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Chapter 1

The Financial Crisis

Y ou’ve picked the wrong people. I don’t understand how you 
could do this. You’ve picked the wrong people!”1 Senator   
Byron Dorgan (D-North Dakota) shouted at President-elect 

Obama in a private meeting shortly after Obama announced his eco-
nomic team back in December 2008.

Dorgan—along with many other Democrats—was upset about 
Obama’s choice of Larry Summers as director of the National Economic 
Council, and Tim Geithner as Treasury Secretary.2 Dorgan blamed these 
two men for having helped cause the crisis by persuading President 
Clinton to deregulate banks.

Summers and Geithner did play a big role in creating the crisis, 
but not because they once supported deregulation.3

Summers and Geithner bore responsibility for the crisis in another, 
much more direct and obvious way. They had a hand in encourag-
ing risky home-mortgage lending and ensuring that the federal 
 government would cover any losses Fannie Mae and Freddie Mac 
would bear. And with a loss of $141 billion as of October 2011, these 
two organizations were at the center of the mortgage collapse.4

Fannie and Freddie are government-sponsored enterprises— 
corporations created by the government but run, for profi t, as pri-
vate enterprises. They provide extreme examples of what happens 

“
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when private companies are allowed to gamble with taxpayer money. 
If Fannie and Freddie won, they got to keep the money. If they lost, 
taxpayers picked up the bill.

As Alan Greenspan, the former Federal Reserve chairman, testi-
fi ed before the Financial Crisis Inquiry Commission on April 8, 2010, 
about the events back in 2008: “While the roots of the crisis were 
global, it was securitized U.S. subprime mortgages that served as the 
crisis’s immediate trigger. The surge in demand for mortgage-backed 
securities was heavily driven by Fannie Mae and Freddie Mac, which 
were pressed by the Department of Housing and Urban Development 
and the Congress to expand affordable housing commitments.”5

Greenspan also witnessed, fi rsthand, this pressure on banks during 
the 1990s and 2000s to issue mortgages to people they thought were 
too risky to lend to: “I sat through meeting after meeting in which the 
pressures on the Federal Reserve—and on, I might add, all of the other 
regulatory agencies—to enhance lending were remarkable.”

Unfortunately, Fannie and Freddie’s problems didn’t just end 
with them pressuring banks to make risky loans. They also commit-
ted fraud. As one academic journal, the Journal of Business & Economics 
Research, put it: “In 2003, the Offi ce of Federal Housing Enterprises 
Oversight (OFHEO) investigated Fannie Mae and found a culture 
of corruption, arrogance, and pervasive accounting violations in the 
company. Executives at Fannie Mae cooked books to pocket an extra 
twenty-seven million dollars in bonuses.”6

Fannie and Freddie’s job has been to purchase and repackage 
a large share of all private mortgages in the country into mortgage-
backed securities—they put lots of mortgages together into bundles 
that are then resold. Why bundle the mortgages? It is too risky to 
hold mortgages from just one community. For example, if a major 
employer goes out of business, all home mortgages in the area could 
be adversely affected. It is much safer to hold a diversifi ed bundle of 
mortgages from many different places together.

But it was not done right. To help sell high-risk home mortgages, 
Fannie and Freddie mislabeled a large number of risky mortgages as 
safe ones, and got them rated them as AAA. Even when the fraud 
began to be clear, investors still purchased these mortgages because 
they thought that Fannie Mae and Freddie Mac, with the fi nancial 
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support of the federal government, stood behind the mortgage-backed 
securities they issued.

Fannie and Freddie worked alongside the Federal Reserve to gut 
mortgage-lending standards. The goal was deemed by both Republican 
and Democratic administrations as a noble goal—making homeown-
ership something everyone could afford. But they did this by gutting 
mortgage-underwriting standards.

“When we boost the number of homeowners in our country, we 
strengthen our economy, create jobs, build up the middle class, and 
build better citizens,” President Clinton said in a speech at the White 
House in June 1995, advocating an increase in homeownership.7 In 
virtually identical remarks eight years later, President Bush announced: 
“This administration will constantly strive to promote an ownership 
society in America. We want more people owning their own home. It 
is in our national interest that more people own their own home. After 
all, if you own your own home, you have a vital stake in the future of 
our country.”8 Bush was particularly proud of the increase in home-
ownership by minority and poor individuals and committed his admin-
istration early onto this path.9

Fannie and Freddie accomplished this by fi nancially rewarding 
mortgage lenders who provided loans to borrowers who  traditionally 
would have been rejected, such as welfare recipients, the unemployed, 
and those lacking a credit history.10 Lenders in urban areas were pushed 
to use infl ated appraisal standards to infl ate the perceived value of the 
home relative to the amount being borrowed.11 Other special programs 
were also offered to encourage homebuying by lower-income individ-
uals.12 This was a politically winning solution for Fannie and Freddie 
since it gave politicians something they could boast about—expanded 
homeownership.

It was a give-and-take relationship. In return for Fannie and 
Freddie giving politicians what they wanted, Fannie and Freddie got 
to keep their special status with the Federal government. Backed by the 
full faith and credit of the United States, Fannie and Freddie were able 
to borrow money at about half a percentage point lower than that paid 
by private companies.13 Fannie and Freddie also enjoyed many other 
privileges compared to normal banks: a low interest rate on a line of 
credit directly from the U.S. Treasury, exemption from state and local 
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taxes, and exemption from many government regulations imposed on 
private banks. These subsidies have made it very diffi cult for private 
companies to compete against them and gave Fannie and Freddie—
as well as Ginnie Mae, another wholly owned  government-sponsored 
enterprise—over 95 percent of the U.S. market for  mortgage-backed 
securities.14

Lacking these subsidies, private mortgage bundlers in a competi-
tive market could never have spent money on subsidizing politically 
desirable loans for risky homebuyers. Those companies would have 
quickly gone out of business.

These changes in lending standards started back in 1992, when 
a Boston Federal Reserve study claimed to fi nd evidence of racial dis-
crimination.15 People were outraged. The fi nding was signifi cant: Out 
of every 100 blacks and Hispanics applying for mortgages, 17 were 
rejected but only 11 of these could be explained by conventional 
underwriting data; the other 6 could not. The lead author, Alicia 
Munnell, claimed: “The study eliminates all the other possible factors 
that could be infl uencing [mortgage] decisions.”16 At a quickly called 
Senate hearing, Maryland Democrat senator Paul Sarbanes asked rep-
resentatives of the Federal Reserve: “Gentlemen, the fi rst question 
I want to put to you is that, clearly, these practices are taking place. 
Does anyone contest that statement? Well, why aren’t we doing more 
to try to get at them? What’s the problem?”17

By April 1993, just months later, the Federal Reserve had issued 
a manual for mortgage lenders warning: “Discrimination may be 
observed when a lender’s underwriting policies contain arbitrary 
or outdated criteria that effectively disqualify many urban or lower-
income minority applicants.”18

So what was on the list of the Fed’s “outdated criteria”? It included 
such discriminatory factors as the borrower’s credit history, income 
verifi cation, and the size of the mortgage payment relative to income. 
Failure to heed these criteria carried signifi cant risk to the lender. The 
manual warned:

“Failure to comply with the Equal Credit Opportunity Act or 
Regulation B can subject a fi nancial institution to civil liability for 
actual and punitive damages in individual or class actions. Liability 
for punitive damages can be as much as $10,000 in individual actions 
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and the lesser of $500,000 or 1 percent of the creditor’s net worth in 
class actions.”

The penalties were very serious, and would ensure that banks 
would follow the new rules.

But that was only a small part of the penalties. At the same time 
that the Federal Reserve was releasing its manual, 10 government agen-
cies under the Clinton administration were responding to the Boston 
Fed study with their own 20-page “Policy Statement on Discrimination 
in Lending.”19 The agencies included the Department of Housing and 
Urban Development, the Department of Justice, the Offi ce of Thrift 
Supervision, the Federal Trade Commission, and the Federal Housing 
Finance Board, among others.

The document was quite clear: Applying the same “policy or prac-
tice equally to credit applicants” will be defi ned as having a “disparate 
impact” if it “has a disproportionate adverse impact on applicants from 
a group protected against discrimination.” Examples included treating 
income from welfare differently from other income or denying loans 
based on credit histories or debt ratios.

In case mortgage lenders hadn’t picked up the hints from the Federal 
Reserve manual, the policy statement warned “The Department of Justice 
is authorized to use the full range of its enforcement authority . . .” and 
the Department of Housing and Urban development is asked to consider 
“suspension, probation, reprimand or settlement, against lenders found to 
have engaged in discriminatory lending practices.”

Worse, the study that led politicians to destroy banks’  lending 
standards in the name of ending discrimination turned out to be 
fl awed. Economists discovered that there were errors in the Boston Fed 
data that were used, presumably just due to someone carelessly typ-
ing in the data.20 Some black applicants were listed as having wealth 
up to hundreds of times greater than they actually had, making it look 
like wealthy minorities were inexplicably being turned down for loans. 
Some loans were erroneously listed as having negative interest rates, 
where the mortgage lenders were supposedly paying the homeowner 
each month to borrow the money. Some listings showed  people 
receiving mortgages even though they supposedly owed millions 
of dollars more than they had. Still other loans were shown as being 
rejected when they were not. The data were a mess.
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When the many data errors were corrected, the results reversed: 
There was no evidence of systematic racial discrimination. Minorities 
with the same fi nancial background as whites faced slightly lower 
rejection rates.

But with relaxed lending rules to poorer individuals, there was 
an expected consequence: Minorities were hit by higher foreclosure 
rates.21 Ironically, people who point to these higher rates as evidence 
of  discrimination or so-called predatory lending don’t understand that 
the very regulations set up to make it possible to get loans without the 
qualifi cations also meant that minorities are more likely to default.

Indeed, the two academics back in 1998, Professors Ted Day and 
Stan Liebowitz at the University of Texas at Dallas, found the errors in 
the Boston Fed study and warned: “After the warm and fuzzy glow 
of ‘fl exible underwriting standards’ has worn off, we may discover 
that they are nothing more than standards that lead to bad loans. . . . 
[T]hese policies will have done a disservice to their putative benefi cia-
ries if . . .  they are dispossessed from their homes.”22

And it wasn’t just Democrats who created this problem. One of 
the prime defenders of the study was Larry Lindsey, a Republican 
appointed to the Board of Governors of the Federal Reserve by 
George H.W. Bush and later director of the National Economic 
Council under George W. Bush. He wanted to make loans based on 
“fairness” and “not . . .  limited to safety and soundness.”23 In an inter-
view, Liebowitz told us that Lindsey “was warned about these errors 
in this study but the Fed ignored them.”24 Lindsey declined to discuss 
with us why he didn’t follow through on this information.25

Unsurprisingly, the lower standards did increase homeownership 
and infl ate prices. As long as housing prices kept rising, the lower stan-
dards didn’t pose a problem. But with so many people having little or 
no equity in their houses, as soon as prices started to fall and mortgages 
were worth more than the value of the house, people would walk away 
from their homes. Indeed, as more and more people were forced to sell 
their houses, the effect snowballed and soon enough, prices fell further, 
causing still more homes to be worth less than their value and forcing 
even more people to walk away. It is easy to see in the accompany-
ing fi gure how home prices started falling in the beginning of 2006, 
well before the recession, and that once they started falling, they really 
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plummeted (see Figure 1.1). With increased foreclosures and declin-
ing property values, mortgage specialists, such as Countrywide and 
IndyMac, as well as major fi nance and banking fi rms, such as Citicorp 
and Merrill Lynch, were fi nancially ruined. Fannie and Freddie became 
insolvent and were rescued only at a huge cost to taxpayers.

Let us get back to the role of Larry Summers. In 1996, when he 
was the deputy secretary at Treasury, Fannie Mae and Freddie Mac faced 
a real threat of losing their perks. At the time, the issue was whether 
these two organizations should be privatized. The Democratically con-
trolled House and Senate had mandated that a study be done as part of 
the 1992 Federal Housing Enterprises Financial Safety and Soundness 
Act’s regulations. The report that was scheduled for release was about 
to show that Fannie and Freddie had a lot of special favors given them 
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by the government. A third of their subsidy was each year disbursed to 
executives and shareholders, as well as to various friends in Congress.26 
Eliminating these perks would not only dry up this gravy train, it would 
make it much easier for private companies to compete against Fannie 
and Freddie.

In their book Reckless Endangerment, New York Times reporters 
Gretchen Morgenson and Joshua Rosner reveal that just a couple of 
weeks before the Treasury report was scheduled to be released in May, 
Summers was given oversight of it.27 Before his takeover, the report 
was indeed slated to recommend a path toward privatization.

But the fi x was in. As one staffer explained: “Nobody has bul-
lied me in my adult life the way that Larry [Summers] did on this 
one.”28 Summers ordered the staff to rewrite the report. Summers 
and Robert Zoellick, Fannie’s executive vice president, met later 
privately, and, according to Morgenson and Rosner, Zoellick 
was seen “fl oating with euphoria” down the halls of the Treasury 
department.29

Another push to end the government’s responsibility for 
any liabilities that Fannie and Freddie might incur came in 2000. 
Hearings in the House, headed by Louisiana congressman Richard 
Baker, tried to push legislation to tighten oversight of the two 
mortgage giants. Gary Gensler, the undersecretary of the Treasury, 
unexpectedly gave testimony that shocked everyone. Gensler had 
been a wonder boy at Goldman Sachs, having become, at the age 
of 30, one of the youngest partners in the fi rm’s history. Almost 
immediately after becoming a partner, he left to join the Clinton 
administration.

While praising Fannie and Freddie for the work they had done, 
Gensler’s testimony noted his concern over the huge $1.4 trillion 
debts they had already acquired by 2000, and he supported Baker’s 
attempt to revoke their open line of credit from the Treasury.30 Within 
24 hours, with Larry Summers now the secretary of the Treasury 
Department, the Clinton administration made it clear that they dis-
owned Gensler’s remarks. Perhaps it isn’t too surprising that  former 
Wall Street Journal reporter Ron Suskind wrote that, according to 
Gensler, Summers and Geithner “often appeared to understand the 
fi nancial markets better than they actually did.”31
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The Bush administration pushed again to reform Fannie and Freddie. 
But Timothy Geithner, then president of the New York Federal Reserve, 
was there to help by providing the right kind of studies to stop reform.

The battle lines were shown in a hearing before the House 
Financial Services Committee on September 10, 2003. Treasury 
Secretary John Snow was greatly concerned about the risk that 
Fannie and Freddie represented, and advocated “a strong world-
class regulatory agency to oversee the prudential operations of the 
[ government-sponsored enterprises] and the safety and the soundness 
of their fi nancial activities.”32 But Democrats on the committee were 
having none of this. Massachusetts congressman Barney Frank, the top 
Democrat on the committee, responded:

Fannie Mae and Freddie Mac are not in crisis. . . . The more 
people, in my judgment, exaggerate the threat of safety and 
soundness, the more people conjure up the possibility of seri-
ous fi nancial losses to the Treasury, which I do not see. I think 
that we see entities that are fundamentally sound fi nancially 
and withstand some of the disastrous scenarios. . . .  But the 
more pressure that there is there, then the less I think that we 
see in terms of affordable housing.33

Soon thereafter, in 2004, Greg Mankiw, chair of the president’s 
Council of Economic Advisers, put the warning about Fannie and 
Freddie most prophetically: “Because the housing [government- 
sponsored enterprises (GSEs)] are so large, the risk they face is  important 
for the entire fi nancial system. GSE debt is widely held by other fi nan-
cial institutions. Even a small mistake in GSE risk management could 
have ripple effects throughout the economy.”34

Geithner responded with a report that bolstered opponents of 
reform. At the end of 2004, the New York Federal Reserve published 
claims that there existed “little evidence to support the existence of a 
national home price bubble.”35 This assertion received wide coverage 
in the popular press and helped calm concerns about potential risk in 
the housing market. It was used as support for those opposed to priva-
tizing Fannie and Freddie.36

But Summers obviously had little respect for the likes of Greg 
Mankiw or others who had served during the Bush administration. 
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Referring to the transition from Bush to Obama, Summers noted: 
“We’ve gone from a moment when we’ve never had a less social-
science–oriented group, to a moment when we’ve never had a more 
social-science–oriented group. So . . .  we’ll see what happens.”37

Obama’s connections with the very people most responsible for the 
fi nancial crisis extended well beyond Larry Summers and Tim Geithner. 
Another close adviser during the 2008 presidential campaign was James 
Johnson, who headed Obama’s search for a vice presidential running 
mate.38 But in June 2008, documents exposed that Johnson was one of 
two former Fannie Mae CEOs who had received large below–interest-
rate mortgages from Countrywide, with Fannie Mae being the biggest 
buyer of Countrywide’s mortgages. Johnson received one subsidized loan 
from Countrywide while he was still the CEO of Fannie Mae, and two 
more loans afterward. All told, they totaled $2.7 million. The apparent 
confl icts of interest forced Johnson to resign from Obama’s campaign.

Johnson ran Fannie Mae from 1991 to 1998, dramatically chang-
ing it from a conservatively managed operation to an organization that 
aggressively pushed homeownership to low-income people, both as a 
way to grow and as a way to generate political goodwill. Under Johnson, 
Fannie found an ally in ACORN, the left-wing community-organizing 
group where Obama obtained success as a community organizer. They 
joined forces to ease traditional mortgage underwriting standards. The 
two organizations found success in the 1992 Federal Housing Enterprises 
Financial Safety and Soundness Act. Instead of the traditional 20 percent 
down payment that banks had required for houses, the 1992 Act encour-
aged loans with only 5 percent or less down.

ACORN was also credited with introducing what became known 
as the “Special Affordable Goal” in the 1992 Act.39 The provision 
mandated that a certain percentage of Fannie and Freddie’s mortgage 
purchases in an area had to be done specifi cally for low-income fami-
lies. For example, from 2001 to 2003, in most areas, at least 20 percent 
of the houses fi nanced by Fannie and Freddie’s mortgage purchases 
had to be for those with incomes no greater than 60 percent of an 
area’s median income.40

The 1992 Boston Fed study that sparked an effort to end per-
ceived discrimination against minorities and the poor was tailor-made 
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for ACORN. The organization was also deeply involved in generat-
ing attention for the results when they came out. ACORN had put 
out its own study in 1991 claiming that minority applicants were 1.6 
to 3.4 times more likely than whites to have their mortgage applica-
tions rejected.41 The organization continued to work closely with 
Fannie and Freddie for years. Even more than a decade after the 1992 
Act, ACORN organizers demonstrated in front of the homes of exec-
utives at Household International, a private competitor to Fannie and 
Freddie.42 Similar demonstrations were held against many banks across 
the country.

Of course, Obama’s links to ACORN are deep.43 In 1995, 
Obama was ACORN’s attorney in a case that forced Illinois to imple-
ment the federal “motor voter” law. When he ran for the Illinois 
State Senate in 1996, he fi lled out a questionnaire listing key sup-
porters by listing ACORN fi rst. During a 2007 speech to ACORN, 
Obama reminded the group’s leaders: “I’ve been fi ghting alongside 
of ACORN on issues you care about my entire career. Even before 
I was an elected offi cial, when I ran Project Vote in Illinois [1991–
1992], ACORN was smack dab in the middle of it, and we appreciate 
your work.”

As mentioned in the beginning of the chapter, Senator Dorgan 
and many other Democrats might not have liked Summers or 
Geithner, but with the president’s track record, these two individuals 
were natural choices.

Other Obama economic advisers shared Summers’s and Geithner’s 
views. Austan Goolsbee, a long-time Obama friend from the University 
of Chicago who served as Obama’s economic adviser ever since his suc-
cessful U.S. Senate campaign in 2004, typifi ed these views. When the 
Democrats moved into regulating fi nancial markets during Obama’s fi rst 
two years in offi ce, Goolsbee dismissed the notion that the legislation 
should deal with Fannie and Freddie, saying: “I think that’s a total red 
herring to say that [that] ought to be in a bank reform bill.”44 He spoke 
as if Fannie and Freddie were totally irrelevant to the fi nancial market 
crisis. Instead, Goolsbee directed his anger more toward U.S. banks. In 
an edgy comedy routine he gave in late 2009, banks were singled out as 
the “ungrateful bastards” who “bankrupted your grandma.”45
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