
F I N A N C I N G  FA I LU R E
A  Ce n t u r y  o f  B a i l o u t s

• Perhaps no issue related to the � nancial crisis of the 2000s aroused more passion than 
� nancial institution bailouts. Although the crisis has been the subject of numerous articles 
and books, few have attempted to examine the policymakers’ decisions to bail out � nancial 
institutions, not just during the latest episode but also earlier in history.

•  Vern McKinley remedies this shortcoming in Financing Failure: A Century of Bailouts. 
McKinley dissects the policy basis for the entire range of bailouts and probes the decisions 
and actions of the Treasury Department, the Federal Reserve, the Federal Deposit Insurance 
Corp., and other federal agencies, from the bailouts of the early 20th century to the present. 
His research reveals several � ndings overlooked by other studies of � nancial crises and 
bailouts—particularly about banking regulators’ familiar, panicky responses and their post 
hoc rationalizations.

• Far from unprecedented, the latest � nancial crisis is eerily similar to the crises of the 
1930s and 1980s. For example, in all cases new legislation approved by Congress was the 
source of the power to undertake the bailouts of � nancial institutions. Also, each crisis 
follows a familiar pattern: � rst, denial that a large “Too Big to Fail” bank is in danger, 
followed by a policy reversal rationalized by the claim that the bank not only is in danger, 
but that its failure would cause a disastrous, domino e� ect of failures throughout the 
� nancial system.

•  � e banking agencies’ analyses and responses during the recent crisis, as well as in prior 
crises, were a completely seat-of-the-pants concoction. Much of the analytical justi� cation 
was actually completed after a decision was already made or consisted of nothing more than 
idle speculation rather than robust factual analysis.

• � e underlying justi� cation o� ered for government intervention during the recent 
� nancial crisis—the idea that all manner of adverse consequences would � ow from the 
collapse of a bank believed to be “Too Big to Fail”—was unfounded. In fact, no clear 
evidence has been presented that would substantiate claims that the failure of an institution 
that was bailed out would have jeopardized the entire � nancial system. 

•  With each passing crisis, government interventions have become broader and more 
entrenched, with more of the � nancial industry receiving bailouts and more agencies 
becoming involved. � e standard pattern is (1) � nancial crisis; (2) � nancial institutions 
approach failure; (3) panic by regulators and members of Congress; and (4) bailout 
legislation. Despite its o�  cial aims, it is highly doubtful that the Dodd-Frank Act of 2010 
will prevent future crises from occurring or prevent a future Congress from authorizing 
bailouts.

• � e � nancial crisis of the 2000s was rife with regulatory failure, and this pattern is also 
present in previous � nancial crises. Government agencies failed in their role as an early 
warning system to raise red � ags about individual institutions, and they often acted at cross-
purposes. � eir mistakes—including inconsistent and poorly articulated reasons for deciding 
which institutions would get bailed out—undermined public con� dence and hampered 
economic recovery.
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FINANCING FAILURE

Polls conducted during the peak of the recent 
� nancial crisis showed that public opinion 
was overwhelmingly opposed to the bailout 
of banks and other � nancial institutions. If 
bailouts are very unpopular with the American 
public, why did elected o�  cials give � nancial 
regulators greater authority to implement 
them? And how exactly did regulators decide 
when to bail out a troubled � nancial institution 
and when not to do so?

In Financing Failure: A Century of Bail-
outs, Vern McKinley, a former legal advisor and 
analyst for several U.S. regulatory agencies, ad-
dresses these questions and many others related 
to federal agencies’ decision to save � nancial 
� rms from collapse. Employing a masterful 
command of the available evidence, he dissects 
the policy basis for the entire range of � nancial 
bailouts and probes the decisions and actions 
of the Treasury Department, Federal Reserve, 
Federal Deposit Insurance Corp., and other 
agencies, from their inception to the present. 

Financing Failure not only shows why 
government regulators and politicians have 
become so reliant on bailouts, but it also 
depicts their habitually dysfunctional modus 
operandi during a crisis, often characterized by 
false assumptions and a panic-driven, “not on 
my watch” approach to policy implementation.

“� e usual pattern is that they overreact 
in the midst of a � nancial crisis because they 
feel they have to ‘do something,’” McKinley 
writes in his concluding chapter. “Most of these 
actions made matters worse both in the short 
term, as the panic spread more broadly, and 
in the long term, as unintended consequences 
� ow from their initial reaction.”

Financing Failure can be read pro� tably 
by a general audience, but readers with back-
grounds in banking, � nance, or government af-
fairs will especially appreciate the thoroughness 
of its account of the rise of massive bailouts 
and the bureaucratic decision-making that has 
rationalized them.

Bear Stearns and the 
Nature of Bailouts 

Financing Failure begins by recounting 
the � rst bailout of the � nancial crisis of 2008–
2009, the original sin as it has been called. 
In March 2008, following a sharp drop in its 
liquidity, Wall Street behemoth Bear Stearns 
found itself in serious trouble: an unusually 
large number of customers were withdrawing 
their funds from it, and corporate lenders were 
unwilling to lend it funds necessary to continue 
its operations. Unless the � rm found relief 
immediately, it would be forced to shut down 
and many customers and clients would be left 
in the lurch. A series of late-night phone calls 
and emails led to a solution: JPMorgan Chase 
would provide a short-term loan, but only if 
the Federal Reserve Bank of New York would 
lend it funds via the so-called discount window. 
Worried that the failure of Bear Stearns would 
take down the banks with which it was doing 
business, the Federal Reserve Board agreed to 
the transaction and JPMorgan Chase was able 
to save Bear Stearns from immediate collapse. 
� e seat-of-the-pants e� ort of the Fed also 
characterized later panicky regulatory responses 
to the crisis.

� e Fed’s indirect bailout of Bear Stearns 
illuminates many of the issues surrounding the 
subprime mortgage loan implosion that began 
two years earlier and the events that followed. 
But a solid understanding of the causes and 
consequences of bailouts requires answers to 
fundamental questions: What does it mean 
when a � nancial institution fails or su� ers 
a run? What is the role of a central bank in 
addressing failures and runs? What constitutes 
a bailout? Answers to these questions explain 
the nature of bailouts and the evolution of 
central-bank lending. � ey also shed light on 
the legacies of � nancial regulations enacted in 
the twentieth century.

The Great Depression 
and Its Aftermath

Although the Federal Reserve Act of 1913 
was supposed to end � nancial panics, the av-
erage number of bank failures grew by several 
hundred each year in the decade that led up 
to the stock market collapse of October 1929. 
Bank failures became even more common 
during the Great Depression, peaking at an 
estimated 4,000 in 1933. President Hoover 
created the Reconstruction Finance Corpo-
ration (RFC) to reduce the incidence of bank 
failures and restore depositors’ con� dence in 
the bank system by providing secured loans to 
unsound banks. Bank failures continued until 
the agency was given authority to purchase 
preferred shares of banks and become heavily 
involved in the management of selected banks. 
� e reduction of bank failures came at the price 
of reduced market discipline that acts to punish 
poorly managed banks.

In the early 1950s, Congress phased out 
the RFC and gave the Federal Deposit Insur-
ance Corporation (FDIC) new powers to assist 
troubled banks, including the authority to bail 
out creditors and shareholders of banks in 
danger of closing, a power not used until 1971. 
� e FDIC faced one of its greatest challenges 
in 1974 when Franklin National Bank of New 
York, one of the twenty largest U.S. banks, 
experienced a massive run and lost nearly 50 
percent of its deposits. � e 

FDIC, the Federal Reserve, and the 
O�  ce of the Comptroller of the Currency 
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reacted by arranging a bailout of uninsured 
creditors and depositors. Federal regulators 
worried that without a bailout, �nancial mar-
kets would have been severely disrupted, but 
no regulator has ever released a detailed anal-
ysis of the expected disruption. �e Franklin 
resolution marked a turning point: it was the 
�rst bailout of an institution deemed “Too 
Big to Fail” (TBTF), and it foreshadowed 
the method of future bank resolutions. It 
also suggested the lengths to which banking 
agencies would go to avoid the least hint of 
�nancial instability.

The 1980s Financial Crisis 
and Its Legacy

�e 1980s saw the greatest volatility of 
the U.S. �nancial system since the Great De-
pression, with the number of failed banks and 
savings and loans (S&Ls) growing signi�cantly 
until the end of the decade. �e number of 
bailouts also grew. �e bailout of Continental 
Illinois, the seventh largest bank in the country 
at the time, was the most signi�cant of the 
era—another case of “Too Big to Fail.” By 
the late 1980s and early 1990s, the industry 
concluded that the safety net had been broad-
ened too much and that the “Too Big to Fail” 
doctrine had to be reversed. Big banks, one 
industry spokesperson testi�ed, neither wanted 
nor needed TBTF. 

Policymakers debated whether to allow 
TBTF interventions only when a bank fail-
ure posed a “systemic risk” to the �nancial 
system. Proponents of TBTF had no evidence 
to support their claim that particular bailouts 
were necessary to prevent the entire �nancial 
system from collapse. Unlike during the 
Great Depression, where there was evidence 
of a dramatic drop in bank deposits and a 
�ight to currency, no data was presented of 
a similar e�ect during the 1980s that would 
justify bailing out the largest �nancial insti-
tutions. Although Democrats in the House 
of Representatives pushed to end TBTF, the 
�nal version of the 1991 reform legislation—
the Federal Deposit Insurance Corporation 
Improvement Act (FDICIA)—left TBTF in 
place. FDICIA also gave the Federal Reserve 
new powers to lend to securities �rms.

The 2000s Crisis
�e �nancial crisis of the 2000s surprised 

the heads of the Federal Reserve, the Treasury 
Department, and the FDIC, but their respons-
es should have surprised no one: they repeated 
their predecessors’ reactions to the bank and 
S&L crises of the 1980s by undertaking bank 
closings, massive ad hoc bailouts, and e�orts 
to acquire new powers. Under Chairman Ben 
Bernanke, the Fed took the lead in shielding 
the identities of weak institutions, supposedly 
so that none would be stigmatized in the mar-
ketplace and su�er further losses.

False narratives prevailed about why a par-
ticular �rm was bailed out (Bear Stearns, AIG) 
or not (Lehman Brothers). In reality, it was 
far from clear that a Bear Stearns’ bankruptcy 
would have instigated a �nancial meltdown, 
nor was it clearly a mistake to have let Lehman 
�le for bankruptcy. Nor was AIG’s collapse 
caused by the �rm’s exploitation of a gap in 
the supervisory system: the O�ce of �rift 
Supervision had monitored AIG and believed 
the insurance giant had enough liquidity to 
weather losses from its credit default swaps.

Fannie Mae and Freddie Mac faltered 
during the 2000s crisis much more than during 
the 1980s crisis. In the mid-1990s, they began 
to move into the subprime-mortgage market 
due to pressure from the White House and 
Congress to ful�ll a�ordable-housing goals. 
Unfortunately, just as the mortgage market 
began to deteriorate in 2007, the constraints 
on Fannie and Freddie were loosened. Secretary 
Henry Paulson and Chairman Bernanke testi-
�ed that the agencies were “well capitalized,” 
but a di�erent story was suggested by the pas-
sage of the Housing and Economic Recovery 
Act of 2008. Although it granted the Treasury 
broad powers to support the agencies and 
created a new oversight authority, large foreign 
investors were not reassured and both Fannie 
and Freddie were placed under government 
conservatorship. 

FDICIA, the 1991 reform, allowed for 
the bailout of �rms believed to pose a risk to 
the �nancial system. �is exemption created 
strong incentives for consolidation in the 
banking industry in the 1990s and 2000s and 
may explain the proliferation of megabanks 

during the period. But the law provided no 
guidance for determining when systemic risk 
was present. Hence a few di�erences of opinion 
arose among the bailout agencies. For example, 
the FDIC—against pressure from Treasury—
decided to close Washington Mutual and 
cover insured depositors rather than to bail 
it out. Interestingly, FDIC Chairman Sheila 
Blair reported that she was not completely 
comfortable with the decision to bail out a 
di�erent bank, Wachovia.

�e severity of the problem facing regu-
lators can be seen from the failure of Troubled 
Asset Relief Program (TARP), a lending pro-
gram originally intended to relieve commercial 
banks of their faltering mortgage loans, but 
which was broadened to include other in-
terests, including automakers. Banks did not 
respond by making loans, but instead simply 
sat on the hundreds of billions of dollars of 
TARP funds throughout 2008 and 2009. �e 
most important reason banks gave for doing 
this, according to the Fed’s opinion surveys, 
was an uncertain economic outlook. 

�e most important legislative response to 
the �nancial crisis and the unpopular bailouts 
is the Dodd-Frank Wall Street Reform and 
Consumer Protection Act, signed into law in 
July of 2010. �is law was meant to end tax-
payer bailouts, as well as to meet other goals, 
but the likelihood that it will do this is quite 
small. �e idea that a present-day Congress can 
prevent a future Congress from the standard 
response of passing an ad hoc bailout in the 
midst of a crisis is fanciful. Moreover, Dodd-
Frank includes provisions that tax well-man-
aged �nancial institutions to compensate the 
creditors of poorly managed institutions. 

�e only way to avoid a replay of the 
historic pattern of crisis-panic-bailout is for 
policymakers to learn how wasteful, unneces-
sary, and destructive bailouts have proven to be 
and to resist short-term political temptations 
in favor of long-term prudence. Rather than 
repeat the mistakes of their predecessors, pol-
icymakers should simply allow for the closing 
of failed institutions, no matter their size or 
complexity.
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What others have said about Financing Failure…
“ With this deeply researched and annotated account, Vern 
McKinley shows that in 2008—as in past � nancial crises—a 
panic among investors was matched by a panic among gov-
ernment o�  cials and � nancial regulators. � is book should be 
read by anyone willing to question the crisis narrative produced 
by the government to justify its actions and propagated by a 
credulous media.”

— Peter J. Wallison, Arthur F. Burns Fellow in Financial 
Policy Studies, American Enterprise Institute

“ � is is a phenomenal, detailed policy review of American bank 
bailouts from the 20th century onward, with a speci� c focus on 
the most recent crisis and its aftermath. . . . Going forward, I 
suspect I will be returning to this book often. Well done.”

— Matt Stoller, Fellow at the Roosevelt Institute and former 
Senior Policy Advisor for Congressman Alan Grayson

“ Paulson, Geithner, and Bernanke told the American public a 
pack of lies and misrepresentations during the subprime crisis. 
Where other authors merely parroted these untruths, Vern 
McKinley has produced an excellent history of the � awed 
analysis of � nancial crisis policy of the last century.”

— Jean Helwege, Professor of Business Administration, 

University of South Carolina, Former Senior Economist, 
Federal Reserve Bank of New York, Former Economist, 
Board of Governors of the Federal Reserve

 “ Reading Vern McKinley’s Financing Failure will lead you to a 
logical conclusion: Failure should be allowed to happen just as 
success should be allowed to happen. To get a balanced view of 
the experience we are still going through, this book is a must 
read.”

 — William Wallace, Adjunct Professor of Economics, 
University of North Texas, Former Sta�  Director, Board 
of Governors of the Federal Reserve and Former Chief 
Operating O�  cer of the Federal Reserve Bank of Dallas

“ Vern McKinley’s analysis of the recent bailouts of the � nancial 
institutions includes the most comprehensive research of the 
actual underlying discussions that I have seen. . . . It is also 
startling to note how little transparency that the analysis behind 
these institutional and governmental bailout actions have 
received to date.” 

— Michael W. Bell, Retired Chief Financial O�  cer, 
CIGNA Corporation 
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