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Geithner’s Wrong: Dodd Bill Doesn’t End Bailouts

Treasury Secretary Timothy Geithner has a recent op-ed' in The Washington Post titled “How to prevent
America's next financial crisis.” The following provides a brief analysis of Secretary Geithner’s claims
regarding the most important issue facing the financial regulation bill: preventing future bailouts of
failing, large financial institutions — and the failure of the Dodd bill" to address this critical concern.

GEITHNER CLAIM: “Crucially, if a major firm does mismanage itself into failure, the Senate bill
gives the government the authority to wind down the firm with no exposure to the taxpayer. No more
bailouts. Instead, we will have a bankruptcy-like regime where equityholders will be wiped out and the
assets will be sold.”™"

FACT: The Democrats’ bill creates bailout funds, authorizes bailouts, allows for “back door” bailouts
from the FDIC, Treasury and the Fed, and expands the scope of bailouts.

Creates a New Permanent Bailout Fund Paid for by Taxpayers — The bill creates a new prepaid $50
billion bailout fund," signaling to creditors that the government stands ready to bail out large banks.
This creates a slush fund for Treasury to use for unintended purposes, immediately drains $50 billion
away from productive investments, and will erode market discipline.

Authorizes Bailouts of Creditors — The bill does not require creditors of a firm to take a loss. In fact, the
resolution authority allows the FDIC to pay creditors more than they would receive in bankruptcy
(which defines a bailout) Y and lets the FDIC and Treasury pick and choose which creditors get bailed
out.”" This would allow the government to selectively bail out politically favored creditors.

Allows for “Back Door” Bailouts — The bill expands the ability of Treasury and regulators to conduct
back door bailouts through extensions of Federal Reserve credit,”" bridge loans,”" and broad-based
guarantees of bad debt.™ These powers may be used to prop up and bail out firms that would otherwise
have gone into bankruptcy. This perpetuates moral hazard and cements permanent bailout authority into
law. The risk to taxpayers is underscored by the fact that more than $1 trillion of taxpayer-financed
assistance in the recent financial crisis came in the form of lending by the Federal Reserve.

Expands the Scope of the Bailouts — The bill authorizes a Financial Stability Oversight Council
(*Council”) to designate non-bank financial institutions as potential threats to financial stability and,
hence, too big to fail.*' This gives such companies an undeserved funding advantage over competitors,
leading to outsized profits and the extension of additional bailout risk for taxpayers. What determines
whether a non-bank financial institution is a threat to stability? Among other possible considerations,
“any other factors that the Council deems appropriate.”" Such broad authority would allow the Council
to protect and promote, or to hamper, firms based on whatever it deems appropriate.

Fails to Fix Fannie/Freddie — Geithner’s op-ed™" states: “It is simply unacceptable to walk away from
this recession without fixing the system’s basic flaws that helped create it.” Yet, amazingly, the
Democrats’ bill does nothing to address the costly," risky flaws inherent in the mortgage giants, Fannie
Mae and Freddie Mac.
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