
W HEN a profitable company is hit by a very
large liability, the solution is not to have
the government buy its assets at inflated

prices. The solution, instead, is protection under
bankruptcy law, which in the United States means
Chapter 11. 

Under Chapter 11, companies with a solid un-
derlying business generally swap debt for equity.
Old equity holders are wiped out and old debt
claims are transformed into equity claims in the
new entity which continues operating with a new
capital structure. Alternatively, the debt-holders
can agree to reduce the face value of debt, in ex-
change for some warrants. So why not use this
well-established approach to solve the financial
sector’s current problems? 

The obvious answer is that we do not have time;
Chapter 11 procedures are generally long and com-
plex, and the current crisis has reached a point where
time is of the essence. But we are in extraordinary
times, and the government has taken and is prepared
to take unprecedented measures. As if rescuing the
big insurer AIG and prohibiting all short selling of fi-
nancial stocks was not enough, now US treasury sec-
retary Henry Paulson proposes buying up (with tax-
payers’ money) the distressed assets of the financial
sector. But at what price? 

If banks and financial institutions find it difficult to
recapitalise (i.e., issue new equity), it is because in-
vestors are uncertain about the value of the assets in
their portfolios and do not want to overpay. Will gov-
ernment do better at valuing those assets? In a nego-
tiation between government officials and a banker
with a bonus at risk, who will have more clout in de-
termining the price? Paulson’s plan would create a
charitable institution that provides welfare to the rich
— at taxpayers’ expense. 

If the government subsidy is large enough, it will

succeed in stopping the crisis. But, again, at what
price? Aside from costing billions of taxpayer dollars,
Paulson’s plan violates the fundamental capitalist
principle that whoever reaps the gains also bears the
losses. Remember that in America’s Savings and Loan
crisis of the late 1980s, the government had to bail out
those institutions, because their deposits were feder-
ally insured. But in this case, the government does
not have to bail out the debt-holders of Bear Sterns,
AIG, or any of the other financial institutions that will
benefit from Paulson’s plan. 

Since we do not have time for Chapter 11 proceed-
ings and we do not want to bail out all the creditors,
the lesser evil is to do what judges do in contentious
and overextended bankruptcy processes: impose a
restructuring plan on creditors, with part of the debt
forgiven in exchange for equity or warrants. 

There is precedent for such a bold move. During
the Great Depression, many debt contracts were in-
dexed to gold. So when the dollar’s convertibility into
gold was suspended, the value of that debt soared,
threatening many institutions’ survival. President
Roosevelt’s administration declared the clause in-
valid, forcing debt forgiveness. 

My colleague and current Fed governor Randall
Koszner studied this episode and showed that not
only stock prices, but also bond prices, soared after
the Supreme Court upheld the decision. How is
that possible? As corporate finance experts have
been saying for 30 years, having too much debt and
too little equity is costly, so reducing the face value
of debt can sometimes benefit not only equity-
holders, but also debt-holders. 

But, while debt forgiveness benefits holders of

both equity and debt, debt-holders don’t voluntarily
agree to it for two reasons. First, even if each individ-
ual debt-holder benefits, he or she will benefit even
more if everybody else cuts the face value of their
debt and he or she does not. Hence, everybody waits
for others to move first, creating obvious delay. Sec-
ond, from a debt-holder’s point of view, a govern-
ment bailout is better. Even talk of a government
bailout reduces the debt-holders’ incentive to act,
making the bailout more necessary. 

As during the Great Depression and in many debt
restructurings, it makes sense in the current contin-
gency to mandate partial debt forgiveness or a debt-
for-equity swap in the financial sector. It is a well-test-
ed strategy, and it leaves taxpayers out of the picture. 

Forcing a debt-for-equity swap or debt forgiveness
would be no greater a violation of private property
rights than a massive bailout. But, for the major play-
ers in the financial sector, it is much more appealing
to be bailed out by the taxpayers. 

Indeed, for the financial industry, the appeal of
Paulson’s proposal is precisely that it taxes the
many and benefits the few. Since the many (tax-
payers) are dispersed, we cannot put up a good
fight in the US Congress, whereas the financial in-
dustry is well represented politically. For six of the
last 13 years, the treasury secretary was a Goldman
Sachs alumnus. 

The decisions that Congress must make now will
affect not only the US economy’s short-term
prospects, but will shape the type of capitalism that
we will have for the next 50 years. Do we want to live
in a system where profits are private, but losses are so-
cialised, where taxpayer money is used to prop up
failed firms? Or do we want to live in a system where
people are held accountable for their decisions,
where imprudent behaviour is penalised and pru-
dent behaviour rewarded? 

For anyone who believes in free markets, the most
serious risk of the current situation is that the interest
of a few financiers will undermine the capitalist sys-
tem’s fundamental workings. The time has come to
save capitalism from the capitalists. 

(The author is Professor of Entrepreneurship and
Finance at University of Chicago Graduate School of

Business.Co-authored by Raghuram G Rajan , former
IMF chief economist)
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WHAT DOES THE LAST DECADE OF INDIAN CRICKET HAVE
in common with Enid Blyton? Just like generations of children
have been brought up on Blyton’s books on the fictional 
adventures of The Famous Five, Indian cricket fans have been
exposed to the real-life exploits of the quintet for whom
45.45% of the space in the national eleven has been booked for
well over a decade. Indian children have since moved on to
Harry Potter. Whereas, almost half the places in the Indian Test
cricket eleven have over the last decade been booked for
Kumble, Tendulkar, Dravid, Ganguly and Laxman.

Which is not to gainsay the significant contribution made by
this quintet. Kumble has amassed over 600 Test wickets.
Tendulkar is just 77 runs away from overtaking Brian Lara as
Test cricket’s most prolific run-getter. Dravid has amassed over
10,000 runs in Test cricket. While Ganguly and Laxman have
been rated as Indian cricket’s most elegant left-handed and
right-handed batsmen, respectively, Dravid has been
nicknamed the Wall on account of his reliable batting. On
paper, the combination of the “fab four” of Dravid, Tendulkar,
Ganguly and Laxman has been called the strongest middle
order in world cricket. 

But that is on paper. Their batting performance in the last
Test series in Sri Lanka was anything but world-class. Laxman,
whose 281 in Kolkata some seven years and seven months ago
was rated as one of the best innings in Indian cricket, seems
content if he crosses the 50-run mark these days. And Laxman
was India’s most successful middle-order batsman on the Test
tour of Sri Lanka. Dravid did keep one end going for as long as
he could but he did not remind anyone of the batsman whose
double century in the first innings and 73 not out in the second
won India the Adelaide Test some 58 months ago. Both
Tendulkar and Ganguly flopped on the Test tour of Sri Lanka
and there were doubts about their fitness. And Harbhajan was
far more effective than Kumble on the spin-bowling front.

And yet the famous five seem certain to play for India in the
first Test against Australia at Bangalore, beginning October 9.
Doubts about Tendulkar’s fitness persist since he dropped out of
the Rest of India team which beat Delhi at Baroda recently. The
fact that leg-spinner Amit Mishra has been included in the
squad for the first two Tests indicates that there could be a 
question-mark on Kumble’s fitness. And Ganguly was not even
chosen for the Rest of India team picked for the match against
Delhi by the previous selection committee, headed by
Vengsarkar. Given the talk of phasing out the fab four, this
could have been the right time to include the talented, young,
middle-order batsman Suresh Raina who is also one of India’s
best fielders. 

If Australia is rated as the champions of Test cricket, it is
because their world-class players know when to call it a day.
Shane Warne retired exactly 26 months ago after taking over
700 Test wickets and being rated as the greatest leg-spinner in
the history of the game. He was accompanied by Glen McGrath
who has taken more Test wickets than any other fast bowler.
Wicket-keeper batsman Adam Gilchrist retired earlier this year
after contributing in a significant way to Australia retaining the
50-over World Cup in 2007. In the West Indies, Lara, ranked
with Tendulkar as one of the greatest batsmen of recent times,
has also hung up his bat. The tragedy of Indian cricket is that its
famous five seem unwilling to call it a day in any form of
international cricket, the only exception — if you can call it that
— being Kumble’s announcement more than a year ago that he
would no longer like to be considered for one-day cricket!

Raghu Krishnan

HISTORY only repeats itself
for those who don’t know
the details. This old saw is
worth keeping in mind
amid the rush to compare

the current financial crisis with the Great
Depression. There is no doubt that the
present credit market in credit is the worst
since the 1930s, with investment grade
spreads widening to levels last seen in
1933. But beyond this segment of the
marketplace, all other comparisons with
that dark economic age are way off the
mark. The stock market cratered by 50%
in the first 10 weeks of the downturn be-
ginning October 1929 while industrial
production fell by a staggering 9% in the
fourth quarter of that year. A massive
economic contraction ensued, resulting
in a 25% unemployment rate. The mag-
nitude of the current US economic slow-
down and stock market drop so far is ob-
viously nothing close to such a cataclysm.

The US today is suffering from a classic
19th century style banking panic but the
problem is most history books don’t look
further back than the 1920s. America, in
fact, experienced 13 banking panics be-
tween 1814 and 1914. Many of these
frenzies had severe global implications;
the biggest of those crises was the panic of
1907. The current troubles bear a re-
markably close resemblance to that
episode and it also the first time since then
that a credit crisis has unravelled the eco-
nomic structure.

Years of blockbuster economic growth
and a rapid expansion in credit preceded
the panic of 1907. Debt of both the pri-
vate sector and the government grew sig-
nificantly, and as stock markets boomed
all over the world speculators added to
the debt binge by taking out loans to buy
securities. Back then the emergence of
trust companies was considered a finan-
cial innovation. They were similar to
modern day investment banks and mort-
gage companies; these firms operated as
commercial banks but were not regulat-
ed, didn’t have to hold material reserves
and invested heavily in financial markets
with capital gains fever running high.

Strains in the system started to appear
in 1906 when high quality American rail-
roads found it increasingly difficult to
float new long-term paper in Europe,
which had theretofore been a large
source of capital flows into the US. Liq-
uidity became increasingly tight through
1907 as a series of shocks occurred during
the spring and summer of that year. By
mid-October there was outright panic af-
ter New York’s third largest trust, the
Knickerbocker Trust Company, was al-
lowed to go bust. Depositors at other trusts
started to flee and a number of banks in
New York retracted loans. No one wanted
to lend to each other due to counterparty
risk. Not unlike today, the panic then
spread from Europe to Japan.

In the absence of a central bank, aggres-
sive intervention of the preeminent
banker of that time, J Pierpont Morgan,

helped rescue the system. Morgan gal-
vanised the New York financial communi-
ty into action, chartering emergency audit
teams to assess the soundness of threat-
ened institutions and organising pools of
capital to meet the demands of frightened
depositors and brokers. He reached out to
the media, religious leaders and politicians.
Morgan convinced other bankers to pro-
vide a backstop for troubled institutions
and used his capital to buy bonds of cities
such as New York. Soon it was evident that
every financial holding that Morgan
backed survived. The panic gradually sub-
sided and credit started to expand again by
the end of November 1907.

The characters have changed in the
panic of 2008 with the Federal Reserve

and the US treasury playing the stabilising
role in a crisis that has particularly afflicted
investment banks and insurance compa-
nies. But in many ways the situation is
quite similar to a century ago. US deposi-
tory institutions presently hold record
cash balances with the Fed, suggesting
there is plenty of liquidity in the banking
system except that institutions don’t want
to lend to one another.

Indeed, all credit crises have the same
origins. They are rooted in buoyant eco-
nomic growth that promotes over-opti-
mism, excessive risk taking and extreme
demands on liquidity. A subsequent
shock of some kind cracks the financial
system causing panic among over-ex-
tended investors and depositors. A mus-
tering up of liquidity and steps to create
greater transparency of bad assets eventu-
ally restores the calm. Even though it runs
against the spirit of capitalism, govern-
ment or some outside intervention is al-
most always required to resolve credit
crises as financial panics are all about a loss
of confidence. As there is no other under-
lying asset, there is little that remains of a
financial institution once confidence dis-
appears and contagion can spread easily.

The present situation is more like
1907 than other economic downturns
as the tail is wagging the dog. In typical

credit bear markets, spreads widen due
to economic weakness and peak in the
latter part of a recession. This time
around, the credit crisis occurred before
the US even entered a recession and
now the credit crunch is likely to push
the economy into negative growth terri-
tory. In 1907 too, economic output start-
ed to contract from May following near-
ly a year of credit shortages.

Interestingly, the stock market began to
recover from November 1907 onwards
once credit conditions began to improve
but well before the end date of the reces-
sion in June 1908. The market usually
tends to bottom out only 3-4 months be-
fore the end of a recession but since the
credit contraction caused valuations to

compress in this case, a restoration of
lending facilities allowed for market mul-
tiples to expand well in advance of an up-
turn in the economy or earnings.

The other important takeaway from
such banking panics is that there is usual-
ly a general backlash against Wall Street.
The public reaction towards financial
leaders in 1907 was largely negative, fu-
elled by a muckraking press who dubbed
it as a ‘rich man’s panic’. It is easy to find
scapegoats at the end of a boom, from the
‘evil bankers’ in the 1920s to the ‘mutual
fund hawkers’ in the 1970s. Yet, the truth
is that a major market slump and a credit
crunch are inevitable consequences of a
long expansion cycle. Towards the more
mature stages of a boom, all sense of pro-
portion regarding risk is lost because of the
previous successes. 

It is also a natural temptation to draw
parallels with the dire events in history dur-
ing any bear market as fear is often at ex-
treme levels. Following the 1987 stock mar-
ket crash, many financial observers pointed
to the risk of a deep recession. They recalled
the experience of 1929, the previous time
the market dropped in a similar fashion. In-
stead, the US expansion rolled on and the
economy grew by 4.1% in 1988.

Of course, the current financial crisis is
likely to have much greater economic

consequences than the 1987 stock market
crash as the forces of deleveraging have
been truly unleashed. But with the fear of
a 1930s redux writ so large, such an out-
come will likely be avoided. For one, the
policy response is already much different:
in the early 1930s authorities allowed the
contraction to run its course taking the
view that the unprofitable portions of the
economy should be ‘liquidated’. In the
present context, policymakers have rarely
played as activist a role as now.

More importantly, the US does not cur-
rently suffer from widespread excesses in
the real economy that typically mark a de-
flationary spiral. Capital spending is
broadly in check and inventories levels
are low. What’s forgotten is that the capex

bubble was pricked in the 2001 recession
following the tech boom-bust cycle and
there has been little new investment out-
side the real estate sector since. Corporate
balance sheets are in very good health
with high cash flows.

The 1907 recession too did not arise out
of an over-production problem that has
otherwise marked deflationary busts from
the Great Depression to the Asian melt-
down in 1997-98. The panic of 1907 is the
most relevant template for the current cri-
sis as it was largely the result of a credit
bubble burst in the financial sector. If the
1907 analogy holds, then the US is likely
to experience a recession of 3-4 quarters,
beginning with the third quarter of 2008.

The global nature of the credit crisis im-
plies the entire world economy will re-
main in recession territory till the second
half of next year. But as the 1907 experi-
ence shows, once some confidence is re-
stored in the financial system — and the
odds are that the might of the global poli-
cymakers will eventually prevail — stock
markets can start to recover well before
the world economy turns around. After
all, 1908 was one the best years in history
for the US stock market.

(The author is head of emerging markets at
Morgan Stanley Investment Management)
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For the first time since 1907, a credit crisis has tipped the US into a recession rather than the
other way round. A restoration of some confidence in the credit markets is the only way out


