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J O I N T H E D E B A T E


Cast your vote at WSJ.com/
Question


An Honest Carbon Tax Is Simplest and Best Green Plan


Mr. Burress’s Real Transgression


Hard to Measure Essential Element


Gerstner on School Reform: an ‘A’ For Good Intentions


LETTERS TO THE EDITORREVIEW & OUTLOOK


H
enry Waxman’s House Committee on
Oversight and Government Reform
met Tuesday to examine “The Role of


Fannie Mae and Freddie
Mac in the Financial Crisis.”
Alas, Mr. Waxman didn’t
come to bury Fan and Fred,
but to bury the truth.


The two government-
sponsored mortgage giants
have long maintained they were merely un-
witting victims of a financial act of God.
That is, while the rest of the market went
crazy over subprime and “liar” loans, Fan
and Fred claimed to be the grownups of the
mortgage market. There they were, the fa-
ble goes, quietly underwriting their 80%
fixed-rate 30-year mortgages when—Ka-
Pow!—they were blindsided by the greedy
excesses of the subprime lenders who
lacked their scruples.


But previously undisclosed internal docu-
ments that are now in Mr. Waxman’s posses-
sion and that we’ve seen tell a different story.
Memos and emails at the highest levels of Fan-
nie and Freddie management in 2004 and
2005 paint a picture of two companies that
saw their market share eroded by such prod-
ucts as option-ARMs and interest-only mort-
gages. The two companies were prepared to
walk ever further out on the risk curve to
maintain their market position.


The companies understood the risks they
were running. But squeezed between the
need to meet affordable-housing goals set by
HUD and the desire to sustain their growth
and profits, they took the leap anyway. As a re-
sult, by the middle of this year, the two compa-
nies were responsible for some $1.6 trillion
worth of subprime credit of one form or an-
other. The answer to Mr. Waxman’s question
about their role in the crisis, in other words,
is that they were central players, if not the
central players, in the creation of the housing
boom and the credit bust. Mr. Waxman re-
leased some of these documents Tuesday but
kept others under wraps.


In early 2004, Freddie’s executive team
was engaged in a heated debate over whether
to start acquiring “stated income, stated as-
sets” mortgages. And in April of that year,
David Andrukonis, the head of risk manage-
ment, wrote to his colleagues, “This is not an
affordable product, as I understand it, but a
product necessary to recapture [market]
share. . . . In 1990 we called this product
‘dangerous’ and eliminated it from the mar-
ketplace.” Freddie went ahead anyway.


At Tuesday’s hearing, both Mr. Waxman
and former Fannie CEO Franklin Raines ar-
gued that Fan and Fred were following the
market, not leading it, as if this was exculpa-
tory. The documents plainly show that peo-
ple at both Fan and Fred clearly understood
that these mortgages were risky, thought
many homeowners didn’t understand them
and that they were putting their business at
risk by buying up Alt-A and subprime mort-
gage-backed securities.


One Fannie Mae document from March
2005 notes dryly, “Although we invest almost
exclusively in AAA-rated securities, there is a


concern that the rating
agencies may not be prop-
erly assessing the risk in
these securities.” But they
bought them anyway, both
to maintain their market
share and to show people


like Democrat Barney Frank that they were
promoting affordable housing.


By April 2008, according to a document
prepared for then-Fannie Mae CEO Daniel
Mudd and marked “Confidential—Highly Re-
stricted,” Fannie’s $312 billion in Alt-A mort-
gages represented “12% of single-family
credit exposure.” This book of business, the
document notes, “was originated to maintain
relevance in market with customers—main
originators were Countrywide, Lehman, Indy-
mac, Washington Mutual, Amtrust.” The
first four need no introduction; regulators or-
dered Ohio-based Amtrust to stop lending
two weeks ago.


Remember that one of Fannie’s roles was
supposed to be to buy up mortgage-backed se-
curities in the secondary market and keep
that market “liquid.” This was, they always
argued, the rationale for their $1 trillion-plus
MBS portfolios. By becoming buyers of pri-
vate-label subprime and Alt-A-backed MBS,
they did just that—they liquified and helped
legitimize products that they now claim oth-
ers irresponsibly sold.


Mr. Raines even suggested that Fan and
Fred’s regulator was to blame for allowing
them to get into trouble. “It is remarkable,”
he told the committee, “that during the pe-
riod that Fannie Mae substantially increased
its exposure to credit risk its regulator made
no visible effort to enforce any limits.”


What Mr. Raines failed to mention was
that, all along, Fannie and Freddie were spend-
ing millions on lobbying to ensure that regula-
tors did not get in their way. As the AP re-
ported Sunday night, Freddie spent $11.7 mil-
lion in lobbying in 2006 alone, with Newt Ging-
rich, for example, getting $300,000 that year
for talking up the benefits of Freddie’s busi-
ness model. (Apologies welcome, Newt.)


Other Republicans on Freddie’s payroll in-
cluded former Senator Al D’Amato and Con-
gressman Vin Weber, and then House Major-
ity Leader Tom DeLay’s former chief of staff,
Susan Hirschmann. As we know by now, Fan
and Fred tried to buy everybody in town from
both political parties, and the companies did
it well enough to make themselves immune
from regulatory scrutiny.


i i i


Mr. Waxman calls it a “myth” that Fannie
and Freddie were the originators of the cri-
sis. That’s a red herring. Mr. Waxman’s docu-
ments prove beyond doubt that Fan and
Fred turbocharged the housing mania with
a taxpayer-backed, Congressionally pro-
tected business model that has cost Amer-
ica dearly.


M
ost people don’t think Silicon Valley
billionaires need government subsi-
dies, but Kevin Martin isn’t among


them. Before he exits his
post next month, the Fed-
eral Communication Com-
mission Chairman is trying
to put in place rules for a
wireless spectrum auction
that all but guarantee the li-
censes go to a company backed by venture
capitalist John Doerr.


Mr. Martin wants to place restrictions on
how the spectrum can be used, which will dis-
courage larger, established wireless carriers
from participating in the auction and bidding
up the price. The proposal—to be considered
December 18—requires the winning bidder
to build a nationwide broadband network
that reserves 25% of the spectrum band for a
free Internet service that blocks adult con-
tent. And by some huge noncoincidence, an
upstart telecom company has emerged with
a business plan that mirrors those require-
ments. The company is M2Z, and it’s backed
by the venture capital outfit Kleiner Perkins,
where Mr. Doerr is a partner.


This is the second time this year that the
FCC chief has attempted to secure a sweet-
heart deal for Mr. Doerr, who has personally
petitioned FCC commissioners and Congress
on behalf of the M2Z proposal. In January,
the agency auctioned off coveted spectrum
with conditions that favored Frontline Com-
munications, an upstart headed by a former
FCC Chairman, Reed Hundt, and also backed
by Mr. Doerr.


But when the cash-strapped Frontline was
forced to close up shop just before the auc-
tion, the FCC was left with licenses that no-
body else wanted because of the onerous re-
strictions. The upshot was that otherwise
coveted spectrum couldn’t be put to commer-
cial use, and the Treasury was cheated out of
billions of dollars that a clean auction would
have raised.


M2Z has said the spectrum it’s seeking is
valued at $50 million, but economists esti-
mate that the band would fetch closer to $3
billion if auctioned without special condi-
tions. The latter figure is probably more accu-
rate, given that two years ago T-Mobile paid
$4.2 billion for the adjacent airwaves. M2Z
also insists that it has every intention of build-
ing out a nationwide broadband network on
top of this spectrum to compete with the
likes of Cingular, Verizon and T-Mobile. His-
tory suggests this is wishful thinking.
Throughout the 1990s, a string of M2Z-like
start-ups received spectrum at a discount
and then folded before they were able to do
anything with it.


Mr. Martin has said that if the winning bid-
der can’t meet the build-out requirements,


the agency will reclaim the spectrum. But
we’ve heard these FCC assurances before,
and the reality is that regulators have a poor


history of enforcing build-
out agreements. Parties typ-
ically oppose any attempt
to reclaim a license through
litigation that can tie up
valuable spectrum for
years.


According to M2Z, Mr. Doerr telephoned
FCC Commissioner Jonathan Adelstein in Oc-
tober to discuss the company’s proposal and
urge the agency to “quickly conclude this mat-
ter.” A month earlier, the venture capitalist
hosted a political fundraiser for Democrats,
including Congresswoman Anna Eshoo and
House Speaker Nancy Pelosi. Co-chairs of the
event paid $25,000 to attend; other guests
paid $5,000. Ms. Eshoo’s district is home to
Kleiner Perkins, and she has introduced legis-
lation that would require the spectrum to go
to a company with a business plan exactly
like M2Z’s.


M2Z and Mr. Doerr are essentially asking
taxpayers to subsidize their
attempt to start a new tele-
com company. If the venture
succeeds, Mr. Doerr will
have profited from what
amounts to a government
subsidy via a rigged auc-
tion. And if the start-up
fails, don’t be surprised if
M2Z attempts to sell li-
censes that it has acquired
for a song and reap a wind-
fall.


Yesterday even the Bush Administration
whacked Mr. Martin, its own appointee, over
the auction. Commerce Secretary Carlos Guti-
errez worried in a letter that Mr. Martin is set-
ting rules “favoring a particular business
model,” and took special exception to a re-
quirement that the winning bidder provide
free broadband services at government-regu-
lated speeds. “This mandate would likely
lead to congested and inefficiently used
broadband, and it would be inconsistent with
the Administration’s view that spectrum
should be allocated by markets rather than
governments,” Mr. Gutierrez said.


Prices for broadband are falling rapidly,
geographic coverage is growing and new in-
vestment continues. Which is to say that the
telecom market is highly competitive, and
clean auctions for spectrum can keep it that
way. The FCC’s job isn’t to favor the politi-
cally connected. The goal should be to ensure
that airwaves go to companies with the re-
sources and incentives to best use them. Mr.
Martin’s political favoritism continues the
pattern of his unfortunate chairmanship and
will cost taxpayers in the end.


Kevin Martin


After reading The Wall
Street Journal Report on
Shaping the New Agenda
(Nov. 24) about the CEO
Council, I was struck by the
absolutely utilitarian focus of
the distinguished members,
as if nothing is relevant that
can’t be quantitatively mod-
eled or measured. There was
nary a word about character,
virtue, or honor and how
these qualities move people
and nations.


A sort of social and eco-
nomic positivism (everything
is subordinate to measurable
phenomena) has captured
our imagination, and it has
pushed character to the mar-
gins. We cannot teach charac-
ter in schools or talk about it
at work lest we be consid-
ered intolerant or fools. Do
our experts consider these
qualities too esoteric, or in-
consequential in relation to
economic and political
forces, or a poor substitute
for efficient systems?


We often forget that it is
not systems and models that
lead to great accomplish-
ments but individuals who be-


lieve in something and com-
mit themselves to achieving
it regardless of the conse-
quences to themselves. By
force of will, George Washing-
ton led the colonies to vic-
tory over Great Britain, and
by conviction Mother Teresa
created an oasis of love in
the midst of misery. Though
the experts wouldn’t have
given either a chance of suc-
cess, that is the change I be-
lieve in.


Thomas M. Doran


Plymouth, Mich.


The systems that rapa-
cious CEOs created and lob-
bied for over the last 20
years have made them ex-
traordinarily wealthy at the
expense of employees, cus-
tomers and stockholders.
Now the economic well-being
of the entire country is in
jeopardy, but they have suf-
fered very little. Why would
anyone expect them to offer
good advice to change that? I
think a different panel might
be in order.


Charlie Potter


Fort Collins, Colo.


OPINION


Q: When will the
public’s honeymoon


period with President-
elect Obama wear off?


Letters intended for pub-
lication should be ad-
dressed to: The Editor, 200
Liberty St., New York, NY
10281, or emailed to wsj.
ltrs@wsj.com. Please in-
clude your city and state.
All letters are subject to ed-
iting, and unpublished let-
ters can be neither acknowl-
edged nor returned.


At the Edge, Systems
Are Metaphysical


After I read Damian
Thompson’s review of
“Tower of Babel” by Robert
T. Pennock (Books: Five
Best, Dec. 6), I was re-
minded of Dr. Robert Jas-
trow, director of NASA’s God-
dard Center for Space Stud-
ies, who says in his book
“God and the Astronomers”:
“For the scientist who has
lived by his faith in the
power of reason, the story
ends like a bad dream. He
has scaled the mountains of
ignorance; he is about to
conquer the highest peak; as
he pulls himself over the fi-
nal rock, he is greeted by a
band of theologians who
have been sitting there for
centuries.”


Arel Mishory


Denver


Whitewashing Fannie Mae


Political Favors at the FCC


Congress begins its
self-absolution


campaign.


It’s about time somebody
admitted that a carbon tax is
the “cleanest remedy” for re-
ducing greenhouse gas emis-
sions (“Some Carbon Can-
dor,” Review & Outlook, Dec.
5).


As you point out, the car-
bon tax would be revenue
neutral; the government
would not keep the money.
Instead, similar to Alaska’s
program that pays residents
dividends from North Slope
oil revenue, carbon tax reve-
nue would be returned in
equal payments to every U.S.
resident.


Another option is to shift
the tax. Each dollar of carbon
tax revenue would trigger a
dollar’s worth of reduction in
existing taxes, most likely a
payroll tax.


Cap-and-trade proposals
use increased regulation to
reduce greenhouse gas emis-
sions. A carbon tax relies on
price incentives to achieve
the same end.


Both the Journal and
NASA scientist Jim Hansen
see the benefits of the latter.
Let’s hope the incoming Con-
gress, President-elect Obama


and the American people see
them, too.


Jean Seager


Coronado, Calif.


This may surprise you,
but as committed proponents
of aggressive action to stem
the most catastrophic effects
of global warming, we agree
with your position, and Jim
Hansen’s, to deal squarely
with carbon pricing and
avoid using a cap-and-trade
bill as the source for green
pork-barrel spending.


We feel strongly that all
revenues from a carbon-cap-
ping program should go di-
rectly back to Americans on a
per capita basis. Such an equi-
table, transparent, and non-
bureaucratic approach to pric-
ing and cutting carbon emis-
sions will hold the majority of
families harmless while pro-
viding the needed market sig-
nal to businesses and individu-
als to use less carbon-based
energy. Unlike the carbon tax,
we call for an auction of a
steadily reducing number of
permits over time, predict-
ably ringing carbon out of the
economy, an important ele-


ment not achieved by a tax.
We, too, are frustrated by


the inside-the-Beltway ap-
proach embodied in the ap-
palling Warner-Lieberman
bill debated last year. It di-
vided up the value of the car-
bon permits among the stake-
holders at the table, with
some going to new green
spending and most going to
buy off the biggest polluters.


Green infrastructure is es-
sential, but that should not
muddy the carbon-cap de-
bate. An annual auction with
per capita dividends is a fair
and transparent carbon-re-
ducing plan that sets a mar-
ket-based price under a de-
clining cap, without burden-
ing most Americans.


Eli Il Yong Lee


Executive Director
Center for Civic Policy


Albuquerque, N.M.


Michael Noble


Fresh Energy
St. Paul, Minn.


Mike Tidwell


Chesapeake Climate Action
Network


Takoma Park, Md.


I read David Kopel’s Dec. 4
op-ed, “Free Plaxico Burress”
with great interest. Mr. Kopel
did a fine job highlighting legal
issues pertinent to the charges
against Mr. Burress.


I take no position on his
points regarding New York fire-
arms laws, but it seems Mr. Ko-
pel unwittingly revealed the


real crime here—indefensible
boorishness: Plaxico Burress
wore sweatpants to a night-
club in the evening.


Whoa! Shooting yourself
in the thigh is bad, but wear-
ing sweatpants to a nightclub
is really bad.


Paul Taylor


Los Gatos, Calif.


Kevin Martin orders up
another rigged


spectrum auction.


Louis V. Gerstner Jr. says
of local school boards, “This
unbelievably unwieldy struc-
ture is incapable of executing
a program of fundamental
change"(“Lessons From 40
Years of Education
‘Reform,’ ” op-ed, Dec. 1). He
recommends that the opera-
tion of the local school dis-
tricts be consolidated under
the U.S. Education Depart-
ment. I cannot imagine a
more unwieldy structure
than the federal government.
Between the religious right
and the loony left it will be
impossible to get anything
meaningful accomplished,
much less make a fundamen-
tal change.


The special interests will
focus their lobbying atten-
tion on a single target, Wash-
ington, and achieve distor-
tions to the education system
that will boggle the mind.
Teachers unions now impose
their will by controlling local
school boards. How much
more convenient to have one-
stop shopping in Washington.
Perhaps if we just removed
all of the federal mandates
and all of the constraints im-
posed by teachers unions, the
local school districts could de-
velop innovative and effec-
tive education programs that
they are currently unable to
pursue.


Peter Staats


Loveland, Ohio


Mr. Gerstner’s solution to
this complex educational re-
form problem includes four
remedies, but he has omitted
one major change that must
be accomplished if this plan
is to have any chance to suc-
ceed: the inflexibility of the
National Education Associa-
tion on increasing time on
task and, especially, the ten-
ure issue which doesn't “al-
low” school leaders to re-
move underperforming teach-


ers. I agree with the idea that
spending on education is a na-
tional investment that should
be made despite our present
financial problems. If we
don’t do something now, the
future of the U.S. economy
will be far worse.


Alan P. Braun, M.D.


President
Somerset County


Vocational and Technical
High School


District Board of Education
Bridgewater, N.J.


Sorry, Mr. Gerstner, the so-
lutions you prescribe would
only help American kids
learn and keep our country
competitive with foreign
countries. These issues are
less important to those in
power in each state and local
school district, each teachers’
union headquarters, each re-
cipient of campaign contribu-
tions and lobbying efforts,
and so on, as we head toward
diminished status as a coun-
try. Sad but true.


Theodore M. Wight


Seattle


How could Mr. Gerstner
put together such a poor set
of proposals and then ignore
the mother and father of the
child at risk or the child not
performing in the classroom
or at home?


John Haag


Moorestown, N.J.


As I proctored another
GED test, I've realized that
Mr. Gerstner has it right: “. . .
despite decade after decade
of reform efforts, our public
K-12 schools have not im-
proved.” Not one of Mr. Gerst-
ner's recommendations will
shrink the size of my GED
class. Here’s how I see it.


District consolidation: Any
state that uses property
taxes to pay for its public


schools knows the absurdity
of this recommendation.
School districts cannot unify
until funding unifies.


Core curriculum: Are we
really going to believe that if
every student could recite
the date of the attack on Fort
Sumter, then we would have
educational equality? What
school/teacher/parent/stu-
dent cares about curriculum
when the roof is leaking or
the cafeteria is infested?


National Skills Day: Be-
cause the No Child Left Be-
hind testing push was so suc-
cessful, we need a special
day to celebrate and compare
scores.


Teacher pay: I didn't
choose to become a teacher
to make money, and neither
did my peers or colleagues.
Money has never motivated,
nor will it ever motivate,
teachers. To teachers, there
is something more rewarding
than the dollar.


More school: What we ac-
tually need is less school, not
more. If our schools are crum-
bling and our teachers are un-
derperforming, how does
more school make sense?


I know Mr. Gerstner has
nothing but the best inten-
tions for this nation’s public
schools, but I’m afraid re-
form will not come from a
top-down approach.


Nathan Stevens


GED Instructor
Harlem, N.Y.


Long before U.S. public ed-
ucation became the global
joke it now is, local school
districts managed to turn out
graduates who were excep-
tionally prepared to assume
their places as informed,
thinking citizens. What has
changed is teaching’s transi-
tion from profession to trade.
Unions exist for the benefit
of their members, period.


John Rogitz


San Diego
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J O I N T H E D E B A T E


Cast your vote at WSJ.com/
Question


A Centuries-Old Way of Life Hits Modern Health Care


It is good news that Chi-
na’s 14 Drucker academies
are so proud of their alle-
giance to the late Peter F.
Drucker’s profound concept
of building organizations
dedicated to serving their
customers and doing so with
integrity (“China Embraces
Old-School Business Guru,”
Business, June 18). This
knowledge is having a very
positive impact on Chinese
business society. I must dis-
agree, however, with the sug-
gestion that America’s faith
in Peter Drucker’s wisdom is
a bit faded. It is actually
very good news that his
teachings have become so
fundamental to the practice
of management in America
that they now may seem in-
visible, yet they are very
much alive.


In fact, the Drucker Insti-
tute and Drucker School of
Management at Claremont
Graduate University are work-
ing to make Peter Drucker’s
writings and teachings more
accessible. There are newly


formed Drucker Societies in
several major American cit-
ies, not to mention in Europe
and Latin America. In addi-
tion, countless U.S. business
and nonprofit leaders, many
of whom regularly gather for
Drucker symposia, continue
to actively apply his princi-
ples. As a new generation of
leaders comes of age, these
activities are all the more im-
portant.


To this end, Procter &
Gamble is among a number
of organizations that have
made significant grants to
the Drucker Institute. The In-
stitute is not only keeping
alive Peter’s legacy, it is build-
ing on it, with a variety of
programs to stimulate effec-
tive management and ethical
leadership in China, the U.S.
and across the globe. His wis-
dom is indeed alive in the
U.S., as well as China and be-
yond. American society is all
the better for it.


A.G. Lafley


Chief Executive Officer
Procter & Gamble Co.


Cincinnati


RGA Just Funds Governors’ Races


The Metaphysics and Some Politics of Global Warming


Guru Drucker Still Smiles on U.S.


Q: If cost weren’t
an issue, where would


you prefer to live?


LETTERS TO THE EDITOR


Letters intended for pub-
lication should be ad-
dressed to: The Editor, 200
Liberty St., New York, NY
10281, or emailed to wsj.
ltrs@wsj.com. Please in-
clude your city and state.
All letters are subject to ed-
iting, and unpublished let-
ters can be neither acknowl-
edged nor returned.


REVIEW & OUTLOOK


It’s Hard To Predict
Which Mergers Are
Threat to Consumers


James E. Stewart shows
an unusual grasp of what’s
occurring in antitrust
merger cases (“The Lull’s
Over: Antitrust Cases Re-
turn to Fore,” Common
Sense, June 18), but he
seems to accept the notion
that some mergers are a
“threat to U.S. consumers.”
Maybe some mergers are
harmful to consumers and
some are not, but there is
no way for the government
to tell which are which. An-
titrust proceedings aren’t
law enforcement. There is
little empirical evidence
that they have ever been of
much benefit to consumers.
They are ceremonial celebra-
tions of belief, the debris of
past political demagoguery.


Edwin S. Rockefeller


Former Chairman
American Bar Association


Section of Antitrust Law
Washington


(Mr. Rockefeller is the author
of “The Antitrust Religion,”


Cato Institute, 2007.)


OPINION


A
s opposed to GM or Ford, most Ameri-
cans have never heard of Fannie Mae
and Freddie Mac. Yet the insolvency


of either mortgage giant
would have far more pro-
found consequences for ev-
ery American taxpayer than
the bankruptcy of those car
companies. It’s time Ameri-
cans understood the price
they could soon pay for the Beltway’s confi-
dence game with these high-risk “govern-
ment-sponsored enterprises.”


These columns have warned about Fannie
and Freddie going back to 2002, and our fate
has been to climb a wall of denial and hostil-
ity. This week reality began to set in. The
duo’s share prices tanked nearly 20% on Mon-
day on fears that their capital levels may not
be adequate. They rallied on Tuesday as their
regulator played cheerleader, but they sank
again yesterday to prices in the teens, com-
pared to more than $60 a share last October.
Investors are saying that a Bear Stearns-like
run on the companies is a real possibility, and
they’re right.


i i i
What Americans need to know is how dam-


aging such a failure would be. This wouldn’t
merely be a matter of the Federal Reserve
guaranteeing $29 billion in dodgy mortgage
paper, a la Bear Stearns. Fannie and Freddie
are among the largest financial companies in
the world. Their liabilities—mortgage-
backed securities (MBSs) and other debt—
add up to some $5 trillion.


To put that in perspective, consider that
total U.S. federal debt is about $9.5 trillion,
compared to a total U.S. GDP of $14 trillion.
About $5.3 trillion of that debt is held by the
public (in the form of Treasury bonds and the
like), while $4.2 trillion is intragovernment
debt such as Social Security IOUs. This is the
liability side of America’s federal balance
sheet, and its condition influences how much
the government can borrow and at what
rates.


The liabilities of Fan and Fred are currently
not on this U.S. balance sheet. But one danger
is a run on the debt of either company, putting
pressure on the Treasury and Federal Reserve
to publicly guarantee that debt to prevent a
systemic financial collapse. In an instant,
what has long been an implicit taxpayer guar-
antee for both companies would be made ex-
plicit—committing American taxpayers to
honoring as much as $5 trillion in new liabili-
ties. U.S. debt held by the public would more
than double, and the national balance sheet
would look very ugly.


The companies have a stronger liquidity
position than Bear, but investors are saying
the chance of a collapse is greater than our pol-
iticians want to admit. With its share price de-
cline this week, Fannie Mae’s market capitali-
zation is down to $15 billion. Yet at the end of
the first quarter, the company had $42.7 bil-
lion in capital. Investors are saying that as a
business Fannie is worth only slightly more
than one-third of its capital cushion. Fannie’s
debt is also priced at the highest spreads over
Treasurys since 2000—another sign of erod-
ing confidence.


Freddie’s market discount from its capital
cushion is even worse. Its shares fell nearly
24% yesterday—to a market cap of some $6.8
billion. Yet its capital, at the end of the first
quarter, was $38.3 billion. The message from
markets is that both companies are in danger
of exhausting their capital and becoming in-
solvent if home prices keep falling and mort-
gage losses mount.


Why is there so little Washington or Wall
Street alarm about this? Because the politi-
cians and financiers are part of the consen-


sus that has long promoted
the growth of Fannie and
Freddie. Congress created
the companies to spur home
ownership and, in return,
got an endless stream of
campaign contributions


and election support. Beltway elites like
James Johnson and Jamie Gorelick made
tens of millions working there. Wall Street
marketed their MBSs to buyers around the
world, pitching them as virtually as safe as
Treasurys (due to the implicit taxpayer guar-
antee) but with a higher return. Everybody
made a bundle.


The assumption was that the taxpayer
guarantee would never have to be honored,
just as everyone before the savings and loan
debacle thought deposit insurance would
rarely have to be paid. But these political bills
always come due.


The double irony amid the current credit
crunch is that our politicians have been pro-
moting Fannie and Freddie as mortgage sav-
iors even as their risk of insolvency has
grown. Chuck Schumer, Chris Dodd and
many others have encouraged the duo to take
on even greater mortgage risk as the housing
slump has unfolded. They’re the arsonists
posing as firemen while putting more dry tin-
der around the blaze.


So how do we get out of this mess? The
worst option would be to let the situation
erode until the Fed and Treasury panic amid
market pressure and issue an explicit tax-
payer guarantee. The consequences from put-
ting $5 trillion in liabilities on the federal bal-
ance sheet would raise America’s borrowing
costs and jeopardize the Treasury’s AAA
credit rating. The dollar could face greater
selling pressure, especially if the Fed tried to
inflate away this greater debt burden. And all
without a single Congressional appropria-
tion or public debate.


Hank Paulson’s Treasury is now pressing
Congress to move quickly to create a new reg-
ulator with greater powers—not least to reas-
sure Fannie and Freddie’s borrowers. The
question is whether this is too little, too late.
Congress is refusing to set a statutory limit
on their MBSs, though reducing this business
and their debt is the only way to limit tax-
payer risk. And under pressure from Con-
gress, the regulator recently eased the com-
panies’ capital requirements.


i i i
Our own proposal, made months ago, is to


require a more honest form of socialism by in-
jecting taxpayer money now into both compa-
nies (say, in the form of subordinated debt or
preferred stock) to recapitalize them enough
to weather the current storm. This would
help prevent a U.S. balance sheet debacle,
and it would force the politicians to acknowl-
edge the mess they have created. Then as the
crisis passed, the taxpayers would at least
get something for their money, while regula-
tors could work to unwind Fan and Fred’s lia-
bilities and shrink these monsters to a less
dangerous size.


This would be real “change” in Washing-
ton. Instead, the political class continues to
promote the status quo illusion that Fannie
and Freddie are risk-free purveyors of the
American housing dream. It is one of the
great political scandals of our age, and it has
unfolded in broad daylight. As usual, the
American taxpayer will get stuck with the
bill.


The Price of Fannie Mae


T
alk about timing, perhaps fortuitous.
On Tuesday, Secretary of State Condo-
leezza Rice was in Prague signing an


agreement that’s a first step
toward protecting Europe
from ballistic missile at-
tack. As if on cue, Tehran yes-
terday tested nine missiles,
including several capable of
reaching southern Europe,
as well as Israel and U.S. troops stationed in
the Middle East. Remind us. Who says Iran
isn’t a threat?


The chief naysayer is Moscow, which con-
tinues to insist that the planned U.S.-led mis-
sile defense for Europe is aimed at defeating
Russian missiles, not Iranian ones. This was
Vladimir Putin’s line, and the new Russian
President, Dmitry Medvedev, picked it up yes-
terday, saying that the antimissile system
“deeply distresses” Russia and is a threat to
its national security. The Russian Foreign
Ministry issued a statement warning that if
the system is deployed, “we will be forced to
react not with diplomatic, but with military-
technical methods.” Good to see the Russians
haven’t lost their subtle touch.


No one in that neighborhood—least of all
the Russians—actually believes Iran’s mis-
sile program is anything but dangerous. Rus-
sians talk privately about the Iranian threat,
and it’s not hard to imagine a scenario
whereby Tehran shares a missile—and per-
haps a nuclear warhead—with its brother
Muslims in Chechnya.


In any case, Washington’s proposed anti-
missile system for Europe is designed to de-
fend against one or two missiles launched
from Iran, not against the thousands of mis-
siles in the Russian arsenal. It would include
a tracking radar in the Czech Republic and 10
interceptors in Poland (or perhaps Lithua-
nia, if the Poles can’t get their act together).
Russia’s claim that this highly limited de-
fense poses a threat to its nuclear deterrence
is absurd.


Yesterday’s tests offered no big sur-
prises about Iran’s missile technology, but
they are a useful reminder of just how real
the Iranian threat is—and how rapidly it is
growing. One of the missiles tested was the
latest update of the Shahab-3, which has a


range of about 1,250 miles.
Replace the payload with a lighter one—


say, a nuclear warhead—and the range gains
1,000 miles. Add a booster
and the range can be ex-
tended even farther. North
Korea did just that with its
Taepodong missile—tech-
nology that it passed along
to Iran. U.S. intelligence esti-


mates that Iran will have a ballistic missile ca-
pable of reaching New York or Washington by
about 2015.


Iran may already have the capability to tar-
get the U.S. with a short-range missile by
launching it from a freighter off the East
Coast. A few years ago it was observed prac-
ticing the launch of Scuds from a barge in the
Caspian Sea.


This would be especially troubling if Teh-
ran is developing EMP—electromagnetic
pulse—technology. A nuclear weapon deto-
nated a hundred miles over U.S. territory
would create an electromagnetic pulse that
would virtually shut down the U.S. economy
by destroying electronic circuits on the
ground. William Graham, head of a Congres-
sional commission to assess the EMP threat,
testifies before the House Armed Services
Committee this morning. We hope someone
asks him about Iran.


The proposed “third site” in Europe is part
of a rudimentary missile-defense system
that the U.S. already has in place for the home-
land. It’s one of the unsung successes of the
Bush Presidency, and the U.S. and its allies
are safer for it. Yet few Democrats are willing
to acknowledge it. That apparently includes
Barack Obama, whose response to Iran’s mis-
sile tests yesterday was to call for more di-
rect diplomacy with Tehran, tougher threats
of economic sanctions and bigger incentives
to behave—all of which Tehran has sneered
at numerous times.


Some 30 nations, including North Korea
and Syria, have ballistic missiles and their
proliferation is sure to continue. The Euro-
pean site is part of the Bush Administration’s
vision of missile defense with a global reach.
Iran’s latest missile tests show that Europe
needs an antimissile system more than ever.


Iran’s Missile Threat


Taxpayers may soon pay
for this Beltway-


Wall Street creation.


A warhead with EMP
could do enormous
damage to the U.S.


I have been appalled that
the uninsured are charged
twice as much as insurance
companies ever since I sat on
a hospital board and saw my
first financial statement
(“Opting Out: ‘Old Order’
Mennonites and Amish Who
Shun Insurance Face Rising
Bills,” page one, June 28).
How about a law that re-
quires doctors, hospitals, in-
surance companies and phar-
maceutical firms to charge
the same to everyone for the
same product or service?


Jerry Jung


Birmingham, Mich.


The Amish and Old Order
Mennonites are at best hypo-
crites and at worst ignorant
fools. They eschew modern
technology so their farms
aren’t as productive or profit-


able as they could be. They
limit education so there are
no doctors who are members
of their religions. They allow
cousins to marry despite
modern science’s findings
that such unions vastly in-
crease the likelihood of medi-
cal problems in children.


Yet when those children
get sick, they turn to modern
medicine that wouldn’t exist
if the rest of society shared
their religious beliefs. Mean-
while, they’ve rejected health
insurance, our society’s mech-
anism to pay for these bene-
fits, but expect to receive spe-
cial financial breaks. There’s
a price for stupidity, igno-
rance and hypocrisy, and I,
for one, don’t wish to pay for
theirs.


Bob Gale


Pacific Palisades, Calif.


I was disgusted to read
about the salary of Lancaster
General Hospital’s chief execu-
tive officer and the hospital’s
basically nonexistent charity
care. The government should
strip its nonprofit tax status
as the hospital clearly ap-
pears to be profit motivated.
The grand piano citation was
priceless. What a waste of
money.


The Amish, along with ev-
ery uninsured and underin-
sured person in America, are
discriminated against and
should start a class-action
suit against hospitals that
bill them full charges, rather
than billing them the dis-
counted amount the hospitals
accept from Medicare, Medic-
aid and private insurers.


Mary Nelson, RN, MPA


Villanova, Pa.


Regarding Bret Stephens’s
“Global Warming as Mass
Neurosis” (Global View, July
1): In 1992, at my 25th Har-
vard College reunion, we got
an accurate forecast of the
“ideological convenience”
driving global warming
alarmism. In a discussion of
the Rio Summit on environ-
ment and development, one
of my classmates effused,
“Who would have thought
that the environment would
bring us world govern-
ment?” In other words, the
advent of world-wide “pollu-
tion” controls will lead to
world government (which all
of us statist Harvard grads
eagerly await).


On the other hand, clima-
tologist Patrick Michaels has
noted that we merely need
to “follow the money” to ex-
plain global warming enthusi-
asm among scientists and ac-
ademicians: Huge amounts of
taxpayer dollars are running
down the drain of climate re-
search, and the people rak-
ing in the bucks are the
same ones spouting the glo-
bal warming nonsense.


Grant W. Schaumburg Jr.


Boston


Here are the global warm-
ing movement’s cultic paral-
lels, many of whose character-
istics can be found in Walter
Martin and Ravi Zacharias’s
famous 2003 book, “The King-
dom of the Cults”:


(1) Leadership by a New
Age prophet—in this case,
former Vice President Al
Gore.


(2) Assertion of an apoca-
lyptic threat to all mankind.


(3) An absolutist defini-
tion of both the threat and
the proposed solution(s).


(4) Promise of a salvation
from this pending apocalypse.


(5) Devotion to an inspired
text which embodies all the
answers—in this case Mr.


Gore’s pseudo-scientific book
“Earth in the Balance” and
his new “An Inconvenient
Truth” documentary.


(6) A specific list of
“truths” which must be em-
braced and proselytized by
all cult members.


(7) An absolute intoler-
ance of any deviation from
any of these truths by any
cult member.


(8) A strident intolerance
of any outside criticism of the
cult’s definition of the prob-
lem or of its proposed solu-
tions.


(9) A “heaven-on-earth”
vision of the results of the
mission’s success or a
“hell-on-earth” result if the
cultic mission should fail.


(10) An inordinate fear
(and an outright rejection of
the possibility) of being
proven wrong in either the
apocalyptic vision or the pro-
posed salvation.


Finally, since this cultic
juggernaut has persuaded
(brainwashed?) a majority of
Americans into at least a tem-
porary mindset of support for
its pseudo-religious scam, Mr.
Stephens’s label of “mass neu-
rosis” seems frighteningly ac-
curate.


Jim Guirard


Alexandria, Va.


The National Oceanic and
Atmospheric Administration
is responsible for establishing
the hottest years on record,
not NASA. Its data set is con-
sidered more reliable. And
they say that the hottest year
on record is 1998, followed by
2006. And the hottest 10
years on record all occurred
in the last 15 years.


Richard Levangie


Lunenburg, Nova Scotia


Call it religion if you wish,
but get it straight. It is the
cynics and the intransigent


who are “morbid-minded.”
Those who are willing to
make sacrifices on behalf of
the entire world are the ones
practicing the “life-affirming”
brand of religion.


Hugh Siegel


New York


Freud was wrong. Libido
does not move the world;
fear does. Power-seeking poli-
ticians thrive on that notion.
They first plant fear and then
offer a solution, acquiring
power in the process. Global
warming hysteria is an exam-
ple. No scientific basis, but a
tool for collectivistic control,
or for advancing business in-
terests, or both: Witness Al
Gore’s companies selling
“green” solutions.


Tico Moreno


Sanibel, Fla.


If global warming is reli-
gion, does that make Al Gore,
with his massive carbon foot-
print, Elmer Gantry?


Robert Trask


Oakland, Calif.


Mr. Stephens misleads
readers when he says that
oceans are cooling, but for-
gets to mention that he’s re-
ferring to faulty temperature
sensors. Scientists identified
and corrected this problem
last year. The most recent
analysis, using millions of
measurements from a variety
of sensors, shows strong
ocean warming over the past
several decades.


Climate scientists have
been studying and debating
global warming for decades.
Through that process they
have reached a remarkably
strong consensus: Human ac-
tivities are affecting Earth’s
climate, and the impacts of
unchecked global warming
could be severe.


Lisa Moore, Ph.D.


Environmental Defense Fund
New York


Brody Mullins and T.W.
Farnam’s article “McCain Al-
lies Find Finance-Law Holes”
(page one, July 3) wrongly
insinuates that the Republi-
can Governors Association is
using loopholes in the
McCain-Feingold federal elec-
tion law to raise funds for
the benefit of John McCain.
RGA only uses its resources
to elect Republican gover-
nors.


RGA fully complies with
federal campaign-finance
law, and does not expressly
advocate the election of Sen.
McCain, use its resources to
assist the McCain campaign,
or otherwise allocate its re-
sources disproportionately


to presidential swing states,
nor do we solicit with repre-
sentations of same.


It is basic political sci-
ence that the party as a
whole benefits when we have
well-run gubernatorial races
and more Republican gover-
nors. The article took the ob-
vious political truism that
strong gubernatorial candi-
dates strengthen their re-
spective tickets, and
stretched it beyond recogni-
tion to create a story where
there is none.


Chris Schrimpf


Communications Director
Republican Governors


Association
Washington
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I’m Trying to Protect Consumers, Not Speculators


J O I N T H E D E B A T E


Cast your vote at WSJ.com/
Question


Which Extra Term Do You Mean?


Should the Chairman and CEO Be One or Two People?


LETTERS TO THE EDITORREVIEW & OUTLOOK


T
hat was House Speaker Nancy Pelosi’s
catchphrase last week as she contin-
ued to grope for an energy policy. One


of her ideas was to request “a small draw-
down” in the Strategic Petroleum Reserve,
no irony intended. At least President Bush
has finally called the Speaker’s bluff by re-
scinding the 1990 executive ban on offshore
energy exploration.


With Mr. Bush’s belated decision yester-
day, Congress’s moratorium on offshore drill-
ing is now the last major political barrier to
increasing domestic oil-and-gas production.
Yet Democratic leaders have refused to sched-
ule even a single hearing on the topic. House
Appropriations Chairman David Obey re-
cently shut down the annual budget process
rather than allow Republicans to offer drill-
ing amendments. He and the Speaker know
that if they allow a vote, moderate Democrats


are sure to defect and the offshore morato-
rium could end.


Ms. Pelosi called Mr. Bush’s announce-
ment “a hoax” and made a few cracks about
“the oilman in the White House,” continuing
the Democratic strategy of blaming everyone
from industry executives to “speculators”
for the energy crunch. But none of those com-
pare to world-wide demand, tight spare pro-
duction capacity and inflation—the real
causes of today’s record high oil prices. Eas-
ing access to the Outer Continental Shelf,
with its likely low-end estimates of 86 billion
barrels of oil and 420 trillion cubic feet of nat-
ural gas, is one of the few responsible long-
term remedies.


Congress’s 27-year ban typically comes in
the form of a rider to annual spending bills.
This year the ban expires on September 30.
To borrow Speaker Pelosi’s slogan . . .


Tongue-In-Cheek
Air Travel Proposals


Regarding Philippe Reines’s
“My Plan to Help the Airlines”
(op-ed, July 7): It was refresh-
ing to see someone from Mr.
Reines’s side of the political
spectrum come up with pro-
posed solutions to a problem
that did not call for raising
taxes, special legislation, com-
mittee hearings or the naming
of a special prosecutor.


Instead his proposals are
based on old-fashioned Amer-
ican personal responsibility
and initiative.


Michael Swick


New York


To Philippe Reines’s won-
derfully creative piece about
how to increase airline reve-
nues, I would add that I would
kick in an extra $10 not to
have my intelligence insulted
when I’m told that there are
weather problems at my point
of departure, as I’m looking
out the window and see that
the sun is shining.


As far as I’m concerned,
Gerard Arpey of American
Airlines ultimately may not
have to worry about the cost
of flying us passengers
around the country, because
the result of his airline’s con-
tempt will be that there are
no passengers to fly. We’ll
find alternatives—like South-
west.


Sheryl J. Kozberg


Columbus, Ohio


People can respectfully dis-
agree that (“Bush’s Third
Term,” Review & Outlook,
July 2) George W. Bush imple-
mented economic and tax pol-
icies which resulted in a
growing economy during
most of his presidency, and
President Bush took effective
measures to eradicate terror-
ists during most of his presi-
dency. But I believe that
Barack Obama would do nei-
ther, in the event that he is
elected in November.


Accordingly, if truth be
told, the third term that Sen.
Obama is currently running
for is not that of President
Bush. Rather, it is obvious
that Sen. Obama is currently
running for the second term
of the worst president in the
history of the U.S., Jimmy
Carter, notwithstanding that
the American people wisely
voted this failed president
out of office in 1980.


Harry Kanner


Englewood, N.J.


There is a consistent, en-
during and deeply rooted phi-
losophy in Sen. Obama’s ap-
proach to governance which is
profoundly different from that
of the current occupant of the
White House. It has its origins
in the spirit of bipartisanship
that found fuller expression in
our nation only a few decades
ago. Walter Isaacson and Evan


Thomas describe this ap-
proach well in their book,
“The Wise Men,” about six of
the architects of America’s for-
eign policy after World War
II: “Ideological fervor was
frowned upon; pragmatism,
realpolitik, moderation, and
consensus were prized.”


In his book, “The Audacity
of Hope,” Sen. Obama praises
two of these wise men, Dean
Acheson and George Kennan,
in addition to President Harry
Truman and George Marshall,
for crafting “the architecture
of a new, postwar order that
married Wilson’s idealism to
a hardheaded realism, an ac-
ceptance of America’s power
with a humility regarding
America’s ability to control
events around the world. . .
One of America’s strengths im-
mediately following the war
was a degree of domestic con-
sensus surrounding foreign
policy.”


If there is a fair compari-
son to be made across party
lines, it would be between
the foreign policy of Sen.
Obama and our 41st presi-
dent, George H.W. Bush.


Shepard Nevel


Denver


OPINION


W
e’re about to find out why Hank
Paulson left that lucrative job at
Goldman Sachs to be President


Bush’s last Treasury Secre-
tary. Was it merely to add a
fancy title to his obituary, or
does he want to leave the
U.S. financial system better
than he found it? That’s his
test in the wake of his Sun-
day commitment to use taxpayer money to
rescue Fannie Mae and Freddie Mac.


The past week’s market turmoil over the
mortgage giants has certainly been instruc-
tive for most Americans, not least Mr. Paul-
son. For 18 months, the Treasury Secretary
had been told by Fannie, Freddie and their
friends on Capitol Hill that the companies
were in good shape. He was told that Fannie’s
critics at the Federal Reserve, in the Senate
(Richard Shelby) and in the media (us) were
“ideologues” who should be ignored. Ease up
on reform, they told him, cut a deal with
House Financial Services Chairman Barney
Frank to let the companies grow, and they’ll
help end the mortgage crisis. Mr. Paulson
went with the Beltway flow.


i i i
We hope he now realizes he was lied to.


More pointedly, on Sunday he was left naked
on Pennsylvania Avenue, with no recourse
but to disavow his own prior statements
about Fan and Fred’s good health and to bail
them out. Now we’ll see if he has the forti-
tude to stand up to these “government-spon-
sored enterprises” and protect taxpayers go-
ing forward.


The issue isn’t whether the government
should rescue the companies. Congress made
that decision when it created the duo with an
implicit taxpayer guarantee. Everybody has
long known that, as the owner or guarantor
of half of America’s mortgages, the compa-
nies are too big to fail. The question has been
how to manage and regulate these monsters
in a way that minimizes risks to the larger fi-
nancial system and taxpayer. Had Treasury
and Congress acted two years ago, or even
three or six months, the current panic could
have been avoided.


The good news is that the crisis gives Mr.
Paulson new political leverage, if he’s willing
to use it. The companies are straining to raise
capital, with their share prices falling yester-
day even after the Treasury’s commitment to
keep them solvent. Thus they are more politi-
cally vulnerable than ever. Their main pa-
trons in Congress—Mr. Frank, Chuck
Schumer, Christopher Dodd—should also be
on the defensive after shilling for the compa-
nies for so many years.


Mr. Paulson’s Sunday statement at least
began to show more leadership. The Trea-
sury Secretary wants Congress to give the
government more power to rein in the compa-
nies, including with a preferred stock capital
injection if required. This is progress, but it’s
not aggressive enough given the risks. He
could make more progress more rapidly to-
ward a safer financial system by putting the
companies into federal receivership. If cur-
rent law doesn’t give Treasury that power—


and we hear conflicting legal claims—Mr.
Paulson should seek it from Congress.


The Secretary could then appoint a promi-
nent financial figure with bi-
partisan credibility as a re-
ceivership czar, with a mis-
sion to protect taxpayer in-
terests. A czar would have
the power to replace Fan
and Fred’s management


and directors, as well as give priority to tax-
payers above the current private sharehold-
ers if the government does inject capital.


It’s true that this might well require a
larger up-front taxpayer contribution. But af-
ter Sunday, the taxpayers know they are on
the hook for big losses in any case. Putting
the companies in federal receivership would
insulate them from a political class that has
shown itself unable or unwilling to control
their risks. Without such a move, the compa-
nies could easily use the taxpayer cash as pro-
tection in the short run, emerging both larger
and more dangerous. Mr. Paulson will have
been stripped naked twice.


Receivership doesn’t mean the companies
will fold up overnight. They continue to hold
trillions of dollars in mortgage assets, and
they would continue to buy and package mort-
gages. But as a first priority, a receiver would
be able to rein in their portfolios of mortgage-
backed securities (about $1.5 trillion now)
that are a major source of their risk. Down the
road, as the mortgage crisis eases, the re-
ceiver could decide whether to wind the com-
panies down, sell them in parts to the private
sector, or let them continue in far more re-
stricted form.


Keep in mind that these semi-socialist gi-
ants (private profit, public risk) were
founded in an era when mortgages were
sold and held by the same lender. The idea
was that Fannie and Freddie, by buying and
packaging those loans, could supply more li-
quidity to the mortgage market. Whether or
not that taxpayer risk was worth it at the
time, it clearly isn’t now that the bill is com-
ing due and private companies can do the
same thing.


The receivership option would also help
Mr. Paulson get out ahead of the many other
looming financial problems. IndyMac Bank’s
failure (see below) is only the first of many
more failures to come, and Treasury is going
to have its hands full. The airline and car com-
panies may follow. Putting Fan and Fred in
firmer hands now will reassure investors
that at least one risk is being well managed,
reducing public fear that the government is
overwhelmed.


i i i
Fannie’s friends on Capitol Hill and Wall


Street will call receivership draconian and un-
necessary, and they’ll fight it ferociously be-
hind the scenes. But Mr. Paulson now occu-
pies the higher political ground as defender
of the taxpayer. Some of us have been saying
for six years that Fannie and Freddie posed a
systemic financial threat, while most of Con-
gress told everyone not to worry. Mr. Paulson
should keep in mind who told him the truth,
and who didn’t.


Paulson’s Fannie Test


‘Free Our Oil’


T
he federal takeover of IndyMac Bank
over the weekend could cost the Fed-
eral Deposit Insurance Corp. between


$4 billion and $8 billion. But Senator Chuck
Schumer, who helped to pre-
cipitate the collapse by pub-
licizing a letter to the bank’s
regulator last month, has no
remorse.


He was, he says, just do-
ing his job in telling regulators that the bank
“could face a collapse,” a prophecy that
quickly proved to be self-fulfilling. “It’s what
legislators are supposed to do,” the New York
Democrat told the Journal. Depositors who
spent Monday trying to recover some of their
money might beg to differ.


The Office of Thrift Supervision (OTS),
whose job it actually was to regulate Indy-
Mac, took a different view. “The immediate
cause of the closing,” the OTS wrote in a press
release, “was a deposit run that began and
continued after the public release of a June
26 letter to the OTS and the FDIC from Sena-
tor Charles Schumer of New York.” The OTS
added: “In the following 11 business days, de-
positors withdrew more than $1.3 billion
from their accounts.”


Mr. Schumer now argues that OTS was
asleep at the switch, and that blaming him is
like blaming “the fire on the guy who called
911.” In fact, it’s blaming the guy who poured
on the gasoline. Very few banks, if any, would
remain standing for long in the current tense
financial environment after a Senator, in ef-
fect, told its depositors to run for the exits. In


the 1930s, such tipsters were derided as ru-
mormongers and often faced indictment for
encouraging depositors to stampede banks.


Only last week, the Securities and Ex-
change Commission an-
nounced an investigation
into the role of rumor-ped-
dlers in the run on Bear
Stearns. We somehow
doubt that Mr. Schumer will


receive similar SEC scrutiny for his very simi-
lar role in bringing about a liquidity crisis at
IndyMac. But he may be more deserving.


Last week, Mr. Schumer’s Senate col-
league Chris Dodd took the spotlight to in-
sist that everything was fine, just fine, at Fan-
nie Mae and Freddie Mac. For how that
turned out, see above. In its own way, Mr.
Dodd’s declaration was as irresponsible as
Mr. Schumer’s, given that its goal was to pro-
tect the companies from greater regulatory
scrutiny of the kind long proposed by the
Bush Administration.


Of course, it is much easier to talk a bank
out of existence, as Mr. Schumer has now
done, than to talk Fannie and Freddie into sol-
vency. And no one is pretending that Indy-
Mac was untroubled before Mr. Schumer
wrote his letter. The bank had suffered heavy
losses in its mortgage portfolio and was
openly seeking new private capital to shore
up its balance sheet.


But Mr. Schumer was not content merely
to share his profound concern with regula-
tors. He also leaked the June 26 letter to the
press—which is more like shouting “fire” in a
crowded bank than dialing 911.


The $4 Billion Senator


The best way
to protect taxpayers


is receivership.


Stop All the Whining
And Just Grow Up


Susie Tompkins Buell, a Hil-
lary Clinton supporter, is
quoted in your article “Obama
Faces Resistance From Top
Supporters of Clinton” (page
one, July 7) as saying: “What
really hurt women the most
was to look back and see all
this gender bias.” Perhaps
they should also look back at
Sen. Clinton crying and say-
ing how hard it was to be cam-
paigning. So who exactly is
this woman who claimed to
be a “fighter?” Sen. Clinton
played the media as a victim
and they got it right.


David L. Meth


Westport, Conn.


The Clinton supporters all
need to grow up and accept
that their candidate lost, all
on her very own.


Frank Popeleski


Seffner, Fla.


Kimberley Strassel misses
the point in her column
about oil market speculation
(“Dick Durbin and the Chi-
cago Boys,” Potomac Watch,
July 11).


My bill to curb excessive
speculation that’s driving up
prices in the oil market isn’t
about protecting the Chicago
futures industry; it’s about
protecting consumers who
are being taken to the clean-
ers at the gas pump.


The first step to prevent-
ing excessive speculation is
to increase the number of in-
vestigators at the Commodity
Futures Trading Commission.
My legislation authorizes 100
new investigators and other
employees, and the appropria-
tions bill I authored would
fund those positions.


Why more investigators?


The volume of futures trading
has risen more than tenfold
since 1997, while the staff of
the CFTC has fallen by 21%.
We need more people investi-
gating market manipulation
and putting a stop to it. But
those investigators need
more information to detect
unfair speculation in the mar-
kets.


My legislation would close
the “London loophole” that
blocks access to data about
trades that take place in Lon-
don. The CFTC needs informa-
tion about all trades, not just
those in the U.S., in order to
detect and stop market ma-
nipulation or excessive specu-
lation that drives up prices.


A growing amount of oil
futures trading is done by
players who never take pos-
session of actual barrels of


oil. The CFTC needs more de-
tailed reporting by the index
funds and swap dealers who
take long positions that
might drive up the price of
oil. My legislation would
make that information avail-
able.


These measures—closing
loopholes, increasing regula-
tory resources, and increas-
ing transparency—are steps
that will protect consumers
from those that would take
advantage of an opaque mar-
ket. Senate Democrats will
continue to work to protect
consumers from the unneces-
sarily high oil prices that are
dragging down our economy.


That’s not faux populism;
that’s responsive govern-
ment.


Sen. Dick Durbin


(D., Ill.)
Washington


Chuck Schumer shouts
fire in a crowded bank.


Q: How do you think
product safety in the
U.S. has changed in
the past 10 years?


In regard to Gary Wilson’s
“How to Rein in the Imperial
CEO” (op-ed, July 9): The
truth is that concentrated
power in the hands of a capa-
ble executive leverages his or
her ability to run the busi-
ness. And that is a good
thing. As evidenced by the
Michael Eisner example, calls
for the separation of chair-
man and CEO are proof, not
of progressive corporate gov-
ernance policy, but of the ex-
istence of deficient manage-
ment. If, as his reference to
European pay scales would
suggest, exorbitant pay is the
problem his proposal is to
solve, a better solution is to
allow the shareholders an ad-
visory vote on compensation.


Ryan Barnes


Columbus, Ga.


Most shareholders like my-
self fume when we hear of ob-
sessive CEO perks, sweet-
heart pensions and extrava-
gant corporate waste. It just
seems that Mr. Wilson is the
wrong guy to point it out
since he and his board’s
moves wiped billions off Ya-
hoo’s market cap. I sure hope
Mr. Wilson and his compan-
ions eventually enrich Yahoo
shareholders like they are
supposed to, but for now he
seems to have a lot more
chutzpah than credibility.


Kenneth Schnoll


Mahwah, N.J.


I am not concerned about
who is chairman, or who is
CEO, or if they are one and
the same. I can’t change the
fact that the CEO is a strong


charismatic personality.
What can be changed is who
is setting the agenda for
board discussion. The person
who drives the agenda drives
the board.


Every board should have
an agenda committee. The
committee should consist of
the strongest two indepen-
dent directors and the CEO.
The chairman of the agenda
committee should be an inde-
pendent director, not the CEO.
This arrangement should at
least ensure that the right is-
sues are being brought to the
board. If the board, at that
point, doesn’t have the back-
bone to stand up to the CEO,
shareholders need to replace
the board or sell their stock
and invest in another com-
pany. By the way, the imperial
CEO is generally the CEO who
leads a company into share-
holder and Securities and Ex-
change Commission lawsuits.
What was the CEO role at En-
ron, WorldCom, Tyco and
HealthSouth?


Dave Guenthner


Omaha, Neb.


There are costs and bene-
fits to both options. Clearly,
though, many shareholders
still see reason for a combined
role, as evidenced by Exxon
Mobil shareholders’ recent de-
cision to ignore the persnick-
ety Rockefeller heirs’ nonbind-
ing resolution and confirm
Rex Tillerson’s position as
both chairman and CEO.


Avoiding conflicts of inter-
est depends more on the exec-
utive’s character than on his
or her position on the board.


While Mr. Wilson raises appro-
priate concerns, he should re-
frain from offering a panacea
for the nation’s corporate gov-
ernance woes. Every situation
is different, and each war-
rants a nuanced approach.


Ryan Krause


Arlington Heights, Ill.


I have another idea. In-
stead of legally requiring
companies to split the func-
tions of chairman and CEO,
what if we gave shareholders
the right to vote on the mat-
ter? We could call it some-
thing like a “shareholder reso-
lution.” Admittedly, my ideas
would force companies to
deal with the whims of their
numerous shareholders, in-
stead of relying on the good
offices of a local attorney gen-
eral or district attorney to
help run the company, but no
plan is perfect.


J. H. Colter


Lindon, Utah


Gary Wilson is right on.
From 1982 to 1988 I man-


aged my company’s business
in Eastern Europe and the So-
viet Union, and studied their
political systems closely.


I was immediately struck
by the strong similarities of
the Soviet Politburo and the
board of a typical U.S. public
corporation. Both were
headed by an all-powerful
general secretary/chairman
or CEO who handpicked the
politburo/board members,
lived lavishly, answered to no
one, and, largely, ruled with
an iron fist.


Stephen R.S. Martin


Scottsdale, Ariz.


Letters intended for pub-
lication should be ad-
dressed to: The Editor, 200
Liberty St., New York, NY
10281, or emailed to wsj.
ltrs@wsj.com. Please in-
clude your city and state.
All letters are subject to ed-
iting, and unpublished let-
ters can be neither acknowl-
edged nor returned.


We Must Cover Costs
To Treat the Elderly


Regarding “Health Care
2009” (Review & Outlook, July
7) and other articles: With Con-
gress wanting to reduce Medi-
care payments to doctors,
even though there is continu-
ing yearly inflation, there will
be some point in time when it
will be economically unfeasi-
ble for us to treat the elderly.
It is obvious, even to the most
casual observer, that Medicare
does not work well and will
continue to get worse.


One thing is certain: If you
think health care is expensive
now, just wait until it is “free”
and run by the government.


Jim Brower, D.C.


Bakersfield, Calif.
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Pepper . . . and Salt


“Anyone can helicopter in, but how many
firms have a corporate gondola?”


B
oth Fannie Mae and Freddie Mac lost
lots of money last quarter and last
year—and we mean lots. If they con-


tinue losing money at cur-
rent rates, in fact, they
could find themselves be-
low their mandatory capital
requirements in another six
months or so.


Fannie and Freddie think
that the best way to deal
with this problem is to allow them to lever-
age up even further by reducing those same
capital requirements. Some on Capitol Hill,
notably New York Democrat Chuck Schumer,
agree. Like maxed-out consumers who were
about to reach their credit limit, Fannie and
Freddie already hit up investors for a cool
$13.8 billion in additional capital last quar-
ter. But as they continue to lose money, their
capital position remains tenuous.


So now, with the help of Senator
Schumer and other friends on the Hill,
they’re trying to get their credit limits
raised. Like political alchemists, they want
to turn their losses into the gold of more
profit-making opportunities. James Lock-
hart, the regulator responsible for Fannie
and Freddie, gave them a bit of relief this
week by eliminating caps on the size of their
investment portfolios, and their stock
prices jumped. Now the pressure is also on
Mr. Lockhart to lower their capital require-
ments, but nothing about their results sug-
gests that Fannie and Freddie need more
risk in their lives—or ours.


The two government-sponsored mort-
gage giants lost $6.1 billion between them in
the fourth quarter. In both cases, the lion’s
share of the reported losses came from
losses on derivatives that the companies use
to hedge their huge portfolios of mortgage-
backed securities, or MBSs. Supposedly, we
are to take some comfort from this. The com-
panies contend that these are paper losses
and that the price of derivatives can fluctu-
ate from quarter to quarter or year to year.
That’s true.


But bear in mind why Fan and Fred buy
these derivatives in the first place. Each of
them has an MBS portfolio worth more than
$700 billion on its books. These portfolios
are entirely separate from their original man-
date, which was to buy mortgages from
banks, package them into securities and sell
them to investors with a guarantee. Both
companies still do this too, of course, and the
recent turmoil in the housing market has al-
lowed them to greatly expand their market
share in that business. But these days they
make more money (on an “operating basis,”
at least) by holding mortgages or MBSs for
their own account, or by buying MBSs on the


open market and holding them.
To do that, they borrow. A lot. In fact, al-


most every dollar they invest in MBSs is a dol-
lar they borrow by issuing
bonds. This they can do
cheaply because of a mar-
ket perception that, if loss
comes to shove, Uncle Sam
will make their creditors
whole. The two companies
then make money off the


spread between their borrowing rates and
the interest paid by the mortgage holder or
the mortgage-backed security.


To make sure that spread stays positive,
and hence profitable, they then purchase in-
terest-rate swaps and other derivatives to
hedge their exposure to changes in interest
rates. And in the fourth quarter in particular,
Fannie and Freddie saw huge declines in the
value of those derivatives as interest rates
fell. It may be that those losses will never get
realized or that the value of the derivatives
will recover.


But in the meantime, Fannie and Freddie
continue to bleed capital. In the fourth quar-
ter, Freddie raised $6 billion and Fannie $7.8
billion in preferred-stock offerings. And it’s
a good thing they did, because without that
capital last quarter’s losses would have put
both companies below the minimum capital
levels required by their regulator. Fannie’s
capital base stands $3.9 billion above the
minimum, while Freddie has a cushion of
$3.5 billion.


That doesn’t sound too, too bad, maybe.
Except that Freddie is holding $100 billion
in subprime asset-backed securities in its
portfolio while Fannie has $74 billion or so.
It wouldn’t take too much in the way of port-
folio losses to wipe out those capital cush-
ions. How likely are further write-downs?
Well, 21% of Freddie’s $100 billion in
subprime assets are 60 days delinquent or
more, and 40% of those securities on watch
for downgrade.


So, what in the world is Congress doing?
Mr. Schumer cheered Wednesday when Mr.
Lockhart lifted the caps on the companies’s
portfolios. We guess he thinks that what we
really need is more taxpayer exposure to the
risk of a meltdown at Fan and Fred. Mean-
while, the reform bill passed by the House
last year is stalled in the Senate Banking
Committee, thanks in part to Democrats like
Mr. Schumer. This is the bill that would
strengthen the regulator’s power to make
sure the two giants stay solvent.


What Fannie and Freddie really need is a
regulator with the clout to cut up their credit
cards before they get into even deeper trou-
ble—and take the rest of us along with them.


By David Joseph


Baseball is, of course, the national pastime.
The late great Jim Murray called it “the ulti-
mate heirloom sport” for the way parents


pass a love of it down to children. We care about
it a little more. We stick up
for it when we might just as
soon turn our heads. Its pres-
ervation isn’t so much a
choice as a responsibility.


And so the furor over
whether Roger Clemens was
injected with human growth
hormone has inspired fresh
demands that we take this responsibility seri-
ously. From a congressional hearing to a possi-
ble Justice Department investigation, we feel a
duty to eradicate the stain.


Still, the outrage over performance-enhanc-
ing drugs in baseball is somewhat misdirected.
It’s not ultimately about players’ health or the
influence that using performance-enhancing
drugs might have on young people. We’ve
turned a blind eye toward that for years. And
we don’t speak out with that type of passion
about smoking, drinking or eating red meat.


And despite what baseball wants us to be-
lieve, it isn’t about cheating either. Gaylord Perry,
notorious for his spitball, is still revered, as is the
legendary Ty Cobb, he of the sharpened cleats, by
baseball historians and aficionados. And more
people would likely open Baseball’s Hall of Fame
to Pete Rose than would shut him out.


This goose chase is about something else al-
together. This is all about the records.


Of all the sports in America, baseball boasts
the records fans cherish the most. Numbers like
61, 755, 56, and .406 have been burned into our
brains, embedded alongside dates like 1776, Dec.
7, 1941 and 9/11. The names of ballplayers and
marks summon a lexicon all their own—the
Streak, Murderer’s Row, the Gashouse Gang. Leo
the Lip, Mr. Cub, and Dizzy. With this merger into
the fabric of America has come a sense of owner-
ship, and these records now seem to belong, not
only to the men who established the marks, but to
all of us. And we desperately want to believe that
those magical summers were, well . . . just that.


The reality is those numbers weren’t so hal-
lowed in the first place, as they were notched
into the record books at a time when some of
the best players were relegated to the Negro
Leagues. Without being able to account for
what these players might have leant to the
game and what they might have contributed to
the record books, we aren’t in any position to
get so worked up about “records” being broken.


Because if you really want to talk power hit-
ters, Josh Gibson hit 75 home runs in a single sea-
son, and that’s more than Roger Maris, Mark
McGwire, or Barry Bonds. You want speed? Cool
Papa Bell would’ve made Rickey Henderson look
like he was running in quicksand. Hitting .400
and a life of decorated military service? Try the
great Spottswood Poles and his lifetime .400 bat-
ting average that accompanies his five battle
stars and Purple Heart from WW I. Three hun-
dred wins? It has been estimated by some that
Satchel Paige won more than 2,000 games.


I am not trying to take anything away from
Babe Ruth, the Splendid Splinter, Joe DiMag-


gio, or any of the mythical figures that etched
their names into the record books and their im-
ages into our hearts and minds. But we might
not want to put as much stock in the numbers,
when an entire race playing organized baseball
in this country at the time was excluded from


the opportunity to play in
the major leagues.


Truth be told, there’s no
point investigating what has
already occurred in regards
to the use of performance-en-
hancing drugs. It is counter-
productive to get worked up
about Balco, “Game of Shad-


ows” or the Mitchell report. And it’s imperative
that we stop thinking about what went wrong
and who did it, and start focusing on how we
can possibly change things in the future.


Put an asterisk over the whole era if you
want, but please don’t waste our time trying to
figure out who did what and when. Imagine if
we spent years trying to condemn the men who
kept black players out of the game instead of
getting them in?


Because in the end, it is just one error in a sea
of many that have pocked the landscape of Major
League Baseball since its inception. It isn’t any
worse than the Black Sox, cocaine and amphet-
amines, spitballs, pine tar, corks, scuffing, gun ar-
rests, labor strikes or betting on your own team.


If you want something to get fuming about, be
mad that more people know Kirk Gibson than
Josh Gibson, a star catcher in the Negro Leagues
who was inducted into Baseball’s Hall of Fame in
the 1970s. Shake your head that Derek Bell is
more of a household name than Cool Papa. And if
you really want to feel ashamed, just think of how
sad it is that we have already spent more time dis-
cussing the prospect of keeping Roger Clemens
and Barry Bonds out of the Hall of Fame than we
did when Buck O’Neil failed to be inducted.


I love baseball for the artistry of Willie
Mays, the precision of Joe DiMaggio, the feroc-
ity of Ty Cobb, the raw power of Mickey Mantle,
the incomparable courage of Jackie Robinson.
But hallowed? Save that for churches.


Mr. Joseph is executive director of LA
SCORES, a nonprofit organization that works
with at-risk children in Los Angeles.


Fannie Mae Alchemy


Baseball’s ‘Hallowed’ Records


At an event Monday at George Washington
University, a moderator asked four House
Democrats if any thought it “practical” or


a “good idea” to reopen and renegotiate Nafta.
The crew, led by Democratic Caucus head Rahm
Emanuel, stared uneasily
into the middle distance be-
fore submitting “no.”


“We’ll see if word gets to
Ohio,” joked the moderator.


It didn’t, and that’s got
some grown-ups in the party
nervous. Democrats have
been flirting with outright protectionism for
some time now—taking a dip with the “fair
trade” movement, cozying up to labor and envi-
ronmental standards, and shunning trade deals
in Congress. It’s been a tease, though careful
not to let things go too far.


Now they’re cornered with the heavy-breath-
ing Hillary Clinton and Barack Obama, and
some are worried about their reputation. The


two presidential nominees,
grasping for votes in economi-
cally depressed Ohio, are set-
ting new protectionist lows,
with calls for trade “time outs”
and threats to overthrow
Nafta. It’s come at a crucial mo-


ment for the Democratic Party, which after
years of trade wandering now has a shot at de-
fining the issue from the White House.


“I think Lou Dobbs took the pulse of America
and realized he could drive his ratings up by en-
gaging in protectionist rhetoric and pandering.
I think there are an increasing number of politi-
cians who are also pandering to the less in-
formed emotional impulses of a lot of U.S. vot-
ers,” says Cal Dooley, a former Democratic con-
gressman from California who helped lead the
party to trade victories in the 1990s. “And the
thing that is a little distressing to me is that our
national leaders, in many respects, they know
better.”


Democrats do know better, and have for a
long time. It was Cordell Hull, FDR’s secretary
of state, who picked up Hoover’s pieces and re-
built the world trade system in the 1930s. Gradu-
ates of the party’s old free-trade school know
America has a responsibility to lead an open,
global market. They know the nation’s eco-
nomic prosperity depends on it. They know iso-
lationism doesn’t sell well in elections. And
they know the bipartisan trade successes of the
Clinton years were a boon for both sides.


That common sense hasn’t matched the
temptation to win points with Big Labor or to
ride a populist anti-trade wave. Threats to hold
trade deals hostage to labor and environmental
rules; vows to review existing deals; the bash-
ing of Mexican truck drivers; the mauling of the
Chinese currency; complaints about trade en-
forcement—all of these are today standard
Democratic (and increasingly Republican) talk-
ing points. The Clinton-Obama threats are a log-
ical conclusion of this, not some surprising be-
ginning.


And yet free-trade Democrats point out that
the stakes are arguably higher now than
they’ve ever been, not just for the nation, but
for their own party’s long-term electoral pros-
pects. Mr. Dooley notes that trade is inextrica-
bly tied up with national security, and so it mat-
ters more in today’s complex world. He points


to the Colombia trade pact, currently spinning
in Congress, as an example of an agreement
that is crucial to keeping a democratic neighbor
strong. “If you look at that deal, it is, in most re-
spects, more of a security issue for the United


States and Colombia—one
that has some economic ben-
efits as well,” he says.


If Democrats wanted be
trusted on national security,
they’ve got to underpin their
promises with a commit-
ment to trade. “Once you are


president of the United States you have to first
and foremost protect the security of the United
States, and one of the tools that you have to pro-
tecting that security is in building strong rela-
tionships that are going to be founded on an eco-
nomic partnership,” he says. An “optimist,”
he’s hopeful that the eventual nominee will be
able to “walk back” from some of the recent po-
sitions by stressing exactly that security point.


Other Democrats are likewise worried this
bout of anti-trade fervor risks undercutting the
party’s key foreign policy plank: that it will do
more on the diplomatic front. When asked
about the wisdom of reopening Nafta at the uni-
versity event, Rep. Artur Davis (an Alabama
Democrat who happened to be the first con-
gressman outside of Illinois to endorse Mr.
Obama) replied: “I’m not a fan for reopening
agreements we have negotiated because the
rest of the world thinks that we don’t keep our
word enough as it is.”


In other words, it’s hard to make nicey-nice
with the global community when you are stiff-
ing it on trade. Ask Canadian Finance Minister
Jim Flaherty, who clearly tuned into the Ohio
Democratic debate long enough to catch Mr.
Obama and Mrs. Clinton threatening to with-
draw from Nafta unless his country rolled over
for their new demands. “[They] should recog-
nize that Nafta benefits the U.S. tremendously.
Those who speak of it as helpful to [just the] Ca-
nadian and Mexican economies are missing the
point,” he responded, and not lovingly.


There is, too, the question of Democratic eco-
nomic leadership. Texas Democrat Henry Cuel-
lar recently hosted Mrs. Clinton on the streets
of Laredo. He said he explained to her the city
was the largest inland port in the South. Trade
has transformed his district’s border communi-
ties—dropping double-digit employment and
curbing rampant poverty. “My philosophy is
simple: trade between the United States and
other countries is good. You export, you create
jobs, you build relationships,” says Mr. Cuellar,
who was the first Democrat to endorse the Cen-
tral American Free Trade Agreement, and one
of just 15 to vote for it.


Mr. Cuellar, who is a Mrs. Clinton supporter,
says he remains comfortable with what she’s
asking for in a renegotiated Nafta. (If she’d said
“six months after becoming president, I’m just
going to opt out, then that would worry me,” he
explains.) He, too, remains hopeful that the na-
tional debate will cool once the primary is over.
He warns that while it might be tempting to
“demagogue” trade in the short term, Demo-
crats will have to perform on the economy if
they want a lasting run in office. Remaining
strong on trade is “about both the prosperity of
the nation, and the prosperity of the Demo-
cratic Party,” he says.


Write to kim@wsj.com


Trade Tirade


The mortgage giants
try to turn


losses into gold.


REVIEW & OUTLOOK


F
or readers under age 30 who are won-
dering why they are suddenly paying
$3.15 for gasoline and $2 for milk, the


answer is that this is what an inflation looks
like. Those of us of a certain age remember it
well, if painfully, and judging by the noises
coming from the Federal Reserve of late we
had all better get used to it again.


First, Fed Vice Chairman Don Kohn de-
clared that, while inflation was worrisome,
the Fed now views recession as the more ur-
gent danger to fight. Then on Wednesday,
Fed Chairman Ben Bernanke told Congress
that the Fed will do whatever it takes to stop
the credit squeeze from becoming a reces-
sion. That’s about as close as a central
banker will get to saying that he’s thrown
price stability to the
wind. If inflation
rises—as it now
surely will—then the
Fed will worry about
that later, after the
economy is safely
past the credit
crunch.


Right on cue, the
best indicators of in-
flation expectations
hit new highs. Oil has
surged past the once
astronomical $100
mark and is now $102
a barrel; as recently as
September, it was
$70. Gold is nearly
$975 an ounce, and the $1,000 threshold
seems inevitable. The euro has broken $1.50
for the first time, while commodity prices in
general are hitting record highs. These in-
creases will roll through the rest of the econ-
omy and lift prices for food, energy, and
countless other goods and services.


Call it the Bernanke reflation, though it’s
more precise to call it the Fed’s second infla-
tion gamble of the decade. The first was Alan
Greenspan’s roll of the dice from 2003-2005,
keeping interest rates too low for far too
long in the aftermath of the dot-com bust.
That spurred the first boom in commodity
prices, as well as the subsidy for debt that
led to the housing bubble and the credit ma-
nia whose collapse we are now dealing with.
Mr. Bernanke was a Fed Governor during
much of that time, and he seems to have
learned his lessons all too well. He’s now go-
ing all-in for round two.


Naturally, the Fed and its most vocal con-
stituencies—Wall Street and politicians—
see nothing much to worry about. Wall
Street sees a reflation as a way to ease its
credit problems, as price increases ease debt
burdens and perhaps reflate housing values.
Congress and the White House see a way to


perhaps avoid a near-term recession, which
might get them past the election.


As for the Fed, its Governors are dusting
off their favorite intellectual justifications.
We are told that inflation isn’t as bad as it
seems because “core inflation”—which ex-
cludes food and energy prices—isn’t rising
as fast as the consumer price index. How-
ever, food and energy are what most Ameri-
cans are having to spend ever more of their
paycheck to buy. Thus the Bernanke refla-
tion is in part self-refuting even as a short-
term recession antidote, because it robs con-
sumers of some of their discretionary in-
come just when the economy needs it.


Meanwhile, even the Phillips Curve is mak-
ing a comeback. That’s the notion—popular


before it was discred-
ited in the 1970s—
that there is a trade-
off between inflation
a n d e c o n o m i c
growth. In its new ver-
sion, argued by Fed
Governor Frederic
Mishkin, the Phillips
Curve doesn’t exist in
the long term but
does in the short
term. Thus the Fed
can afford to open the
monetary flood gates
now because the
slower economy
could lead to lower
prices later this year.


Then when the economy recovers, the Fed
can afford to tighten money again.


This is a beguiling intellectual construct,
but it puts a great deal of weight on Fed Gov-
ernors to know when to tighten again. They
were supposed to do something similar in
2003-2005, but they were terribly wrong.
Then as now they were also dismissing such
forward-looking price signals as gold and oil
and instead focusing on such misleading indi-
cators as “core inflation” and the money sup-
ply. Mr. Mishkin may be seen as a monetary
wizard at the Fed, but to investors around
the world he is beginning to look more like a
high-class inflationist.


The people who aren’t being fooled by all
this are the American people. They don’t pay
their bills with “core” dollar bills, and they
know those dollars buy less with each pass-
ing month. This explains their rising eco-
nomic anxiety—and anger—better than
trade or job losses do, especially since the
job market has remained relatively healthy.
Inflation is the great thief of the middle
class, as even Americans who don’t recall the
1970s are learning. With its all-in reflation
bet, the Bernanke Fed is gambling with their
money.


The Bernanke Reflation


POTOMAC
WATCH
By Kimberley
A. Strassel
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The Journal Editorial Report on FOX News Channel
Peggy Noonan talks about Barack Obama’s rhetoric and Hillary Clinton’s choices. Plus, how the


Democratic superdelegates will move after Tuesday’s primaries, and John McCain’s campaign
finance trap. Saturday at 11 p.m. (EST), 8 p.m. (PST), repeating 6 a.m. Sunday (EST).
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Democrats worry
about where


this debate is headed.


It’s a little late
in the game to get


worked up over the
Roger Clemens affair.
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Pepper . . . and Salt


“Today it did a reverse three-and-a-half
somersault with a tuck.”


THE WALL STREET JOURNAL


F
ive years after U.S. and coalition
forces began rolling into Iraq on their
way to Baghdad, it’s easy to lament


the war’s mistakes.
The Bush Administra-


tion underestimated the
war’s cost—in treasure,
and most painfully in lives.
The CIA and every other
Western intelligence
agency was wrong about Saddam’s weapons
of mass destruction. The U.S. failed to antici-
pate the insurgency and was almost fatally
late in implementing a counterinsurgency. It
allowed the U.N. to design a system of propor-
tional electoral representation that has en-
couraged its sectarian political divisions.
And so on.


These columns have often discussed
these and other blunders. But we have al-
ways done so while supporting the larger
war effort and with a goal of victory that
would be worthy of the sacrifice. Five years
on, and thanks to the troop “surge” and strat-
egy change of the last year, many of the goals
that motivated the original invasion are
once again within reach if we see the effort
through.


i i i
No one should forget that the invasion top-


pled a dictator who had already terrorized
the region and would sooner or later have
threatened American interests. This by itself
was no small achievement. Saddam’s trial
was a teaching moment for that part of the
Arab world that used to cheer him; his hang-
ing, however crudely carried out, was a warn-
ing to dictators everywhere.


Iraq may not have had WMD, but Saddam
admitted to American interrogators that he
planned to reconstitute his WMD effort once
U.N. sanctions collapsed. The capture of Sad-
dam persuaded Libya’s Moammar Gadhafi to
abandon his nuclear program and seek a rec-
onciliation with the U.S. This in turn led to
the rolling up of Pakistani scientist A.Q.
Khan’s proliferation network, whose arms
extended to Iran and North Korea.


Strategically, Iraq has gone from being
one of America’s two principal enemies
(with Iran) in the region to one of its two prin-
cipal allies (with Israel). Iraq’s government,
for all of its shortcomings, demonstrates
that a Shiite-led government need not be a
theocracy. The invasion did prompt thou-
sands of jihadis to emerge from places like
Saudi Arabia and Morocco to fight the “cru-
saders and infidels.” Thousands of them are
now dead or in prison, however, and the radi-
cal corners of the Arab world have learned
that America cannot be defeated by a strat-
egy of car bombs and assassination.


The strategic case for toppling Saddam
also rested in part on the idea that a free Iraq
would provide a strategic counterweight to
Iran and Syria, as well as an ideological coun-
terexample for a region where autocracy is
the norm. The potency of that combination
has been demonstrated by Sunni Arab hostil-
ity to the new Iraqi government; by Iran,
Syria and al Qaeda efforts to destabilize it;
and by those in the West who have sought to


denigrate the effort as a way to diminish U.S.
power.


Today, those efforts have largely failed. A
new generation of Euro-
pean leaders has no inter-
est in humiliating the U.S.
and understands the dan-
ger of a chaotic Iraq. Al
Qaeda has been nearly de-
stroyed as a fighting force


in Iraq and has lost support in the Arab
Street with its brutality against Iraq’s Sunni
Arabs. Saudi Arabia, Egypt and other Sunni
states are belatedly coming to terms with
the new Iraq as they conclude that the U.S.
won’t leave in defeat.


The Iraqi government is also at last begin-
ning to meet its most important political
commitments. Yesterday, Iraq’s presidency
council agreed to a law on provincial elec-
tions to go forward after a month’s delay.
The central government has passed a bud-
get, approved a detainee amnesty, enlisted
425,000 men in its security forces and in-
creased oil production to 2.4 million barrels
a day while funneling $100 million a year to
its provinces. This is happening while the
number of daily insurgent attacks has been
cut by about two-thirds, with commensurate
declines in civilian and military casualties.


Where do we go from here? Iraq’s transi-
tion to self-government remains fragile
enough that U.S. forces will need to remain
there in some numbers for years to come.
The two countries will have to strike a long-
term U.S.-Iraq military agreement, which
would serve the interests of both countries.
For Iraq, it would show America’s continu-
ing commitment in a rough neighborhood.
And for the U.S., it would make the job of con-
taining Iran easier. President Bush can best
serve his Presidential successor by leaving
enough troops on the ground to give him or
her some strategic flexibility.


It is therefore unfortunate, and danger-
ous, that both Democratic candidates have
backed themselves into a corner by endors-
ing rapid withdrawal from Iraq. In a speech
yesterday in North Carolina, Barack Obama
called for an almost complete U.S. with-
drawal in 16 months. He continues to endorse
the illusion that defeat in Iraq will help us pre-
vail in Afghanistan; the opposite is closer to
the truth. We will never maintain the sup-
port,either at home or abroad, toprevail in Af-
ghanistan if we show we can be driven from
the more vital strategic prize of Iraq.


i i i
In our March 18, 2003 editorial on the eve


of Iraq’s liberation, we supported the war
while noting that “toppling Saddam is a long-
term undertaking” and “the U.S. has never
been good at nation-building.” We wish we
had been wrong on both counts, but our view
has always been that nations shouldn’t be-
gin wars they don’t intend to win. And news-
papers don’t endorse wars only to walk away
when the fighting gets difficult. The U.S. sac-
rifice in Iraq has been honorable, our sol-
diers have fought superbly, and the best way—
the only way—to honor both is to leave Iraq
in victory. By Collin Levy


Truth may be more complicated than fic-
tion, but try telling that to John Grisham.
The bestselling author of legal thrillers,


Mr. Grisham has built his career on sensational
stories with real-world politi-
cal undertones. Wallpaper-
ing airport bookstores now is
his latest book “The Appeal,”
which spins the tale of a cor-
rupt chemical company CEO
trying to “buy” a judge to get
a better verdict. This is possi-
ble, the story goes, because the system of judi-
cial elections has made justice itself impossible.


Within days of the book’s release, critics of
judicial elections began to connect it to exam-
ples of real-life corruption. Mr. Grisham him-
self says his story has “already happened” in
West Virginia. Others have tried to link the
book’s intrigue to next month’s Supreme Court
election in Wisconsin, where a controversial
judge is facing a strong challenge for reelec-
tion, helped in part by business groups.


Mr. Grisham has plenty of allies in his cru-
sade among liberal interest groups, who insist
that judicial elections somehow represent a
blight on the rule of law. Chief among them are
groups funded by billionaire activist George So-
ros. His Open Society Institute is now making
donations to dozens of groups seeking to sway
the judicial selection process in states from Illi-
nois to North Carolina, as well as funding na-
tional groups like Justice at Stake.


The model preferred by Messrs. Soros and
Grisham is known to fans as “merit selection,” a
method already in use in more than 20 states in
some form. Under this plan, an appellate judi-
cial commission selects a slate of judges from
which the governor must choose. Intended to
keep politics out of judicial appointments, judi-
cial commissions have become agents of politi-
cization themselves, steadily tilting state court
systems to the left.


Power inevitably comes to reside in the
hands of the state’s trial lawyers, who end up sit-
ting on the commission. And that means lawyers
pick the judges before whom their cases will ap-
pear—a conflict apparently lost on Mr. Grisham,
a former trial lawyer himself. One of the most
heated battles has been in Missouri, where three
of the judicial commission’s seven spots are held
by trial lawyers with specialties in medical mal-
practice, personal injury and product liability.


Missouri commission members have also
been a prolific source of contributions to Demo-
cratic candidates at the presidential and state
level, most notably Attorney General Jay
Nixon, a darling of the trial bar. Mr. Nixon is
aiming to replace Republican Governor Matt
Blunt, who has said he will not run for reelec-
tion. Last year, Gov. Blunt called for reform of
the judicial commission after he was presented
with a slate of Supreme Court nominees de-
signed to force his hand in appointing a justice
who didn’t share his principles or those of the
voters who elected him.


Mr. Blunt is not the only governor who balks
at being dictated to by panels of trial lawyers.
Tennessee Governor Phil Bredesen, a Democrat,
has also been on the record calling his state’s ver-


sion of the Missouri Plan over-politicized and un-
fair. In 2006, after the commission repeatedly re-
submitted a Supreme Court nominee he had re-
jected, Gov. Bredesen accused the commission
of “trying to force people down my throat.”


In a result that might surprise Mr. Grisham,
a 2007 Harvard study actu-
ally found that judges who
are elected directly by voters
are overall less corrupt than
those who win their robes
through other methods of se-
lection. Direct election may
raise concerns about cam-


paign contributions and the appearance of influ-
ence, but it also has the virtue of accountability
to the electorate. Though judges in Missouri
stand for so-called “retention” elections, these
are little more than uncontested pageants.
Judges already have the weight of incumbency
on their side by the time they face the voters—
and it shows. No appellate court judge has ever
lost a retention election in Missouri.


Fans of the judicial commission approach
claim that it removes the selection process
from the hands of “special interests.” At the end
of the day, however, the problem isn’t the
power of business groups, like the fictional
chemical company in his novel. Trial lawyers in
each state are the ones with the financial and or-
ganization incentive to work year-in and year-
out to shape the local judiciary to their liking.


That’s true, of course, even under an elective
system, where trial lawyers donate to candi-
dates they like. But while campaign donations
and the possibility of corruption go with all elec-
tive office, elections at least provide transpar-
ency and accountability. Without checks and
balances, Thomas Jefferson once wrote, the ju-
diciary was sure to become a “Despotic branch.”
To move in the Grisham/Soros direction of pick-
ing judges behind closed doors only takes
things further from our democratic ideals. Then
again, maybe the Soros-funded groups believe
panels of Soros-approved experts should ap-
point our presidents and legislators too.


Ms. Levy is a senior editorial writer at the
Journal, based in Washington.


Grisham’s Judicial Appeal


The American playwright David Mamet
wrote a piece for the Village Voice last
week titled, “Why I Am No Longer a ‘Brain-


Dead Liberal.’” Mr. Mamet, whose characters fa-
mously use the f-word as a rhythmic device (I
think of it now as the “Mamet-word”), didn’t
himself mince words on his transition. He was
riding with his wife one day, listening to Na-
tional Public Radio: “I felt my facial muscles
tightening, and the words beginning to form in
my mind: ‘Shut the [Mamet-word] up.’” Been


known to happen.
Toward the end of the essay,


he names names: “I began read-
ing not only the economics of
Thomas Sowell (our greatest
contemporary philosopher) but
Milton Friedman, Paul


Johnson, and Shelby Steele, and a host of con-
servative writers, and found that I agreed with
them: a free-market understanding of the
world meshes more perfectly with my experi-
ence than that idealistic vision I called liberal-
ism.”


This of course is an outrage against polite
American wisdom. Isn’t Paul Krugman sup-
posed to be our greatest living philosopher?
One would have thought that David Mamet say-
ing bye-bye to liberalism would have launched
sputterings everywhere. But not a word.


As I think Groucho Marx once said, either no
one reads the Village Voice anymore or my
watch has stopped.


That one of the language’s greatest living
playwrights would say this in our hyperventi-
lated political times was news worth noting in
most of the English-speaking world. Commen-
taries appeared the past week in England, Can-
ada and Australia. But there’s been nary a peep
about Mr. Mamet going over the wall in what
some call the Mainstream Media.


Matt Drudge put news of the Mamet essay at
the top of his Web site the day it appeared, so it
was hard not to notice. Yesterday the Los Ange-
les Times printed an op-ed piece on it by the
crime novelist Andrew Klavan, welcoming Mr.
Mamet. For the most part, though, this is being
treated in liberal drawing rooms like a favorite
uncle gone suddenly dotty. A reporter for the
Times of London put the apostasy to actor
Kevin Spacey, now appearing there in Mr. Ma-
met’s “Speed the Plough.” “I didn’t pay it much
attention,” said Mr. Spacey.


Which raises the question: If a liberal falls in
the liberal forest and no one says they heard it,
can you say it didn’t happen? Mr. Mamet must
feel like the guy in a mob movie who knows the
hit is coming but has to sweat through to the
bullet.


There is a more benign explanation for the
silence of American punditry’s liberal lambs.
They have their hands full with Barack and Hill-
ary. No playwright since blood-soaked Greece
would have tried to script the furies let loose by
the struggle between these two senators.


The Rev. Jeremiah Wright, whose mad lines
no one would think to write—“God damn Amer-
ica!”—has returned to haunt the holy candidacy
of Barack Obama. In turn, Sen. Obama has been
forced to give a speech reanimating racial
ghosts back to the nation’s founding—a Consti-
tution “stained by this nation’s original sin of sla-
very.” This is primal stuff. Meanwhile the Demo-
cratic elders, in their role as Super Delegates,
must wrestle with knowing that this foul poison


was set by factions loyal to Hillary Clinton,
whose own personal loyalties are . . . well, you
don’t need me to get into all that.


With blood on the party’s temple floor, who
has time to give a flying [Mamet-word] about
what this guy thinks? (Also, his essay appeared
the day after the Spitzer melodrama began its
short, but unforgettable, New York run.)


Still a thought: If David Mamet says he can’t
take it anymore, can others be far behind? Were
I a Democratic Party strategist, out on the fron-
tier of voter sentiment, my thought would be:
This is not good for Democrats. David Mamet’s
mind is a tuning fork of regular-guy sentiment.
He’s the one who wrote “Glengarry Glen Ross.”
He says he’s been a reliable liberal all his life. All
of a sudden, the party sounds off-key. What if
other guys are starting to think this? What if, af-
ter Barack’s charisma gets stripped away, all
you’re left with is “universal health care” and
Hillary’s blind ambition? Come November, you
could be [Mamet-worded].


Hollywood does a good job of policing the
public political activities and statements of its
workforce. Step out of its left line, the man
comes and take you away. It helps the policers
that Hollywood’s writers have little script au-
tonomy. They do as told and get used to it. Play-
wrights, by contrast, have total control over
what their scripts say. This, one suspects, af-
fects the two trades’ habits of thinking.


In a remarkable coincidence with the Mamet
essay, the playwright Tom Stoppard just pub-


lished a piece in the Sunday
Times of London ripping the
1968 student demonstra-
tions there, in Paris, and else-
where. Admitting he was
thought by the left even then
to be “politically dubious,”
Mr. Stoppard says he “was
embarrassed by the slogans
and postures of rebellion in a
society which, in London as
in Paris . . . seemed to me to
be the least worst system
into which one might have


been born—the open liberal democracy whose
very essence was the toleration of dissent.”


Mr. Mamet in his (often hilarious) good-
bye-to-liberalism essay credits the famed Amer-
ican newspaper editor William Allen White
with the idea that government should basically
stay out of the way of people trying to work out
ways to get along and get ahead. Tom Stoppard
ends with the same, central point: “The idea of
the autonomy of the individual is echoed, I real-
ize, all over the place in my writing.”


Many Democrats know that individual auton-
omy is the moving spirit of our times. The Web
is its relentless, daily metaphor. This notion is
embedded in the thought of the writers David
Mamet has been reading of late. Left-liberalism
breeds many autonomous spirits—but only in
their private lives. The party’s ethos is as it was
in 1930—dark forces arrayed to thwart the de-
livery of benevolence to fragile masses. For the
latest standard version, see the end of Mr.
Obama’s Tuesday speech on “the real culprits
of the middle-class squeeze.”


Unless the Democrats figure out a way to
back down big brother, the years ahead likely
will bring more Mamet drop-outs. Belief in au-
tonomy may even reach Hollywood.


Write to henninger@wsj.com
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OPINION


America and Iraq


H
ow do you turn $5.9 billion into $200
billion overnight? By magic. Politi-
cal magic in the case of Fannie Mae


and Freddie Mac—due to their status as pub-
licly traded private companies back-stopped
by taxpayer guarantees.


Yesterday, Fannie and Freddie an-
nounced, alongside their chief regulator Jim
Lockhart, that they would be leveraging up
their businesses in the name of riding to the
rescue of the mortgage-backed securities
market. Here’s how the wizardry works: Mr.
Lockhart, the Director of the Office of Fed-
eral Housing Enterprise Oversight, agreed to
cut the amount of capital Fan-
nie and Freddie are required
to maintain by a combined
$5.9 billion and to allow them
to increase their leverage to
33-1 from about 30-1. That
means Fan and Fred can bor-
row up to $33 for every dollar
infreed-up capital,andpresto—
the two mortgage giants get
$200 billion or so to spend
buying up mortgages or mort-
gage-backed securities.


There is a catch. In ex-
change for this freedom, Fan and Fred have
promised to raise “significant” new capital
over the next year. We’re told it’s on the or-
der of $10 billion each. That’s the good news.
The bad news is that the companies can lever-
age any new capital right alongside the old,
meaning that the total increase in business—
and risk—could be well above the $200 bil-
lion set by Mr. Lockhart.


Let’s put some of these numbers into con-
text. J.P. Morgan Chase is leveraged about
12-1 against its Tier 1 capital base. Invest-
ment banks are usually more highly lever-
aged than commercial banks, and Bear
Stearns, formerly the industry leader in this
category, was leveraged at 34-1 at the end of
2007. You know how that turned out.


The oddest argument is that Fan and
Fred need to be unleashed to help the mort-
gage market. That’s what they were sup-
posed to be doing all along, yet so far in this
crisis they have themselves become sources
of systemic financial fear. After taking big
losses in last year’s fourth quarter, inves-
tors and counterparties have become ner-
vous that Fan and Fred might face solvency
problems similar to those of other mort-
gage players. Their refinancing
“spreads”—the price of their paper—have
periodically blown out nearly as far as every-
body else’s on Wall Street.


This isn’t supposed to happen. The two
companies are chartered to liquify the mort-


gage market, especially at the lower-income
end. But of course the low end isn’t where
the money is if you are a publicly traded com-
pany whose executives need to enhance
shareholder value. Thus in this crisis, Fan
and Fred have both so far been hunkering
down, often not even buying back their own
mortgage-backed paper. What good are
quasi-socialists if they won’t act like social-
ists in a capitalist crisis?


Yesterday’s capital expansion merely lets
the companies continue their double lives as
profit-making companies backed by tax-
payer guarantees—and to do so by taking


even greater risk at a very
risky time. No wonder their
stock prices are up by more
than a third in a week (see
nearby). If the politicians re-
ally want to double-down on
Fan and Fred, the honest way
to do it is to provide them the
taxpayer money up front.


Here’s one idea: How
about issuing the companies
some subordinated debt,
with an option to convert that
paper into Fannie and Fred-


die stock down the road? Fan and Fred would
get the money to return to the mortgage mar-
kets, but once the crisis ends at least the tax-
payers would get some upside from the risk
they are taking now.


Yes, this amounts to a form of nationaliza-
tion, but at least it’s honest socialism. As it
stands now, Fannie and Freddie get to gear
back up, and if they get into deeper trouble
because housing prices keep falling, the tax-
payers pick up the tab. If the crisis ends, Fan
and Fred’s private shareholders get all the
upside and their executives get even richer
than they are. If Washington wants to social-
ize the housing market—as it seems eager to
do—let’s do it in the open and put Fannie’s
debt on the federal budget so taxpayers can
see what they’re buying.


Of course, the last thing Congress wants
is all of this to be transparent. The Members
benefit from the current private-public con-
fidence game because the two companies la-
dle them with campaign contributions to pro-
tect their privileged status. That’s why Con-
gress continues to dither over reforms that
might actually provide a regulator capable
of staring down Fan and Fred.


With a couple of brave exceptions (Mr.
Lockhart, Alabama Senator Richard Shelby),
Fannie and Freddie own Washington. It’d be
better for the housing markets and taxpay-
ers if Washington finally admitted it and
bought Fannie and Freddie.


A More Honest Socialism


David Mamet


The goals that
motivated the invasion
are once again in reach.
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Why the novelist is the
ambulance chaser’s


best friend.
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