign wealth funds, keeping what they couldn’t sell in their own portfolios. Now those loans can’t be marketed. They’re not all utterly worthless but no one knows the value of the stuff and so the markets have seized up. That’s a big problem for the Wall Street firms involved in the crisis, some of which are basically bankrupt; the problem for the rest of the economy is that the driving motor of economic expansion–the extension of credit from the private sector to homeowners through mortgage and lines of credit–has dried up, and housing values are going to continue to fall. The Treasury Department buying up subprime loans won’t fix that. It will prevent the absolute elimination of the companies, but it won’t change the fact that the value of your home has fallen and now you owe more on it than it’s worth. And nothing has being done to address that yet; it will be the next administration’s problem.

2. What are the political origins of the crisis?
There’s a Republican talking point going around that lays the blame on Fannie Mae and Freddie Mac, and hence the Democrats. There were big problems in the way Fannie and Freddie were run, but they were very small players in the subprime market. And Fannie and Freddy had standards. They checked on borrowers’ credit and they weren’t giving out subprime, low-doc, or no-doc inflated appraisal loans. The overwhelming responsibility for the crisis is the failure to regulate financial markets, and that is a failure of the Bush Administration. They sent very clear signals that they were in favor of deregulating the industry. All of three weeks ago, Mitt Romney said at the Republican convention that we should take a weed whacker to regulation. Two weeks ago, Governor Palin told Charles Gibson of ABC that her philosophy of economic policy was to “get government out of our hair.” A few months ago, ancient history by now, McCain said, “I’m a deregulator.” That’s been a consistent Republican theme.

3. Is a major bailout required?
One can argue about the consequences of allowing a collapse to happen. I can see the reasons against it, the most important being that everyone’s pension fund and 401(k) is tied up in these assets and if there’s a disorderly collapse, everyone wakes up a lot poorer.

What Congress can do is make sure the companies have to turn over any information that the Treasury wants from the companies, including the computer code

4. What should a bailout bill look like?
Oversight and accountability have to be included. The Treasury sent up a non-starter of a proposition, which was plainly unconstitutional in saying that its own actions could not be reviewed by any agency or court. Congress needs to put in tough disclosure requirements. Any firm that sells its assets to the Treasury Department should be required to make full disclosure–if you get in bed with the government, the public has the right to know who you are and how you value your assets. And it’s vital to know the price the Treasury Department is paying for the assets, that the firms get some cash but not so much that they don’t have any losses. There also needs to be a “No Cheney” clause; Congress needs to have all the documents and information it asks for, and there needs to be a conflict-of-interest clause. Henry Paulson has a huge fortune and probably owns a lot of Goldman Sachs stock in blind trust. He should be recused from the administration of this program. We need people who can act as tough counterparts to industry and advocates for the public interest, and not people who are likely to profit from the program or who have close ties with people who will.

5. The Democrats say they are not going to give the administration a blank check, but there’s a lot of pressure to do something. What sort of conditions should be attached to a bailout?
The Democrats have a strong hand. The voters weren’t born yesterday; they understand that it’s a Republican administration in power. Some of the problems are difficult to solve. Executive compensation is clearly a legitimate concern; it’s incredible that Lehman Brothers set aside a $2.5 billion bonus pool as it was going into bankruptcy. On the other hand, what do you do about it? If you tell these people they have to work for $400,000 a year–that’s a lot of money to you and me, but a lot of them are going to say, “See you on the ski slopes, pal.” But what Congress can do is make sure the companies have to turn over any information that the Treasury wants from the companies, including the computer code. If the government is going to buy assets of dubious value, it needs to know that the companies aren’t selling it the worst of the worst, just as you have the right to inspect a used car before buying it.

6. How long is it going to take to fix the situation? And what about the bigger financial crisis?
There’s nothing that can put this right in six months. No bailout can achieve that, but the difference between three years and ten years is important. The Treasury is going to end up with a large portfolio of properties. The government needs to set up the equivalent of draft boards in communities to make a review of properties and see how to keep people in their homes: offering them sustainable payments or converting mortgages into rental contracts, or simply demolishing homes that have been wrecked or that have fallen into irreparable disrepair. We’re not going to have another private credit boom, where economic growth is financed through mortgages and lines of credit, any time soon. So what is going to keep the economy going? The government is, if it knows what it’s doing. Public infrastructure has been neglected to the point that there are places in the country that look like Eastern Europe. With environmental protection, the energy problem, climate change–there’s a lot that can be done to generate a public and private response. It’s a 30-year project but we need to start down that road. There’s no new Internet boom out there waiting to happen, so the government is going to have to take a leadership role. If the Democrats believe they can recreate the Clinton credit boom, good luck. Conditions have changed.

