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Abstract

The announcement of Timothy Geithner as President Obama’s nominee for Trea-
sury Secretary in November 2008 produced a cumulative abnormal return for Geithner-
connected financial firms of around 15 percent from day 0 (when the announcement was
first leaked) to day 10. The quantitative effect is comparable to standard findings in emerg-
ing markets with weak institutions, and much higher than previous studies have found for
the United States or other relatively rich democracies. The results hold when we control
for how much firms were affected by the financial crisis, as well as in a wide range of other
robustness checks. There were subsequently abnormal negative returns for connected firms
when the news broke that Geithner’s confirmation might be derailed by tax issues. Since
the Geithner nomination announcement, policy has been supportive of the financial services
sector and Geithner-connected firms have continued to show positive cumulative abnormal
returns, but there is no compelling evidence that Treasury implemented the exact form of
favoritism implied by the stock market reaction. Our results pick up market expectations
and the perceived value of connections at a moment of intense financial crisis, rather than
how policy was subsequently designed or implemented.
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1 Introduction

Political connections are potentially very valuable in countries with weak institutions —
when formal property rights are weak, transparency is limited, and politicians have a great
deal of discretion or not much accountability, personal ties to the people in power are worth
a great deal. Under these circumstances, if firms have political connections to individual
leaders and cannot easily switch allegiance, then the rise or fall of a particular leader should
have an impact on the value of connected and unconnected firms. Because many political
connections are public knowledge, the stock market should revalue firms when key power
shifts become known.

This dynamic has been amply borne out in the literature on emerging markets, which
has found highly significant and large economic effects of political connections. The value of
these connections can be measured using event studies, where the event in question relates
to a specific political figure. For example, in a seminal study, Fisman (2001) found that
being connected to President Suharto accounted for 23 percent of firms’ value on average in
the mid-1990s (where the events were rumors about the President’s health).! For Malaysia
in the late 1990s, Johnson and Mitton (2003) found that connections to Prime Minister
Mahathir accounted for around 20 percent of firms’ total stock market value in a crisis,
where the event was the fall from power of Anwar Ibrahim, the Minister of Finance.?

In contrast, studies in the United States have revealed much lower effects. The so-called
Jeffords Effect — named after a politician who switched parties unexpectedly, causing a
change of control in the U.S. Senate — is worth around 1 percent of firm value (Jayachan-

dran 2006).3 Fisman, Fisman, Galef, and Khurana (2006) conducted a comprehensive

!Fisman may be the first modern economics paper to use this approach. He builds on a political science
literature that dates back at least to Roberts (1990).

?The numbers in Khwaja and Mian (2005) are not directly comparable and the connections they study
are not all to top leaders, but they make it clear that the financial system in Pakistan operates largely on
the basis of political connections.

*In a classic study, Roberts (1990) found significant but small effects on connected firms from the



assessment of the value of connections to former Vice President Dick Cheney, measured us-
ing the impact on connected firms’ stock prices of events such as his heart attacks, surprise
news about his political career, the original Bush-Cheney “hanging chad” presidential elec-
tion victory, and Iraq war developments. They look hard for evidence that his connections

matter, but conclude,

Contrary to conventional wisdom, we find that in all cases the value of ties
to Cheney is precisely estimated as zero. We interpret this as evidence that
U.S. institutions are effective in controlling rent-seeking through personal ties

with high-level government officials.

More generally, the prevailing presumption is that personal links and other connections
to politicians are not particularly valuable in a country with relatively strong institutions,
such as the United States or other industrialized democracies.* This view fits the influential
findings of Jones and Olken (2005): the random death of a leader has a significant effect on
economic growth in autocracies, but no such effect in a democracy. Intuitively, personalities
and personal connections matter a great deal when power is concentrated in the hands
of a few people, but much less when the power is dispersed through various democratic
structures that contain checks and balances.’?

However, in times of severe crisis, political connections may become more valuable in
all countries, particularly if direct intervention at the firm level (such as extraordinary
subsidies, bailouts, and rescues) becomes a policy option, the government has resources

available, and the political leadership has discretion over exactly who gets what kind of as-

sistance. Institutions may not prove fully resilient, more intense lobbying can overcome the

unexpected death of a US Senator.

"Faccio (2006) finds connections exist everywhere, but does not establish their relative value in various
settings. Faccio, Masulis, and McConnell (2006) show connected firms are more likely to receive bailouts
across a wide range of countries. But the probability of bailout is much lower in richer countries, and the
size of bailouts as a percent of GDP - at least until recently - must have been lower in rich industrialized
democracies (although this is not the focus of their study.) See also Chiu and Joh (2004).

This is also consistent with the findings of Ferguson and Voth (2008) on the value of connections when
the Nazis rose to power in Germany.



usual safeguards, and shorter time horizons could encourage more opportunistic behavior.
Alternatively, underlying institutions may remain strong, but the scope for policy discre-
tion and perceived favoritism increases when the economic or financial system is under
intense pressure.

The outbreak of the most severe phase of a financial crisis in the United States from
September 2008 creates a quasi-natural experiment that enables us to examine this issue.
This paper uses standard event study methodology to assess the effect on stock prices of the
nomination of Timothy Geithner for Treasury Secretary in November 2008. We construct
three main measures of connections to Geithner, based on: his schedule of meetings in
2007 and 2008, his shared board memberships and similar links with corporate executives,
and the location of financial services firms in New York (as Geithner was head of the New
York Federal Reserve Bank, which has jurisdiction over New York, as well as some parts
of Connecticut and New Jersey that are close to New York city).

Standard methodologies indicate a cumulative abnormal return to being Geithner-
connected of around 15 percent, from day 0 (when the announcement was first leaked)
to day 10. This is close to previous findings in emerging markets and much higher than
previous studies have found for the United States or other relatively rich democracies.
This is consistent with, but does not prove, the view that Geithner’s increased powers as
Treasury Secretary would benefit firms that were well connected to him — either through
conscious action to aid those firms, or because his natural policy beliefs and inclinations
would tend to be beneficial to the firms he was most familiar with.

The most plausible alternative hypothesis is that "Geithner connections" are actually
picking up the intensity with which firms were affected by the crisis. Timothy Geithner
is an experienced official with a great deal of prior familiarity with the financial sector,
and his nomination could be interpreted as an indication that sensible policies would be
pursued, i.e., some mix of macro and financial policies that would help avoid a Second
Great Depression. In that case, we would expect financial firms most at risk from continued

turbulence to experience greater stock price rallies than those facing less risk. We therefore



try a variety of ways to measure the extent to which firms could reasonably be expected
to benefit from a stabilization in policy. None of these measures change our basic result:
there appears to be a “pure connection” effect at work.

Our results are robust across alternative codings of connections, size controls, dropping
outliers, and controlling for how intensely firms were affected in the severe September-
October phase of the crisis. Our interpretation of the November events is supported by the
fact that when Geithner’s nomination ran into trouble in January 2009, due to unexpected
tax issues, there was a fall in the value of Geithner-connected firms, although this effect
was smaller than the increases that were observed in November.

When we control for Geithner connections, there is no significant effect of being con-
nected to Larry Summers; however, because Summers was announced as head of the Pres-
ident’s National Economic Council one business day after the Geithner announcement was
leaked, it is difficult to disentangle these events.% Our results are also robust to controlling
for connections to other people widely reported to be candidates for Treasury Secretary:
Sheila Bair, Jon Corzine, and Paul Volcker.

Since the Geithner announcement, government policy has been generally supportive
of large financial services firms, but there has also been friction between Treasury and
some major banks. We would stress that we have no evidence that Geithner actually
implemented the kind of favoritism implied by the initial stock market reaction. Our
results pick up market expectations and the perceived value of connections implied by
market reaction, rather than how policy was subsequently designed or implemented. Of
course, this perceived value in itself may lower the cost of capital and allow some firms to
stay in business when others close. But examining this question fully will require longer-run
data and perhaps an ex-post assessment of Geithner’s entire term in office — and presumably
a different research framework than just event studies.

Section 2 reviews the historical context and why market participants may have expected

6Tt is not possible to establish the separate value of being connected with Robert Rubin — a former
Treasury Secretary widely regarded as influential within the Obama economic team. Geithner and Rubin
have almost identical connections in our data.



Geithner to have the opportunity and inclination to favor certain firms. Section 3 explains
our coding of political connections and discusses the other variables we use. Section 4
presents our basic results and a range of robustness checks. Section 5 discusses the effects
on firms with connections to other candidates for the post of Treasury Secretary. Section 6
analyses the effects of Geithner’s tax issues, which temporarily jeopardized his nomination
in January 2009, and Section 7 discusses some other relevant issues. Section 8 discusses
the design and implementation of financial bailout policy since the Geithner nomination

announcement. Section 9 concludes.

2 The Context and Event

2.1 What Are Political Connections?

In many countries there are long-standing relationships between political officials and mem-
bers of the business elite. In Indonesia during the 1990s, for example, President Suharto
was close to business people who had been of assistance early in his career (Fisman 2001).
In Malaysia at the same time, there were well-documented, long-standing alliances between
leading rival politicians and corporate leaders; at least some of these connections had been
formed when the politicians were quite young (Gomez and Jomo 1997 and 1998). In Pak-
istan, there are strong personal connections between the people who run firms and the
directors of banks (Khwaja and Mian 2005).” In Weimar Germany during the late 1920s,
corporate executives formed ties with the Nazis while that group was rising to power (Fer-
guson and Voth 2008).

Faccio (2006) finds that political connections are ubiquitous, although the precise form
varies across countries — for example, in terms of when during a career key connections are
formed. This literature strongly suggests that connections are useful on both sides — politi-
cians receive various kinds of assistance and business leaders can count on the politicians for

advantages in time of need. In support of this view, Faccio, Masulis, and McConnell (2006)

"See also Ding (2005).



report that politically connected firms are more likely to receive government bailouts.®
The mechanism through which political connections generate value also differs across
countries. In Indonesia through the 1990s, there were widely reported instances of corrup-
tion and the government handed out monopoly rights in key sectors — e.g., cloves, noodles,
and timber — to people closely connected with the president. In Malaysia, the benefits
were alleged to be more in the form of winning government contracts during the boom, as
well as receiving various forms of subsidies and exemptions from rules (e.g., on corporate
governance) during the crisis of 1997-98. In the United States, connections do not generally
work through explicit corruption or firm-specific special favors, but rather by listening to

powerful interest groups and helping them on regulatory or legislative matters.”

2.2 Context

The current financial crisis first became clearly evident in 2007, when problems with sub-
prime mortgages began causing major losses at specific hedge funds or structured invest-
ment vehicles with large exposures to securities backed by subprime debt. However, the
crisis grew rapidly in severity over the spring and summer of 2008. The first major scare was
the collapse of Bear Stearns in March, which was brought on by a liquidity panic — essen-
tially, the wholesale version of a bank run. Bear Stearns was ultimately sold to JPMorgan
Chase in a deal that was brokered by the Treasury Department and the Federal Reserve,
in which the principal government roles were played by Treasury Secretary Henry Paulson,
Federal Reserve Chairman Ben Bernanke, and then-New York Fed President Tim Geith-
ner. Increasing losses on mortgage-backed securities prompted the government takeover
of Fannie Mae and Freddie Mac in early September. But full-blown panic set in during
the week of September 15. Lehman Brothers — then the fourth-largest Wall Street invest-
ment bank — was facing a liquidity run similar to the one that had brought down Bear

Stearns; however, a weekend of negotiations did not lead to a rescue plan, and Lehman

8Chiu and Joh (2004) report similar results.
9For a history of financial sector lobbying and "regulatory capture" in the United States, see Johnson
and Kwak (2010), chapters 3 through 6.



declared bankruptcy on Monday the 15th. On the same day, Bank of America announced
that it was buying Merrill Lynch — then the third-largest investment bank. On Tuesday,
American International Group (AIG), the world’s largest insurance company, received a
government bailout in the form of an $85 billion senior credit line to prevent it from de-
faulting on its portfolio of credit default swaps. In response to the Lehman bankruptcy,
the Reserve Primary Fund, a major institutional money market fund, suffered substantial
losses and “broke the buck” — that is, it failed to maintain a net asset value of $1 per
share (the first time this had happened in a fund open to the general public). This led
to a flight out of money market funds and a freeze-up of the commercial paper market,
on which both financial and nonfinancial companies depended for raising money. These
developments prompted Paulson and Bernanke to propose the bill that eventually became
the Emergency Economic Stabilization Act (EESA), whose centerpiece was the $700 billion
Troubled Assets Relief Program (TARP).

Measured by the cost of interbank lending and the prices of credit default swaps on
bank debt — both indicators of the likelihood that banks will fail — the crisis in the financial
sector only deepened into early October, first over fears that the rescue bill would not
pass, and then over confusion over how it would be applied. On October 14, Treasury, the
Federal Reserve, and the Federal Deposit Insurance Corporation (FDIC) announced two
measures that finally began to calm the markets. The first measure was that $250 billion
of TARP money was available to recapitalize financial institutions, and $125 billion had
already been accepted by nine major banks. The second was a new program under which
the FDIC would guarantee new debt issued by banks.'® The goal of these programs was
to give banks sufficient access to both capital and debt to reduce the risk that they would
be unable to fund their operations (liquidity risk), and to reduce the risk that their assets
would become worth less than their liabilities (solvency risk). Although these measures

temporarily brought down the fever in the financial sector, it would recur several times

10«Joint Statement by Treasury, Federal Reserve and FDIC,” Treasury Department Press Release, Octo-
ber 14, 2008, available at http://www.treas.gov/press/releases/hp1206.htm.



over the succeeding months as various events created new reasons for panic. One of these
episodes occurred in mid-November at precisely the time the Geithner nomination was
made public, when a crisis of confidence in Citigroup necessitated a second bailout over
the weekend of November 22-23.

This is the context in which President-Elect Obama was selecting his Treasury Secre-

tary.
2.3 Expectations in November 2008

Abnormal returns enjoyed by Geithner-connected firms following his nomination must re-
flect some reason for the markets to believe that having Geithner at Treasury would benefit
those firms. In fact, there were multiple reasons why investors might have thought that
a Geithner Treasury would be good for the banking sector in general and for those banks
that had connections to him in particular. These reasons can be discerned both in articles
published in late November 2008 that revealed the contemporary sentiments of Wall Street
observers, and in the actions and positions Geithner had previously taken. It should be
emphasized that a market reaction requires only some set of plausible expectations on the

part of market participants, not any actual favoritism on the part of the person in question.

2.3.1 The New Importance of the Treasury Secretary

The Treasury Secretary has considerable influence over the fate of the banking industry
under any circumstances. In addition to overall economic policy, Treasury plays an im-
portant role in financial regulation; the Office of the Comptroller of the Currency and the
Office of Thrift Supervision are both part of the department, and Treasury works closely
with the other major banking regulators. By November 2008, however, Treasury was also
intervening much more directly in the banking system than had been previously thought
possible. That intervention took two main forms: emergency bailouts (or not) of major
financial institutions; and TARP.

Since March 2008, the government — in the form of Treasury, the Federal Reserve (Board



of Governors, acting largely with and through the New York Fed), and occasionally the
FDIC — had intervened in the fates of Bear Stearns, Fannie Mae and Freddie Mac, Lehman
Brothers (by not intervening), AIG, Washington Mutual, and Wachovia. At the very least,
these transactions showed the vast discretionary power of the government, with Treasury
taking the lead. With Bear Stearns, the government essentially decided to punish Bear
shareholders and make what seemed like a gift of the bank’s assets to JPMorgan Chase, with
the New York Fed insuring up to $29 billion of potential losses; Jamie Dimon, JPMorgan’s
CEOQO, was at the time a director of the New York Fed. Fannie Mae, Freddie Mac, and
Lehman all showed what could happen if the government decided not to support a financial
institution in its current form; the first two were placed in government conservatorship, and
the last was allowed to fail. Washington Mutual and Wachovia showed the government’s
role in brokering sales of failing institutions, potentially to the benefit of their acquirers.

Finally, the government was already the majority owner of AIG, which would give
the Treasury Secretary another lever of influence over the financial sector. In September,
when AIG was first bailed out, there were already reports that major institutions such
as Goldman Sachs had significant exposures to AIG.'! It seems highly likely that Wall
Street insiders had some idea of the magnitudes of these exposures, and of the power of the
government to either protect AIG’s counterparties or to let them suffer the consequences
of an AIG failure.

In these emergency rescues, the government was primarily represented by Paulson and
Bernanke, who presented a united front in public. Geithner, as the Fed’s point man in
New York, was generally perceived as playing an important behind-the-scenes role. Before
the passage of the EESA, the Fed provided most of the money — such as the $29 billion
guarantee for Bear Stearns assets, and the $85 billion credit line for AIG — since it is
authorized to provide emergency lending under Section 13(3) of the Federal Reserve Act.

Because Treasury did not have an insurance fund, it also needed the FDIC to guarantee

' Gretchen Morgenson, “Behind Insurer’s Crisis, Blind Eye to a Web of Risk,” The New York Times,
September 27, 2008.



newly issued bank debt in mid-October. However, it was widely believed that Paulson
— himself a deal-maker from Wall Street — had played a central role in deciding what
deals would get done or not done. “Ultimatum by Paulson Sparked Frantic End” was the
headline of The Wall Street Journal’s chronicle of the weekend of September 13-14, when
Lehman was allowed to fail.'? Paulson was also the front man in the campaign to pass the
EESA, which included TARP.

TARP explicitly granted broad powers to Treasury to intervene in the financial sector,
and Paulson had used it to pressure nine major banks into accepting $125 billion of new
government capital on one day.'> TARP was especially significant because it gave the
Treasury Department a direct role in determining which banks succeeded or failed. First,
although the Capital Purchase Program distributed capital on relatively generous terms, all
applicants had to be approved by Treasury.'* Access to TARP capital was not guaranteed;
in late October, for example, National City was acquired by PNC after learning that its
application might not be approved.'® At the time, there was little transparency about how
applications were being reviewed and what criteria were being used to determine which
banks received capital.

TARP was initially a popular program among banks, because it amounted to a govern-
ment seal of approval, and it constituted a subsidy provided by Treasury to participating
banks. The investment terms were considerably more favorable than those available from

the private sector, such as in Warren Buffett’s investment in Goldman Sachs, as confirmed

2Deborah Solomon, Dennis K. Berman, Susanne Craig and Carrick Mollenkamp, “Ultimatum by Paulson
Sparked Frantic End,” The Wall Street Journal, September 15, 2008

3Damian Paletta, Jon Hilsenrath, and Deborah Solomon, “At Moment of Truth, U.S. Forced Big Bankers
to Blink,” The Wall Street Journal, October 15, 2008.

M“Most  notably, the dividends on  preferred shares were only 5% per year.
“Application Guidelines for TARP Capital Purchase Program,” available at
http://www.treas.gov/press/releases/reports/applicationguidelines.pdf.

5Dan Fitzpatrick, David Enrich, and Damian Paletta, “PNC Buys National City in Bank Shakeout,”
The Wall Street Journal, October 25, 2008.
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by Bloomberg ' and by the TARP Congressional Oversight Panel.!” Although there were
justifications for this subsidy — in particular, Treasury wanted broad participation in order
to avoid stigmatizing particular banks — it still constituted value that the government was
willing and able to transfer to specific financial institutions.

In addition, the Capital Purchase Program placed significant holdings of preferred stock
in the hands of the Treasury Department, as well as warrants on common stock. Although
the preferred stock was non-voting and Treasury committed not to vote its shares of com-
mon stock, this still left open the prospect of increased government influence. Among
other things, the investment terms restricted the ability of the financial institution to pay
dividends on or buy back preferred or common shares, and also subjected it to the exec-
utive compensation and corporate governance requirements of the EESA (although these
requirements were considerably less stringent than those later implemented in February).'®
Again, there was considerable uncertainty about how and to what degree Treasury would

attempt to exercise influence over banks that had received TARP money. For both of these

'The government received warrants worth $13.8 billion in connection with its 25 largest equity injections;
under the terms Buffett got from Goldman, those warrants would be worth $130.8 billion. (Bloomberg’s
calculations were done using the Black-Scholes option pricing formula, which has its critics, but which is a
good way of estimating the relative difference between similar options.)

In addition, TARP is getting a lower interest rate (5%) on its preferred stock investments than is Buffett
(10%), which costs taxpayers $48 billion in aggregate over 5 years, according to Bloomberg. The difference
in the value of the warrants themselves is due to two factors: (1) Treasury got warrants for a much smaller
percentage of the initial investment amount; and (2) those warrants are at a higher strike price — the
average price over the 20 days prior to investment, while Buffett got a discount to market price on the date
of investment.

Nobel prize-winner economist Joseph Stiglitz, is quoted by Bloomberg: “Paulson said he had to make
it attractive to banks, which is code for ‘I'm going to give money away’,” and “If Paulson was still an
employee of Goldman Sachs and he’d done this deal, he would have been fired.”

Mark Pittman, “Paulson Bank Bailout in ‘Great Stress’ Misses Terms Buffett Won,” Bloomberg, January
10, 2009, available at http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aAvhtiFdLyaQ.

'"Elizabeth Warren’s Congressional Oversight Panel reported in early 2009 that TARP has so far ex-
changed $254 billion in exchange for $176 billion worth of assets, which amounts to a cash subsidy of $78
billion. The numbers are based on an analysis of ten specific deals — eight of the largest under the original
Capital Purchase Program (not the eight largest, however, as Merrill is missing), plus the second bailouts
of AIG and Citigroup. In the former, Treasury received $78 of assets for every $100 expended; in the latter,
it received only $41. These results were then extrapolated to the full sample.

TARP Congressional Oversight Panel, “February Oversight Report: Valuing Treasury’s Acquisitions,”
available at http://cop.senate.gov/documents/cop-020609-report.pdf.

18«TARP Capital Purchase Program: Senior Preferred Stock and Warrants,” available at
http://www.treas.gov/press/releases/reports/document5hp1207.pdf.
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reasons, knowing the Treasury Secretary could easily be seen as a major advantage for a
bank.

The mechanics of implementing TARP were housed within Treasury, and managed by
people appointed by the Treasury Secretary. Neel Kashkari, a Goldman Sachs alumnus who
joined Treasury as an advisor to Paulson in 2006, was named as interim head of TARP.
Reuben Jeffrey, another Goldman alumnus, was named as interim chief investment officer,
and several other ex-Goldman executives played important roles in the Paulson Treasury,
as profiled in contemporaneous articles in both The New York Times and The Wall Street
Journal.!? Geithner himself had no official link to Goldman; he was widely considered a
protégé of former Treasury Secretary Robert Rubin, previously a co-Chairman of Goldman
but now a director of Citigroup. However, the Goldman-Treasury connection showed that
personal relationships could affect who would be hired into a new Treasury Department.

For all of these reasons, the identity of the next Treasury Secretary was particularly

important to the major banks and to their shareholders, creditors, and counterparties.

2.3.2 Expectations for Geithner

Geithner was generally considered a good pick for Treasury and perceived as a compe-
tent official. Although there were doubts about Geithner, he was seen as someone who
understood the financial sector and understood the current financial crisis. He had also
been involved in all of the bailouts of the preceding months; while there was disagreement
over those bailouts, he at least had proven that he could execute these complex, often
unprecedented transactions. “Mr. Geithner gained respect among Wall Street chiefs over
the past year for his hands-on role in the credit crisis,” wrote The Wall Street Journal.
“For instance, he was instrumental in engineering the government-assisted rescue of Bear

Stearns.”?? Some investors simply thought that having someone who understood the fi-

19 Julie Creswell and Ben White, “The Guys from ’Government Sachs’,” The New York Times, October
17, 2008, available at http://www.nytimes.com/2008/10/19/business/19gold.html; Deborah Solomon, “The
Financial Crisis: Amid Turmoil, Tireless Team Of Advisers Backed Paulson,” The Wall Street Journal,
September 17, 2008.

20«Obama Likely to Pick Fed’s Geithner for Treasury,” The Wall Street Journal, November 22, 2008.
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nancial markets would be better for banks than having someone who did not understand
them. While this perception, on its own, could explain why news of Geithner’s nomination
might have helped the stock market as a whole, or perhaps the financial sector as a whole,
however, it could not explain why Geithner-connected firms might enjoy greater benefits
than non-Geithner-connected firms.

Geithner was also perceived as being unusually close to the major New York banks, even
for a president of the New York Fed. He was closely linked to Robert Rubin, the former
Chairman of Goldman Sachs and later chairman of the executive committee of Citigroup,
who had recommended him for the job at the New York Fed; he met frequently, and in
private, with the heads of all of the major New York banks, and was even approached by
Sanford Weill as a potential CEO of Citigroup.?!

In addition to these personal connections, Geithner’s record as head of the New York
Fed was generally favorable to the large, sophisticated institutions that often showed up
on his schedule. For example, he argued for the adoption of the Basel II standards for
capital adequacy, which allowed large banks to use their own risk management models to
determine their capital requirements.?? He also did little — publicly, at least — to attempt
to rein in the large banks as they took on more and more risk during the financial boom.
On the other hand, Geithner did make some attempts to increase oversight of derivatives,
although those efforts did not make significant headway.?? Given the general failure of
most regulators (and academics) to identify the risks being accumulated in the financial
system and to predict the events that unfolded, Geithner’s failure to do more to prevent
the crisis was hardly remarkable. However, his role during the boom could have created
the perception that he would generally be understanding of and sympathetic to the banks
he had just been overseeing.

At the time of the nomination, observers also ascribed specific positions to Geithner

21Jo Becker and Gretchen Morgenson, “Geithner, Member and Overseer of Finance Club,” The New
York Times, April 26, 2009, available at http://www.nytimes.com/2009/04/27 /business/27geithner.html.

*?Ibid.

2 Ibid.
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that were seen as more favorable to large, complex institutions than the alternatives under
consideration.

. One example was using government funds to purchase troubled assets from banks
directly. “Mr. Geithner has also voiced private support for purchasing distressed assets
from banks, which was originally the focus of the $700 billion Troubled Asset Relief Pro-
gram, or TARP. . . . Asset purchases, Mr. Geithner has told associates, would revive
investor confidence in many banks, whereas announcing plans to abandon those purchases
introduced more uncertainty.”?* While an asset purchase program could take many forms,
many observers assumed it would involve some form of subsidy (since banks would have no
incentive to sell their troubled assets at current market prices), which would be unequivo-
cally good for the selling institutions.

° Geithner was seen as relatively friendly to banks on the issue of debt guarantees.
“Ms. [Sheila] Bair [head of the FDIC] and Mr. Geithner clashed over the size and scope of
a new and controversial program that uses the FDIC to guarantee certain new debt issued
by banks through June 2009. Mr. Geithner, along with Treasury Secretary Henry Paulson
and Fed Chairman Ben Bernanke, wanted the debt guarantee to be broader, . . . as they
felt this was necessary to restore confidence in U.S. banks. Ms. Bair sought a more limited
guarantee.” A broader debt guarantee program would also be better for the banks involved
than a more narrow one.?

° Geithner also favored more forceful action to modify large numbers of mortgages.
“Mr. Geithner has expressed support for the idea of modifying large numbers of loans held
by subprime borrowers, a move Mr. Paulson has largely avoided.”?% Mortgage modifications
could turn out to be good or bad for banks, depending on how the specific program would
be structured. In general, however, this was an example of how Geithner was seen as being

more willing to take action to stem the financial crisis than his predecessor, at a time when

2 «Geithner, Rescue-Team Veteran, Has Head Start in Seizing Reins,” The New York Times, November
25, 2008.

25Tn June 2008, Geithner had proposed giving the president the power to guarantee all debt in the banking
system. Becker and Morgenson, “Geithner, Member and Overseer of Finance Club.”

26 «Geithner, Rescue-Team Veteran, Has Head Start in Seizing Reins.”
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action was widely seen as crucial to preventing a wholesale collapse of the financial system.

Because Geithner was an important part of the team that had been managing the
response to the financial crisis, he avoided making statements of how his preferred policies
might differ from those of Paulson and Bernanke. As a result, these suppositions were
largely conjecture at the time. However, they could have provided a basis for market
expectations about what a Geithner Treasury would look like, and which members of the

financial sector would be most likely to benefit.%”

2.3.3 Alternatives to Geithner

Expectations for a Geithner Treasury can also be compared to the alternatives. As of
November 15, 2008, the top candidates for the job, according to Intrade’s prediction market,
were Geithner (45% chance), Larry Summers (26%), Jon Corzine (10%), Paul Volcker (9%),
and Sheila Bair (8%).2% Appendix A2 reports the available data on connections for these
candidates, using the same source as for Geithner (discussed below).

Although Summers and Geithner were both protégés of Robert Rubin and had worked
together in the Clinton Treasury Department, there were at least three well-known differ-
ences between them that might have caused observers to expect that Geithner would be a
better pick for the major New York banks. First, Geithner had closer connections to Wall

Street, due to his five years spent as president of the New York Fed; in particular, he had

*TThis point is implied by the Congressional Oversight Panel (headed by Elizabeth Warren) assessment
regarding the policy discretion inherent in TARP, which Geithner was inheriting:

“Treasury may have determined that granting the subsidies described above to a group of banks, regard-
less of their condition, on essentially the same terms was necessary, for one or more reasons, to preserve
the integrity of the financial system. Whether the subsidy provided by Treasury to financial institutions
represents a fair deal for the taxpayers is a subject for policy debate and judgment, not one that can be
answered in a purely quantitative way.

In its public statements about its TARP expenditures, Treasury did not describe the program in terms of
subsidization, nor did it explain why some banks should be subsidized more than others. Instead, Treasury
repeatedly described investments ’at or near par.’ . . . [T]he Panel believes that if TARP is to garner
credibility and public support, a clear explanation of the economic transaction and the reasoning behind
any such expenditure of funds must be made clear to the public.”

28 James Pethokoukis, “Geithner Tops Odds for Next Treasury Secretary,” U.S. News &
World Report, November 15, 2008 (online), available at http://www.usnews.com/blogs/capital-
commerce/2008/11/15/geithner-tops-odds-for-next-treasury-secretary.html.
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been closely involved in management of the financial crisis so far.?? Second, although both
were widely perceived as moderates, Summers was more closely associated with the De-
mocratic party; Geithner had been a Republican before becoming an independent. Third,
Summers had a reputation as a brilliant academic economist, and as a controversial fig-
ure, which could have made him less predictable as an advocate of the banks. Rightly
or wrongly, these beliefs could have led markets to expect Geithner to be a more reliable
advocate for certain parts of the financial sector.

Corzine, as the former CEO of Goldman Sachs, had connections to Wall Street that
were at least as deep as Geithner’s. Despite that background, however, by 2008 he had
established strong ties to the Democratic Party, in particular as chair of the Democratic
Senatorial Campaign Committee, and was being promoted by Andy Stern, president of the
Service Employees International Union.?Y So between Geithner and Corzine, the market
could easily have been unsure who would be better for the major banks.

However, the last two candidates, Volcker and Bair, were likely considered less friendly
to the large Wall Street banks than Geithner. Volcker’s primary reputational attribute was
the idea that he was willing to make hard choices for the good of the country, including
inflicting pain when necessary, a reputation earned in combating high inflation in the early
1980s. Although he had worked for Chase Manhattan in the 1950s and 1960s, and had been
president of the New York Fed in the 1970s, by 2008 he was considered highly independent
of any influence. “[Politicians] certainly will not accuse Mr. Volcker of doing Wall Street’s
bidding at the expense of Main Street,” wrote Joe Nocera in recommending Volcker for the
Treasury job.?!

Bair’s record during the financial crisis made her seem less friendly to Wall Street than

Geithner. She had relatively weak connections to private sector banks, having spent her

29Qummers’s direct experience was only two years of part-time work at the hedge fund D.E. Shaw.

30Flizabeth Holmes, “Corzine Emerges as a Candidate for Treasury Secretary,” The Wall Street Journal
(online), November 13, 2008, available at http://blogs.wsj.com/washwire/2008/11/13/corzine-emerges-as-
a-candidate-for-treasury-secretary/

1 Joe Nocera, “Paul Volcker for Treasury Secretary,” The New York Times (online), October 17, 2008,
available at http://executivesuite.blogs.nytimes.com/2008/10/17 /paul-volcker-for-treasury-secretary /.
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career primarily as a public servant in Washington and in academics. As described above,
she favored a more limited loan guarantee program than did Geithner. She also publicly
criticized the Paulson Treasury’s focus on providing capital to financial institutions rather
than assisting homeowners directly. “Why there’s been such a political focus on making
sure we’re not unduly helping borrowers but then we’re providing all this massive assistance
at the institutional level, I don’t understand it,” she said to The Wall Street Journal.??
These comparisons indicate reasons why the major New York banks might have preferred
Geithner to some the alternatives for Treasury Secretary.

The hypotheses above are reasons why market participants and observers might have
expected a Geithner Treasury to be good for banks in general, and for certain types of
banks in particular. Even if some of the hypotheses were incorrect, the fact that they were
plausible and widely believed at the time could have affected the stock market returns that
are the focus of this study. Most importantly, the political and economic context, including
the recent passage and partial implementation of TARP, indicated that the next Treasury
Secretary would have virtually unprecedented influence over the financial sector. However,
this would not provide a sufficient explanation for why, between otherwise similar firms,

those connected to Geithner would be affected differently from those not connected to him.

2.3.4 The Channels of Influence

In emerging markets, connections to political figures matter for obvious reasons: in systems
with limited transparency and accountability, it is easier for politicians to do favors for their
friends and supporters. In an “advanced” democracy, by contrast, the nomination of an
unelected cabinet secretary with a completely clean reputation as an honest civil servant
would not be expected to have any impact on firms connected to him. However, even in
the United States, there are various channels of influence through which connected firms
might gain an advantage over unconnected rivals.

There are several potential channels of influence that we believe do not operate here —

32Damian Paletta, “FDIC Chief Raps Rescue for Helping Banks over Homeowners,” The Wall Street
Journal, October 16, 2008.
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that is, there was probably not even a significant perception that they might have mattered
in Geithner’s case. These include: (a) outright corruption, where firms (or their lobbyists)
pay officials directly for favors; (b) campaign financing, where elected officials know which
firms contribute to their campaigns and what issues are important to them (Geithner, of
course, was unelected); and (c) the revolving door, where government officials can maximize
their expected income by being friendly with the firms they oversee and later securing
lucrative jobs with them. (Remember, before the Treasury nomination, Geithner already
had ample opportunity to land jobs with eight-figure expected incomes.)

There are two remaining channels of influence that could apply in this situation — that
is, market participants in November 2008 could reasonably have expected them to apply.

The first is the power of access, which is the same currency that lobbyists trade in legally.
When powerful people make decisions, they are going to be influenced by the people they
talk to; and the people they talk to will be the people they know. By November 2008,
Geithner knew the leaders of the New York financial community very well, and it could
easily be expected that he would continue to take their calls, and listen to them seriously,
as Treasury Secretary.?3

In addition to the simplest form of access — the fact that any official is more likely
to take a phone call from and listen to someone he knows than someone he does not
know — another form of access is provided by hiring. Any new administration must fill a
large number of important positions, and personal connections are a main factor in hiring
decisions. It would be expected that firms that were connected to Geithner would be more
likely to place employees or alumni at Treasury and in related administration jobs than
firms that lacked such connections. As described above, this was certainly the case for the
Paulson Treasury, which brought on a seemingly disproportionate number of people with

connections to Goldman Sachs. Even if Geithner were not to favor connected firms, they

33We should emphasize that drawing on pre-existing relationships on Wall Street is well established
practice for a Treasury Secretary, and definitely did not begin with Geithner. For example, Henry Paulson
brought in more and more Goldman Sachs “experts” as the crisis deepened - the most prominent of whom
is Neel Kashkari, who was charged with running the original high profile Troubled Asset Relief Program.
Because of his expertise, Kashkari was initially kept on by Geithner.

18



could still benefit through the influence of their alumni.

The second is the convergence of interests that is created by a shared perspective
on the world, which we call “cultural capital.”3* The financial sector — particularly the
large New York investment banks (Goldman Sachs, Morgan Stanley) and universal banks
(Citigroup, JPMorgan Chase) — has occupied an increasingly large position not only in the
U.S. economy, but in Americans’ perceptions of society.>®> While large financial institutions
were amassing monetary capital, in the form of retained earnings, they were amassing
cultural capital as well. As increasing numbers of bankers and fund managers have become
wealthy enough to penetrate the society pages and the lists of cultural benefactors, finance
has become a more highly esteemed profession, attracting larger and larger proportions of
graduates not only from top business schools, but from top undergraduate colleges. The
policies of both the Clinton and Bush administrations reflected a belief that what was good
for the financial sector — unbridled innovation, the free flow of capital — was good for the
country as a whole.?¢

There is nothing underhanded about having powerful people in Washington truly be-
lieve in the importance of your industry (or your particular firm), but it can be a far more
powerful channel of influence than any other. Geithner, as a product of the Clinton Trea-
sury Department and the New York Fed, seemed to share the “finance is good” attitude
prevalent across much of the political spectrum during the last decade. Unlike Summers,

he was not an academic economist (widely regarded as a brilliant one) who had a separate,

31 The term is (slightly inaccurately) adopted from the French sociologist Pierre Bourdieu. See, for
example, Bourdieu (1984).

3 Bhagwati (1998) makes this point in the context of arguing that Wall Street pushed Washington to
lobby for capital market liberalization around the world.

30The Washington Post reported the following anecdote from the 1999 episode when Brooksley Born,
then head of the Commodity Futures Trading Commission, pushed to regulate derivatives.

“In early 1998, Born’s plan to release her concept paper was turning into a showdown. Financial industry
executives howled, streaming into her office to try to talk her out of it. Summers, then the deputy Treasury
secretary, mounted a campaign against it, CFTC officials recalled.

“Larry Summers expressed himself several times, very strongly, that this was something we should back
down from,” Waldman [a top aide to Born at that time] recalled.

In one call, Summers said, “I have 13 bankers in my office and they say if you go forward with this you
will cause the worst financial crisis since World War I1,” recounted Greenberger, a University of Maryland
law school professor who was Born’s director of the Division of Trading and Markets.”

19



independent basis for beliefs about the world and the economy; unlike Volcker, he did not
predate the modern era of financial deregulation;®” and unlike Bair — head of the FDIC —
he had not publicly argued that government policy was overly focused on rescuing large
banks.?® Most importantly, Geithner could be trusted to understand and share the world
view of the financial sector — and of the particular part of the financial sector represented
by large, complex New York banks — even if he might disagree with individual banks on

specific issues.?”

3 Data and Descriptive Statistics

Our sample consists of all firms that trade on the NYSE or NASDAQ that are categorized
as banks or financial services firms in the Datastream database. Of these 678 firms we
exclude firms that lack sufficient stock return data in the Datastream or TAQ databases to
calculate abnormal returns for our Geithner announcement event. The remaining sample
of 603 firms we refer to as the “full sample”.

Because of a complication with our tests of the effect of Geithner connections on re-
turns surrounding his nomination announcement, we also report results for a subsample
of the full sample. The complication is a potentially confounding event that occurred
between the news leak of Geithner’s expected nomination on November 21 and the official
announcement on November 24. On Sunday, November 23, the U.S. government entered
into a bailout agreement with Citigroup that provided Citigroup with a $20 billion cap-
ital infusion through TARP, as well as guarantees on a pool of $306 billion of troubled

assets.?0 Because the bailout occurred in the middle of the event window for the Geithner

3TVolcker’s opinions on how to handle bank bailouts were not clear in November 2008. He had largely
stayed aside from the public debate.

38See Bair’s proposals: http://www.washingtonpost.com/wp-dyn/content /article/2008,/10/29

/AR2008102902605.html?hpid=topnews. And the fact that they were turned back by Paulson’s Treasury:
http://www.nytimes.com/2008/11/12/business/12mortgage.html? r=1&scp=9&sq=~fdic&st=cse.

39Bair remained head of the FDIC and her proposals for dealing with the financial sector proved very
different from what Geithner ultimately decided to pursue:

http://blogs.wsj.com/economics/2009/01/16/wsj-interview-fdics-bair-fleshes-out-aggregator-bank-idea/

10The press release is available at www.federalreserve.gov/newsevents/press/bcereg/20081123a. htm.
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announcement, and because the bailout (or at least the timing of the event) was not entirely
anticipated, it could confound the estimation of the effect of the Geithner announcement,
to the extent that there is any correlation between firms connected to Geithner and firms

41 In our tests, we address this issue in two ways.

impacted by the Citigroup bailout news.
First, we report results for stock price reactions on November 21 only, which is prior to
the Citigroup bailout announcement. While this approach avoids the confounding event,
it is not entirely appealing because the post-leak return on November 21 is only one hour
in length, and because some uncertainty about the nomination remained until the official
announcement on November 24. So as a second approach, we exclude from our tests the
firms that would be most likely to be affected by the bailout announcement. We rank
all firms in the sample based on their return correlation with Citigroup during the period
beginning the day of the Lehman collapse and ending the day before the Geithner nomi-
nation announcement. We exclude all firms that rank among the top 10% in correlation
with Citigroup, and call this sample our “base sample”. The use of the base sample should
eliminate, to a great extent, the impact of the bailout announcement on our estimations.
In Table 1, we report summary statistics of political connections and financial information
for the full sample and the base sample.

We identify connections to Geithner in three different ways. The first measure of
connections, which we refer to as “schedule connections”, identifies the number of times
that Geithner interacted with executives from each firm while he was president of the
New York Fed. We identify these interactions by searching Geithner’s daily schedule for
each day from January 2007 through January 2009.*> For example, a search of Geithner’s

41Tt is not certain that a bailout would be positive news for Geithner-connected firms. We test the effect
of Geithner connections on returns surrounding another significant government bailout, the bailout of Bank
of America on January 16, 2009. The Bank of America bailout was similar in structure to the Citigroup
bailout, and confirmed the government’s willingness to take unprecedented measures to keep the largest
banks afloat. However, our tests show that cumulative abnormal returns for Geithner-connected firms
surrounding the Bank of America bailout are generally negative, which suggests that Geithner-connected
firms do not generally have positive responses to the news of significant government bailouts of major banks.

2Geithner’s  daily  schedule has been published by the New York Times, see
http://documents.nytimes.com/geithner-schedule-new-york-fed.

The published details account for his time during almost the entirety of every working day.
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schedule for Moody’s Corporation reveals two interactions between Geithner and executives
of Moody’s. On July 5, 2007, the schedule reads, “11:30 a.m. to 12:00 p.m. Meeting
w/Raymond McDaniel, Chairman & CEO, Moody’s Corporation”, and on September 15,
2008, the schedule reads “11:00 a.m. to 12:00 p.m. Rating Agencies Meeting” and Raymond
McDaniel is listed as one of the participants. Based on this information, we code Moody’s
schedule connections as two. Row 1 of Panel A of Table 1 reports descriptive statistics for
this variable. By far the firm with the greatest number of interactions listed on Geithner’s
schedule is Citigroup, with a total of 34. Panel A of Appendix Table A3 lists all of the
sample firms found on Geithner’s schedule and the number of interactions.

The second measure of connections to Geithner, which we refer to as “personal connec-
tions”, identifies the number of links that Geithner has with each firm through personal
relationships.  We identify these links using the relationship maps provided by muck-

43

ety.com (run by reputable independent journalists). The maps on muckety.com show

4 We count a link

the links for a given individual to other people or to organizations.
between Geithner and a firm if he has a personal link with a person who is a director of
the firm, or if he shares a board or similar position (e.g., trustees of the Economic Club of
New York) with someone who works for the firm.*> We require that those links be active
as of the time of the announcement of Geithner’s nomination. For example, we find two
links between Geithner and American Express on muckety.com. The first is through H.
Rodgin Cohen, an adviser to American Express, who is associated with Geithner through

their positions as trustees of the Economic Club of New York. The second is through

Kenneth I. Chenault, chairman and CEO of American Express, who is associated with

#3These data are broadly similar to what is available for emerging markets, e.g., Gomez and Jomo (1997
and 1998) on Malaysia. Many connections in emerging markets are formed early in careers. Most of the
Geithner connections seem to come from his time at the New York Fed, but that job and many of his
connections appear to arise from his relationship with Robert Rubin.

4" Measuring connections in ths way is standard in the network sociology literature. See, for example,
Useem (1984). Fisman et al (2006) review the sociology literature on why board ties matter, including for
the flow of information.

45 Most of our data are board memberships, which are a matter of public record. However, the muck-
ety.com coding also contains some well-known mentor/adviser relationships, with Robert Rubin and a few
others.
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Geithner through the National Academy Foundation, where they are both directors, and
through the Partnership for New York City, where Chenault is a vice chairman and Gei-
thner is a board member. Based on this information we code personal connections for
American Express as two. Descriptive statistics for this variable are reported in Row 2 of
Table 1. Geithner has the greatest number of personal connections to Goldman Sachs and
Citigroup, which have nine connections each; in contrast, he has only one connection with
Bank of America (a company not based in New York). Appendix Table Al lists all of
the identified personal connections between Geithner and sample firms. We use the same
methodology to identify personal connections for other candidates for Treasury Secretary
including Lawrence Summers, Jon Corzine, Paul Volcker, and Sheila Bair. These identified
connections are listed in Appendix Table A2.

The third measure of connections to Geithner is based on firm location, under the
reasonable assumption that Geithner would have greater contact with executives of firms
headquartered in New York City, where Geithner was located as president of the New
York Fed. This variable is a dummy variable set to one if the headquarters of the firm is
identified as New York City in the Datastream database. Descriptive statistics are reported
in Row 3 of Table 1. Forty-five of the sample firms have headquarters in New York City;
these firms are listed in Appendix Table A4.

Rows 4 through 6 of Panel A of Table 1 report basic financial information for the
sample firms as obtained from the Worldscope database for the year 2008. Size (Row 4)
is reported as the logarithm of total assets, profitability (Row 5) is return on equity, and
leverage (Row 6) is the ratio of total debt to total capital. As shown in Panel A, financial
information is missing for a few of these firms. Panel B of Table 1 reports differences in the
means of these variables between firms connected to Geithner and non-connected firms; for
this panel his schedule connections are converted to (0,1), so any firm with which he had
at least one meeting is coded as being connected. Row 7 of Panel B shows that connected
firms are significantly larger than non-connected firms for all three measures of connections.

Row 8 shows that profitability is significantly lower for connected firms, but only when we
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use the New York measure. Row 9 shows that leverage is higher for connected firms, but
the difference is only significant for the schedule measure of connections. Panel C repeats
the analysis of Panel B the base sample. The differences reported in Panel C are broadly
similar to those reported in Panel B. Because of the performance differences shown in
Panels B and C, we will control for these variables in subsequent analysis. Finally, Panel

D of Table 1 reports correlation coefficients between the variables reported in Panel A.

4 Geithner Connections and Stock Returns

In this section we study whether connections to Geithner, as defined in the previous section,
are associated with differences in returns at the time of the announcement of Geithner’s
nomination. We begin by calculating returns for each firm in the sample on the relevant
dates. Geithner’s nomination was officially announced by President-Elect Barack Obama
early on Monday, November 24, 2008. However, news of his impending nomination was
leaked to the press late in the trading day on Friday, November 21, 2008 at approximately
3:00 p.m. ET, a time that coincides with the beginning of a stock market rally. For the
purposes of studying stock reactions, we define event day 0 as November 21 and event day
1 as November 24, with subsequent event days corresponding to subsequent trading days.
We obtain daily stock returns for each sample firm from the Datastream database. In
order to more carefully delineate the response to the Geithner announcement on event day
0, we calculate returns on that day as only the returns from 3:00 p.m. until the market

close at 4:00 p.m. We obtain intraday returns from the TAQ database.

4.1 Univariate Tests

Panel A of Table 2 compares actual returns between connected and non-connected firms
in the base sample for event days 0 through 10. Panel A shows that on event day 0, using
schedule connections, connected firms outperformed non-connected firms by 4.4 percentage
points, a difference that is significant at the 5% level. Results are similar for the other

measures of connections. On event day 1, when the nomination was officially announced,
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return differences are even more pronounced. Using the schedule measure, connected
firms outperformed non-connected firms by 10.1 percentage points on this day. The
corresponding outperformance for firms with personal connections is 13.0 percentage points,
and for firms with New York connections it is 3.8 percentage points. In all cases the
difference is significant at the 1% or 5% level.

Panel A shows that connected firms continued to outperform non-connected firms on
each day through event day 10, with the primary exception being event day 5, in which
connected firms sharply underperformed non-connected firms.*® The final row of Panel A
reports cumulative performance for event days 0 through 10. Using the schedule measure of
connections, connected firms outperformed non-connected firms by 44.4 percentage points
over this period. For personal connections the difference was 46.5 percentage points, and
for New York connections the difference was 31.8 percentage points. By any measure of
connections, the outperformance of connected firms over this period was economically large
and highly statistically significant.

Because there were large market movements during the event window, it is important to
also calculate abnormal returns for the event days. Our procedure for calculating abnormal
returns is outlined in Campbell, Lo, and MacKinlay (1997) and is followed in numerous
other studies, including Jayachandran (2006). We calculate cumulative abnormal returns

using the market model as follows:

n
CAR[0,n]; =) ARy, (1)
t=0
where CARI0, n]; is the cumulative abnormal return for firm ¢ for event days 0 through n.

ARy is calculated as

ARt = Ry — [ + B Ront), (2)

460n event day 5 (December 1, 2008), a day in which there was a large market decline, the NBER officially
declared a recession, Ben Bernanke warned of a protracted downturn, Henry Paulson announced the need
to further tap bailout funds, and large banks announced layoffs.
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where AR;; is the abnormal return for firm 4 on event day ¢, R; is the actual return on
firm ¢ for event day ¢, and R, is the return on the market for event day ¢, with the market
return represented by the return on the S&P 500 index. The parameters &; and Bl are

estimated from the following equation:

Ry = a; + B; Rt + €4t (3)

on a pre-event period of 250 trading days ending 30 days prior to event day 0. Although
the choice of estimation period length is subjective, a length of 250 days corresponds to
roughly one year of trading and is a length that has been used in other studies such as
Jayachandran (2006) and Li and Lie (2006). The cumulative abnormal returns show the
actual returns of each firm less the predicted returns of each firm based on that firm’s
performance relative to the market over the estimation period.

Panel B of Table 2 compares cumulative abnormal returns between connected firms
and non-connected firms in the base sample for event days 0 through 10. In contrast
to the actual returns reported in Panel A, no significant difference is reported between
CARs of connected firms and non-connected firms on event day 0. Beginning on event
day 1, however, the differences in CARs between connected firms and non-connected firms
are relatively large. Using the schedule measure of connections, CAR[0, 1] for connected
firms is 6.3 percentage points above the CARJ0, 1] for non-connected firms. The estimated
difference is 5.6 percentage points using the personal measure of connections, and in both
cases the coefficients are significant at standard levels. The difference in CAR[0, 1] for the
New York measure of connections is smaller and insignificant. The significant differences
in CARs persist for subsequent event days. The final row of Panel B shows that using
the schedule measure, CARJ[0,1] for connected firms is higher than CAR/0,10] for non-
connected firms by 21.8 percentage points. The corresponding differences for the other
measures are 15.8 percentage points and 12.4 percentage points, and in all cases the differ-
ence between the CARs is significant at the 1% level. Panels C and D of Table 2 repeat

the analysis of Panels A and B, but for the full sample. The results are fairly similar to
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those reported for the base sample.

In summary, Table 2 shows strong performance of connected firms relative to non-
connected firms in response to Geithner’s nomination as Treasury Secretary, with higher
returns for connected firms in the range of 40 percentage points for actual returns and in
the range of 15 percentage points for abnormal returns over event days 0 through 10. In
the tests that follow, we assess whether these results hold when controlling for other firm

characteristics in a multivariate setting.

4.2 OLS Regression Results

To control for additional characteristics of the sample firms we test the relation between
connections to Geithner and cumulative abnormal returns in a regression framework. We

estimate the following equation:

CAR; = a+ Bx; + 7,0 + &, (4)

where CAR; is either CAR[0], CAR[0,1], or CARJ0,10] for firm 4, z; is a measure of
connections for firm i, and z; is a set of firm-level covariates for firm i (such as firm size,
profitability, and leverage).

The firm-level covariates are included to control for other basic firm characteristics that
could have some effect on the observed relationship between connectedness and returns.
The most common practice in regressions of this type in previous literature is to not control
for firm-level characteristics (see, e.g., Fisman (2001), Jayachandran (2006), Fisman et
al. (2006)), although Johnson and Mitton (2003) control for firm size and leverage, and
Jayachandran (2006) controls for firm size in robustness checks. In the regressions that
follow we control for certain firm-level characteristics that are important in the context of
this study. In particular, firm size is included as a control because if Geithner had more
interaction with larger firms (Panel B of Table 1 indicates that this is the case), then the
observed performance of Geithner-connected firms could be due to their size rather than

to their connections. Profitability is also an important control because it is an indicator
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of how hard each firm had been hit by the crisis, and it is possible that the firms that had
been hit the hardest had the most to gain from Geithner’s appointment. Finally, leverage
is included as an additional indicator of the vulnerability of each firm during the crisis.*”

Table 3 reports results of the estimation of equation (4). Standard errors, adjusted
for heteroskedasticity as in White (1980), are reported below coefficients in parentheses.*®
The three measures of Geithner connections (schedule, personal, and New York) are tested
in turn. Although there is no established standard in the literature for the appropriate
length of the event window, we follow the practice of reporting results for shorter event
windows (CAR[0] and CARJ0, 1]) and a longer event window (C'AR]0, 10]) for comparison.
The first three columns of the table report results on the base sample with CAR[0] as the
dependent variable. In Column 1 the coefficient on schedule connections is 0.0027, which
is not particularly large economically (it represents an abnormal return of under 0.3%),
but it is statistically significant at the 5% level. The corresponding results for the other
measures of connections are not statistically significant, although the coefficient on New
York connections is much larger in magnitude. In Columns 4 through 6 we repeat the
regressions for CAR[0] but using the full sample of firms, and the results are somewhat
stronger.

In the remainder of Table 3 we report results for event windows longer than the one-hour
returns on event day 0. Columns 7 through 9 report results for CARJ[0,1]. The coefficient
on schedule connections is positive and significant at the 5% level. The magnitude of the
coefficient indicates that each additional interaction between Geithner and a firm during
his tenure at the New York Fed is associated with an abnormal return of 1.7% for event

days 0 and 1. The coefficient on personal connections indicates an abnormal return of

3.6% for each additional personal connection and is significant at the 1% level, whereas

1TWe repeat our tests using other measures of leverage including total debt/total assets, long-term
debt/total capital, total debt/equity, and the capital adequacy ratio, and the results are robust in each
case.

*8In unreported results, we also calculate bootstrapped standard errors using 1,000 replications per
regression.  Although the bootstrapped standard errors are generally larger than the robust standard
errors, the differences are not large enough to change any of the levels of statistical significance reported
for the coeffcients in Table 3.
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the coefficient on New York connections is not statistically significant. The last three
columns of Table 3 report results for the estimation of equation (4) with CAR[0,10] as
the dependent variable. In these regressions the coefficient on Geithner connections is
positive and significant at the 1% or 5% level. In contrast to the results for CARJ0, 1],
here the coefficients on New York connections are also significant, with the coefficient in
Column 12 indicating that firms headquartered in New York City had abnormal returns of
12.2% relative to non-New York firms. In summary, Table 3 reports economically large and
statistically significant cumulative abnormal returns for Geithner-connected firms following
the announcement of his nomination as Treasury Secretary, particularly for longer event

windows.

4.2.1 Robustness Checks for OLS Results

We perform additional tests to assess the robustness of our baseline results reported in
Table 3, and these are presented in Table 4. In this table and in other tables that follow,
we suppress reporting of the coefficients of control variables for brevity, although we always
include the control variables (size, profitability, and leverage) in all specifications. Also in
the interest of brevity we do not report results for New York connections. We first address
the question of whether Geithner-connected firms performed well after the announcement
of his nomination because of their personal connections to Geithner or because they were
firms that had the most to gain from a rebound precipitated by Geithner’s appointment. To
address this question, we first posit that firms that had the greatest potential for rebound
were those that had the greatest declines in the aftermath of the collapse of Lehman
Brothers on September 15, 2008. For each firm we calculate the cumulative abnormal
return beginning on the day of Lehman’s collapse (a Monday) through the end of the
trading week (Friday). We use this CARJ[0,4] as a proxy for each firm’s vulnerability to
the crisis and potential for rebound. As a second variable to control for crisis vulnerability,
we control for whether the firms in the sample are deposit-taking institutions, as deposit-

taking institutions may have differed in vulnerability to the crisis from other financial firms.
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Using Worldscope data, we create a dummy variable equal to one for firms that have a
ratio of deposits to total assets greater than zero. Finally we also control for whether firms
had already received TARP funding prior to the announcement of Geithner’s nomination.
It is possible that the market may have perceived that Geithner could have more discretion
to help firms that were already part of TARP. Columns 1 and 2 of Table 4 report results
controlling for all three of these proxies for crisis vulnerability (coefficients not reported).
Columns 1 and 2 show mixed results when controlling for crisis vulnerability. The results
are robust in Panel B (CARJ0] for all firms) and in Panel C (CAR|0, 1]), but weaker in
Panel A (CAR|0] for the base sample) and Panel D (CAR[0, 10]).

As another robustness check we recalculate abnormal returns using an estimation win-
dow that is focused on the turbulent period surrounding Lehman’s collapse. Our intent is
to have our measure of expected returns be based on betas that reflect the response of each
firm to market movements during this particular period. We calculate abnormal returns
as above in equations (2) and (3), except that the estimation period begins two weeks
prior to the Lehman collapse (Monday, September 1, 2008) and ends three weeks after
the Lehman collapse (Friday, October 3, 2008), when Congress ultimately approved EESA
(which included TARP). Results using this measure of abnormal returns are reported in
Columns 3 and 4. The results show that the coefficients on Geithner connections are
significant across all four panels in this specification and are generally larger in magnitude
than in our baseline results.

Although we control for firm size throughout our analysis, in Columns 5 and 6 we
take another approach to controlling for size by limiting the sample to only the top size
decile of sample firms, thereby creating a subsample that is more homogenous in terms
of size. With a couple of exceptions, the results remain statistically significant across
all four panels in this small subsample. In Columns 7 and 8 we exclude firms that the
administration deemed to be of systemic importance, in that they were later included in
the government-administered stress tests. The firms that the government included in the

stress tests (i.e., the Supervisory Capital Assessment Program, SCAP) are likely the firms
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that the government viewed as having systemic importance and thus may have been the
firms most likely to have benefited from bailouts similar to the one given to Citigroup.*’
Again, there are two exceptions, but otherwise the coefficients are statistically significant
in all four panels in Columns 7 and 8.

In Columns 9 and 10 of Table 4 we check for the influence of outliers by excluding firms
with extreme CARs, defined as those larger than the 99th percentile or smaller than the
Ist percentile. Panel A shows that these results are weak for C AR[0] for the base sample.
In the other three panels the results are robust. In Columns 11 and 12 we add controls for
higher-degree powers of firm size, include the square, cube, and 4th power (quartic) of firm
size. The motivation for this control is to assess if results are driven especially by very
large firms. For completeness, we also include higher-degree powers of profitability and
leverage up to the quartic. The results in Columns 11 and 12 show that the coefficients
are often larger than the comparable coefficients reported in the baseline results in Table
3, but in three cases the coefficients are not statistically significant.

As a final robustness test, we consider whether the results for the schedule measure of
connections are robust when we calculate the number of connections using only Geithner’s
appointments from the year 2007. By 2008, the initial stages of the crisis were underway,
so Geithner may have had an increased number of meetings during this time with firms
affected by the crisis. Using only 2007 appointments as the schedule measure of connections
puts the focus on pre-crisis relationships. The results using the 2007 measure are reported
in Column 13. The coefficient on schedule connections is significant in three of the four
panels, and in all four panels the magnitude of the coefficient is larger than the comparable
coefficient in our baseline regressions.

To summarize the results of the robustness checks in Table 4, the coefficients on Geith-

ner connections are always positive, with one exception, across all of the different specifi-

9 This excludes the following 17 firms from our sample: American Express, Bank of America, BB&T,
Bank of New York Mellon, Capital One, Citigroup, Fifth Third Bank, Goldman Sachs, J.P. Morgan Chase,
Key Corp., Morgan Stanley, PNC Financial Services, Regions Financial, State Street, SunTrust, U.S.
Bancorp, and Wells Fargo. The two other SCAP participants, GMAC and MetLife, are not part of our
sample.
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cations. The coefficients generally retain statistical significance, although there are some
exceptions, particularly for the one-hour returns on event day 0 shown in Panel A. The
magnitude of the coefficients reported varies, but often the magnitudes are larger than
reported in the corresponding baseline results in Table 3. Taken as a whole, Table 4
shows that the relation between Geithner connections and abnormal returns surrounding

his nomination announcement is a fairly robust result.

4.3 Synthetic Matching Methodology

The results above - and all event studies of this type - implicitly assume that the differences
between the test group (in this case, Geithner-connected firms) and the control group (in
this case, non-connected firms) are limited to the difference being studied, or at least that
the regressions control for all important differences between the two groups. If the two
groups are correlated in other unobservable ways, then the coefficients may overstate or
understate the true effect of the difference being studied and the standard errors may be
incorrect. For this reason, in the OLS approach above we control for standard and obvious
differences between connected firms and non-connected firms (i.e., size, profitability, and
leverage).

As a check that that we appropriately control for differences unrelated to Geithner
connections, we repeat the estimation of equation (4) for other days on which there was no
apparent event related to Geithner’s probability of becoming treasury secretary. Specifi-
cally, we repeat the test for 100 days over the period from October 31, 2008 through April
7, 2009, excluding days in which events related to Geithner’s nomination are known to
have occurred. We find that the coefficients on Geithner connections are significant at
standard levels more often than would be expected if Geithner connections (and control
variables) captured the differences between the two groups (details are in the discussion of
Table 5 below). Thus it appears that Geithner-connected firms are correlated in significant
ways not controlled for in our OLS regressions. Adding additional control variables to our

regressions or adding terms to the market model fails to fully resolve this problem.
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To address this problem more directly we turn to the method of synthetic matching
developed in Abadie and Gardeazabal (2003) and Abadie, Diamond, and Hainmueller
(2009). The main idea of this method is to construct a synthetic match for each firm
in the treatment group (i.e., firms connected to Geithner) by using the firms in the control
group in such a way that the synthetic firm has similar behavior to the actual firm before
the event of interest. The effect of the event can be measured as a function of the difference
between the behavior of the firm and its synthetic match after the event. Abadie, Diamond,
and Hainmueller (2009) show that a primary reason to use this method is to control for
the effect of unobservable factors that have an effect on the common time trend of samples
in the treatment and control groups.

Previous papers employ synthetic matching for the case of one entity in the treatment
group and one intervention. However, since our sample includes many connected firms we
extend this method for the case of many firms in the treatment group. We also control for
the effect of another simultaneous event, which in this case is the bailout of Citigroup. The
inference is done by constructing "placebo treatment" groups and measuring the “Geithner
effect” for placebo treatment groups. By assuming that the Geithner effect should be zero
for these placebos, we are able to construct confidence intervals for hypothesis testing of
whether the Geithner effect is equal to zero.?”

More formally, our synthetic matching procedure is as follows. First, we divide the
firms into treatment and control group according to our measures of connection to Geithner.
Then we construct a synthetic match for each firm in the treatment group by solving the

following optimization problem:

% These confidence intervals are not confidence intervals of the estimation. These intervals are just for
the hypothesis testing of whether the effect of Geithner connections is zero or not.
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where R;; is the daily return on date ¢t and wj- is the weight of control firm j employed in the
optimal weighting for firm 4. It is important that the estimation window not include the
period of intervention and it is typically selected as some period prior to the intervention.
For our tests we use 250 trading days ending 30 days prior to the Geithner nomination
announcement as our estimation window®!. Imposing the two criteria (Zw; =1, wé > 0)
means the return for firms in the treatment group belong to convex combijnations of returns
for firms in the control group.

After finding the optimal weights through iteration for each firm in the treatment group,

the return for the synthetic firm is constructed by:

—~ i
Rit = E ijjt
jeControl Group

and the abnormal return is computed as the difference between the actual return and the

—

synthetic firm return (R;).

To estimate the effect of intervention, we compute
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B(r,k) =

where

*IWe also tried some other estimation windows and the main results are robust to other estimation
windows. The result is somewhat stronger when we used estimation window closer to Geithner nomination
starting from September 2008.
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In the above formula, B(T, k) is the effect of intervention at date 7 when we are com-

puting this effect using cumulative abnormal returns of dates [r,7 + k], &; is a measure
of goodness of the match in the estimation window, and 7' is the length of estimation
window. Note that this formula for the average effect of intervention on the treatment
group is a weighted average formula which gives more weight to better matches. This is
because the difference between actual returns and synthetic firm returns should contain
more information about the intervention when we are able to predict the return of the
firms better during the estimation window.

For inference, we eliminate the firms from the treatment group, and then make 1000
random placebo treatment groups from the control group with the same size as the real
treatment group. We compute the Geithner connection effect for these placebo treatment
groups and construct the confidence intervals for hypothesis testing of whether the coef-
ficient is significantly different from zero. So the effect of Geithner connections is, for
example, significant at 5% if it does not belong to the interval that contains the [2.5, 97.5]
percentiles of the effect of the Geithner connection for placebo treatment groups.®?

Table 5 presents the results of the synthetic matching method of estimating the effect
of Geithner connections on returns. Table 5 presents results for the schedule measure

of connections. One limitation of the synthetic matching method is that it requires a

2Tt is worth noting that in the synthetic matching approach it is theoretically possible to use another
approach to address the confounding effect of the Citigroup bailout. Ideally, we would reconstruct the
effect of Citigroup on firms in the treatment group using a convex combination of firms in the control group.
Then we could add another term to the maximization problem (as in Abadie and Gardeazabal (2003)), and
the effect of Citigroup bailout would be the same for firms in the treatment group and for their synthetic
matches. However, this approach is infeasible because some of the Geithner-connected firms are also the
firms most correlated to Citigroup, which makes it impossible to construct a proper synthetic match using
a convex combination of firms in the control group. Therefore, as an alternative, we continue to focus on
the base sample (which excludes the top 10% of Citigroup-correlated firms) in our tests. Figures 1 and
2 demonstrate that after eliminating the Citigroup-correlated firms, many characteristics of the connected
firms such as the correlation with Citigroup, size, and the fall in assets during the crisis, belong to a convex
combination of firms in the control group. This makes the use of the synthetic matching approach more
appealing.
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dichotomous definition of the treatment group and control group; that is, it does not exploit
differences in the strength of connections among firms. To partially account for these
differences we define two groups of connected firms: “highly connected” firms are defined
as those with more than two identified meetings with Geithner, and “mildly connected”
firms are those with one or two identified meetings. Panel A of Table 5 presents results
for CARJ0], and Columns 1 through 3 present results for all Geithner connections (highly
and mildly connected). Column 1 reports standard OLS results; these differ from the
OLS results presented above in that, for purposes of comparison to the synthetic matching
results, the Geithner Connections variable is just a dummy variable — equal to one for
firms with any number of connections and zero otherwise. The OLS regressions control
for size, profitability, and leverage as before. Column 2 presents the synthetic matching
results as outlined above. Column 3 presents “corrected” synthetic matching results in
which for our inference procedure we eliminate firms for which we do not have a good
synthetic match, defined as the firms in the control group with & more than /3 times
the average & for the real treatment group firms.>®  Although the formula used in the
synthetic matching method already gives greater weight to firms with better matches, we
present the corrected results as a robustness check to ensure that our confidence intervals
are appropriate (coefficients do not change between the uncorrected and corrected results).

Column 1 of Panel A of Table 5 shows that Geithner connections are associated with
an abnormal return of 1.6% for the one-hour return on day 0, and that this coefficient is
significant at the 5% level. Below the coefficient are reported the number of significant
coeflicients obtained at each significance level in the 100 non-event days tested. These
numbers are indicative of the drawback of the OLS approach (discussed above) in that the
Geithner Connections coefficient is significant 36% of the time at the 10% level, 26% of
the time at the 5% level, and 15% of the time at the 1% level. Column 2 presents the
synthetic matching results. The coefficient on Geithner Connections is similar to that of

the OLS results, but the coefficient is not found to be statistically significant. Meanwhile,

5 oy . . .
33 0ur results are not sensitive to different assumptions here.
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the number of significant coefficients shows that in the non-event-day tests, the Geithner
Connections coefficient is significant a number of times much closer to what would be
expected in theory (6% of the time at the 10% level, 3% of the time at the 5% level,
and 1% of the time at the 1% level). This makes us more confident that in the synthetic
matching method we are isolating the true effect of Geithner connections and not capturing
the effect of some other correlation among Geithner-connected firms. Column 3 reports
the corrected synthetic matching results, which are similar to the uncorrected results in
Column 2. Columns 4 through 6 present a similar set of results for the “highly connected”
indicator, and Columns 7 through 9 for the “mildly connected” indicator. As would be
expected, the results are stronger for highly connected firms. Finally, Columns 10 through
12 reports results for the full sample, excluding Citigroup. Overall, Panel A suggests
that the effect of Geithner connections on the one-hour day 0 returns is positive but not
statistically significant once the synthetic matching adjustments are made.

Panel B of Table 5 repeats the tests of Panel A but for CAR[0,1]. These tests show
a much stronger effect of Geithner connections, even in the synthetic matching results.
Column 2 shows that Geithner connections are associated with an abnormal return of
5.9%, which, although smaller than the OLS estimate, is still economically significant
and statistically significant at the 1% level. As expected, the results are even stronger
for highly connected firms relative to mildly connected firms. Finally, Panel C repeats
the results for CAR[0,10]. The coefficient in Column 2 indicates a 12.4% abnormal
return associated with Geithner connections. Once again the matching estimate for highly
connected is larger than for mildly connected, although the coefficient is significant for
highly connected firms only with the corrected estimates. It is also noteworthy in Panel
C that, generally speaking, the Geithner Connections coefficient tends to have excessive
numbers of significant coefficients in the non-event-day tests, relative to the shorter-horizon
CARs. Taken as a whole, Panels B and C suggest that the synthetic matching methodology
confirms the presence of a positive and significant effect of Geithner connections at horizons

longer than the one-hour day 0 returns.
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4.3.1 Robustness Checks for Synthetic Matching

Table 6 presents robustness checks for the synthetic matching results, focusing on C AR|0, 1].
In Panel A, we use the financial crisis estimation window (September 1, 2008 to October
3, 2008) as reported above in the OLS robustness checks. The main results are similar
to those presented in Panel B of Table 2. The primary difference is that the effect is
stronger for highly connected firms while it is no longer significant for mildly connected
firms. Panel B uses the personal measure of connections. In the tests in this panel we
excluded only the top 10 firms correlated with Citigroup, because excluding the top 10%
eliminated most of our connected firms. In these regressions the coefficient on Geithner
connections is significant at the 5% or 1% level in all cases, except for mildly connected
firms. In Panel C, we use the New York measure of connections to Geithner. Again
the results show the estimated Geithner connection coefficient is statistically significant,
although the size of the coefficient is smaller than with the other measures, which could
be due to attenuation bias since having headquarters in New York is a noisier measure of
connections to Geithner. The higher number of significant coefficients for this measure
may occur because having headquarters in New York captures some characteristic other
than a connection to Geithner.

Table 7 provides an additional robustness check to determine whether the positive
response of Geithner-connected firms is due to mean reversion of returns prior to the
nomination announcement, perhaps due to a Citigroup downturn prior to its bailout. We
test whether Geithner connections were significant in the days before the announcement
using, in turn, CAR[-1,0], CAR[-5.0], and CAR[-10,0]. In Columns 1 through 3 of
Table 7 we present results for the base sample. These columns show that in the base
sample there is a negative trend for Geithner-connected firms prior to the announcement,
but none of the estimates is statistically significant. In Column 4 we present results
comparable to Column 1, but using the full sample, excluding Citigroup. In the full
sample there is a significant pre-trend for CAR[—5.0], and CAR[—10,0]. This significant

negative effect was predictable since before the elimination of Citigroup-correlated firms,
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some of the firms connected to Geithner were also the firms mostly influenced by Citigroup
downturn. Figures 3 to 5 demonstrate the effect of eliminating firms correlated with
Citigroup. Figure 3 shows the Geithner connection coefficient for 20 trading days prior
to the nomination announcement as well as confidence intervals for hypothesis testing for
cumulative abnormal returns of days [z, z+ 1] for the base sample. Figures 4 and 5 are the
same as Figure 3 except that Figure 4 is for highly connected firms in the base sample and
in Figure 5, Citigroup-correlated firms are not excluded. By comparing the figures it can
be seen that there is no pre-trend after exclusion of Citigroup-correlated firms since the
Geithner connection coefficient lies inside confidence intervals before the nomination. The
results suggest that the positive reaction of Geithner-connected firms to the nomination

announcement was not just a reversal of previous trends.

5 Reactions of Firms Linked to Other Candidates

The previous section documents the positive reaction of Geithner-connected firms to the
announcement of Geithner’s nomination as Treasury Secretary. We also study the reaction
of firms linked to other leading candidates for the position. After Geithner, the next leading
candidates in the week prior to the announcement were Lawrence Summers, Jon Corzine,
Paul Volcker, and Sheila Bair.>* We follow the procedure discussed above for determining
Geithner personal connections to find personal connections to firms for Summers, Corzine,
Volcker, and Bair. We list the firms connected to the other candidates and the nature of
those connections in Appendix Table A2.

In principle, we might expect to see a negative reaction of Summers-connected firms in
contrast to the positive reaction of Geithner-connected firms when Geithner’s nomination
was announced. In practice, however, this prediction is clouded by two factors. First,
because Geithner and Summers themselves are closely connected, and because they have
interacted with people in similar circles, there is a great deal of overlap between Geith-

ner connections and Summers connections. The correlation between Geithner personal

>4 The synthetic matching approach cannot be used there are multiple potential effects of this form.
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connections and Summers personal connections is 0.92 (see Panel C of Table 1). Second,
the day of Geithner’s announcement as Treasury Secretary did not bring all bad news for
Summers, because Barack Obama announced Summers as his choice as director of the
National Economic Council on the same day. It is likely that Summers would still have
been expected to have major influence over economic decisions.

We conduct regressions to test the effect of connections to all candidates on cumulative
abnormal returns following the Geithner announcement. Results of these tests are reported
in Table 8. The first five columns report results with CARJ[0, 1] as the dependent variable.
For purposes of comparison, Column 1 reports coefficients for Geithner connections alone.
Column 2 reports the result with the measure of Summers connections included. The
coefficient on Summers connections is negative and is not significant, whereas the coefficient
on Geithner connections remains positive significant at the 10% level. In Columns 3
through 5 we run a similar regression but test Corzine, Volcker, and Bair connections
in turn. The coefficient on connections for Corzine is positive but not significant, and
the coefficient is negative for the other two candidates, indicating that, after controlling
for Geithner connections, firms connected to the other candidates did not experience any
significant positive reactions on these days.

In the final five columns of Table 8 we repeat the same regressions but with C ARJ[0, 10]
as the dependent variable. The pattern of results is similar to those reported for CARJ0, 1],
with the exception that neither connection variable is significant in Column 2. Overall,
Table 8 shows that reactions were strongly positive for Geithner-connected firms, and either

less positive or negative for firms linked to other candidates.

6 Geithner’s Tax Problems

A secondary event related to Geithner’s nomination as Treasury Secretary allows us to
further test the relation between Geithner connections and firm value. On Tuesday,
January 13, 2009, the Senate Finance Committee publicly disclosed that Geithner had

failed to pay over $34,000 in taxes while an employee of the International Monetary Fund.
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This disclosure cast doubt on whether Geithner would be confirmed by the Senate. If
Geithner-connected firms were expected to derive value from his position as Treasury
Secretary, then this event would be expected to be associated with negative stock returns
for Geithner-connected firms relative to non-connected firms.

Event day 0 is defined as January 14, 2009, given that the Senate Finance Committee
announcement was made after the market closing on January 13, 2009. It is impossible to
determine exactly when it became clear to most market participants that Geithner would
be confirmed, despite the tax issue. We examined all articles concerning Geithner and his
taxes appearing in The Wall Street Journal, beginning on January 14. The first article to
predict that Geithner would be confirmed appeared on Wednesday, January 21, or event
day 4.°° (The markets were closed on Monday, January 19 for Martin Luther King Day.)

Panel A of Table 9 compares actual returns between connected and non-connected firms
for event days 0 through 4. Panel A shows that from event day 0 through event day 3,
using the schedule measure of connections, connected firms underperformed non-connected
firms by 11.3 percentage points, a difference that is significant at the 1% level. Results
are similar using the personal measure, and weaker using the New York measure. Panel
A also shows that the fortunes of connected firms reversed on event day 4, as connected
firms outperformed non-connected firms on this day.

Panel B of Table 9 compares cumulative abnormal returns between connected firms
and non-connected firms for event days 0 through 4. Cumulative abnormal returns are
calculated as described above in equation (1). Again in Panel B the returns are negative
for the schedule measure and the personal measure though the difference is significant only
for day 3 (schedule) and day 2 (personal). For the New York measure, the CAR is only
negative on day 0. Panel B shows that by event day 4, the negative CARs for schedule
and personal connections disappear. Panels C and D of Table 9 repeat the results for

the full sample. Both panels report a similar pattern of negative and significant returns

% Deborah Solomon, “The Inauguration: Tax Issue Won’t Derail Geithner,” The Wall Street Journal,
January 21, 2009, p. A3, available at http://online.wsj.com/article/SB123249640035200279.html.
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through day 3 that tend to reverse on day 4. The pattern of returns demonstrated in
Table 9 is supportive of the hypothesis that Geithner’s tax problems created a negative
shock to Geithner connections, and that concern over the news dissipated after a few days,
particularly on event day 4.

We also estimate the effect of Geithner connections during his tax problems in a re-
gression framework. Table 10 reports results of the estimation of equation (4) for the
tax event. Panel A of Table 10 reports OLS estimates, and Panel B reports synthetic
matching estimates. The first six columns of the table report results with CAR[0,1] as
the dependent variable, and the last six columns report results with with CAR|[0, 3] as the
dependent variable. Table 10 shows some evidence that Geithner connections are associ-
ated with negative returns when Geithner’s tax problems were disclosed. In Panel A, the
results are mixed, and only Column 10 reports a significant negative coefficient on Geithner
Connections. In Panel B, the results are also mixed, but more negative and significant
returns are reported. Overall, although the regression results are not entirely robust,
Tables 9 and 10 together appear to be consistent with the hypothesis that connections to

Geithner were a source of market value for connected firms.

7 Additional Findings

7.1 Hank Paulson

As an plausibility check, we examined the connections of Henry (Hank) Paulson Jr., the
previous Treasury Secretary, applying the same method of identifying personal connections.
His only identifiable connection on muckety.com is with Goldman Sachs. On the day of
Paulson’s announcement (May 30, 2006), Goldman Sachs stock fell by 2.0% (the S&P 500
fell by 1.6% that day), and in the 10 days following the announcement, Goldman fell by 5.2%
(the S&P fell by 3.3%). Clearly this is only one observation, but Paulson’s appointment
did not appear to have a positive effect on his connections. Paulson was appointed during
a time of economic boom, rather than during a panic, and this market reaction supports

the view that ordinarily U.S. political institutions limit the value of political connections
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— and that market participants understand this point.

7.2 Announcing Transparency

We also conducted an event study for Geithner’s announcement that all lobbying by finan-
cial firms would be closely monitored and made transparent. There is no evidence that
this hurt connected firms. In fact the coefficients on Geithner connections are positive (and
significant in some cases). We have also checked whether this hurt firms that had lobbying

expenses in 2008, but there is no effect there either.

8 After the Announcement

The final question to consider is whether the expectations revealed by the event study
have been borne out: that is, whether the actions taken by Secretary Geithner have in fact
benefited certain subsectors of the financial industry or specific firms connected with him
in particular. This section is not based on empirical analysis, and therefore only suggests
potential answers.

First we look at the hiring decisions of the Geithner Treasury and, more generally, of
the Obama Administration’s economic team. Then we consider actions by Treasury and
the administration that have affected the financial sector, both before and after Geithner’s

confirmation as Treasury Secretary.
8.1 Hiring

In key appointments after coming to office, Treasury has demonstrated great faith in people
from large financial firms, both direct hires and people officially hired into the White
House but who have played substantial roles at Treasury in the early months.’® One of

Geithner’s first moves was to hire Mark Patterson, a former Goldman Sachs lobbyist, as

36No one at the White House National Economic Council, including the chair and senior staff is subject
to Senate confirmation, and the NEC’s website is completely uninformative about who - other than Larry
Summers - works there and what their responsibilities are.
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his chief of staff.’” The first candidate for the position of Deputy Secretary of the Treasury
was a leading Wall Street lawyer; after he withdrew, the job went to a somewhat less
prominent, but highly experienced financial sector figure. David Lipton, formerly head
of global country risk and a member of the advisory committee at Citigroup, is now a
deputy to Larry Summers at the National Economic Council. Michael Froman, who also
held senior positions at Citi, is now deputy National Security Adviser for international
economic affairs. Jacob Lew, also previously at Citi, is deputy Secretary of State for
management and resources — a position which apparently “includes advising the Secretary
on the Department’s participation in the National Economic Council and on interagency

958

economic policy matters. These people are regarded as top domain experts by their

current government employers. No one questions their competence, but the connection to
Citigroup — and Robert Rubin in particular — is stressed by informed observers.??

For high pressure jobs related to the financial sector rescue, both Paulson (with Geithner
as his de facto number two on bailouts) and Geithner himself have turned to experts from a
small number of Wall Street firms — as opposed to, for example, experienced career officials
from the Fed or the Treasury itself. They have also notably not turned to financial sector
experts from firms with which they did not have a prior connection.

In addition, some top finance leaders who have not joined the administration are ac-

corded special access and listened to closely at Treasury.®’ For example, the Washington

>TThis appointment needed a waiver of the Obama administration’s brand new rules against lobbyists
being hired into senior government positions.

80Qur source is the National Journal’'s blog on lobbyists and political influence:
http://undertheinfluence.nationaljournal.com/2009/03 /the-citiobama-administration-c.php.

9 The National Journal’s professional observers of lobbying stress the central importance of connections to
Robert Rubin, board member at Citi, among many leading Obama economic officials. In their assessment,
“Without question, all of these people are exceptionally well qualified for their government positions. How-
ever, any decision by the government to give Citi more money should be examined with heightened scrutiny
given the overwhelming connections between Citi and those at the helm of economic decision-making in the
Obama administration.”

http://undertheinfluence.nationaljournal.com/2009/03 /the-citiobama-administration-c.php

50Swagel (2009) does not reveal names, but it is clear from his discussion that prominent bankers reached
out to Treasury repeatedly with advice during the financial crisis. As Swagel describes, the lack of trans-
parency in the bailout approach invited influence from the financial sector,“A key insight ... is that under
pricing insurance coverage is economically similar to overpaying for assets—but it turns out to be far less
transparent. This insight underpins both the TALF and the bank rescue programs announced by the
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Post reported (Cho, 2009) that the Public-Private Investment Partnership (PPIP, some-
times known as the “Geithner Plan,” because it was the major initiative of Geithner’s
first months) originated with Bill Gross (head of PIMCO, a large fixed income investment
fund), Lloyd Blankfein (CEO of Goldman Sachs), and Warren Buffett (head of Berkshire
Hathaway). Buffett was also a member of the President’s Transition Economic Advisory

Board (National Journal, Under the Influence, November 6, 2008).%!

8.2 From Nomination to Confirmation

In evaluating the actions of the Treasury Department and the government in general,
there are two time periods of interest. The first is the period from November 21, when
Geithner’s nomination was leaked to the press, and January 26, when he was confirmed by
the Senate. During this period, Geithner undoubtedly had some influence on policymaking
within Treasury. He was “on the scene” already as president of the New York Fed; he
was virtually certain to be the next head of Treasury; and he was undoubtedly in close
contact with the Obama transition team. Although the Obama administration did take
pains not to leave its fingerprints on the actions of the outgoing Bush administration, it
seems implausible that the Paulson Treasury would have taken actions that were certain
to be reversed by Geithner. Without the benefit of inside information, however, we cannot
ascribe any specific degree of influence to Geithner during this period. The second period,
of course, runs from Geithner’s confirmation to the present.

Both before and after Geithner took office, the Treasury Department has undertaken
a large number of programs and initiatives to combat the ongoing financial and economic
crisis, all of which have had some impact on the financial sector. Some of these programs

affect entire segments of the financial industry, but do not affect specific firms; some pro-

Obama administration in March 2009”.

“TARP support for unsustainable firms is akin to burning public money while industry stakeholders
arrive at a sustainable long-term arrangement. This appears to be the American approach to systemically
significant “zombie” firms—to use public resources to cushion their dissolution and restructuring.”

1This board comprised a number of leading figures from academia and industry. In terms of people
working directly in the financial sector, the board included only Buffett, Roger Ferguson (TIAA-CREDF),
William Daley (JP Morgan), Robert Rubin (Citi) and Larry Summers (DE Shaw, a hedge fund), .
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grams, however, do affect specific firms individually, such as the bailouts of Citigroup and
AlG.

The period between Geithner’s nomination and confirmation, the last two months of the
Bush administration, saw relatively few systemic initiatives and, instead, a large number of
firm-specific interventions. The highest-profile interventions were the bailout of Citigroup
in late November, the bailout of Bank of America in January, and — as revealed later —
the pressure put on Bank of American in December to complete its acquisition of Merrill
Lynch.

The Citigroup and Bank of America bailouts both represented major emergency sub-
sidies from the Treasury Department. In each case, the bank received additional TARP
capital, but the government also agreed to guarantee a pool of assets against falls in value.
These guarantees were effectively a non-transparent and underpriced form of insurance
(compared to what those guarantees would have cost in the free market). As a result,
according to the TARP Congressional Oversight Panel, these bailouts contained an im-
plicit subsidy percentage of 50%, as compared to a subsidy of 22% in the TARP Capital
Purchase Program.%?

While the Citigroup bailout was always understood as a means of saving the bank, it
was reported in January that the Bank of America bailout had been promised in exchange
for the bank agreeing to complete its acquisition of Merrill Lynch, then the third-largest
investment bank on Wall Street.%3 In April, an investigation by New York Attorney General
Andrew Cuomo further revealed that Henry Paulson had threatened to replace Ken Lewis
as CEO of Bank of America if he refused to complete the Merrill acquisition.%*

These interventions clearly benefited Citigroup, which otherwise might have failed, and

52 Congressional Oversight Panel, “February Oversight Report: Valuing Treasury’s Acquisitions,” Febru-
ary 6, 2009, available at http://cop.senate.gov/documents/cop-020609-report.pdf, p. 7. The 50% figure is
for the Citigroup bailout; the Bank of America bailout was not included in this report, which only covered
transactions through the end of 2008.

%3 Dan Fitzpatrick, Damian Paletta, and Susanne Craig, “Bank of America to Get Billions in U.S. Aid,”
The Wall Street Journal, January 15, 2009.

4Liz Rappaport and Dan Fitzpatrick, “Cuomo Urges Probe of BofA Deal Pressure,” The Wall Street
Journal, April 24, 2009, available at http://online.wsj.com/article/SB124050588176348711.html.
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Merrill Lynch, which otherwise would almost certainly have failed. Whether they benefited
Bank of America is another question that is almost impossible to answer. As losses mounted
at Merrill in December 2008, it may have become rational for Bank of America to walk
away from the planned acquisition; the subsidy provided by the government in the form
of the January bailout may or may not have compensated it for those additional losses.
Paulson and Bernanke, in applying the pressure to Lewis, certainly believed that a failure
of Merrill could have serious systemic implications; the net effect, however, was to coerce
a North Carolina-based retail bank (with relatively small investment banking operations)
to complete its acquisition of a New York-based investment bank.

In any case, because Geithner was both the outgoing New York Fed President and the
incoming Treasury Secretary during this period, it is impossible for us to determine the

degree of his influence in these interventions.

8.3 Since Confirmation

Since Geithner’s confirmation, the Treasury Department has undertaken a number of sys-
temic programs to combat the crisis. The Financial Stability Plan announced by Geithner
on February 10, 2009, and since elaborated on in detail has four major components, which
represent most of the key elements of the current strategy.5

First, the Public-Private Investment Program (PPIP) delivers on the expectation that
Geithner would revive Paulson’s original plan to use government money to purchase banks’
troubled assets. In its current form, the PPIP offers non-recourse government loans and
FDIC loan guarantees to private sector investors willing to acquire troubled assets.%¢ This
plan effectively offers a subsidy to these investors in order to increase their willingness-
to-pay for the assets and help close the gap that currently separates bids and asks in the
open market. Therefore, the plan benefits banks holding large proportions of troubled

%Tim Geithner, Testimony to the Senate Banking Committee, February 10, 2009, available at
http://www.financialstability.gov/latest /tg02102009.html.

66 “Treasury Department Releases Details on Public Private Partnership Investment Program,” Treasury
Department press release, March 23, 2009, available at http://www.treas.gov/press/releases/tg65.htm.

47



assets, but it particularly benefits institutions seeking to buy assets. These include hedge
funds, private equity firms, and asset management firms that will raise private capital to
participate in the program; beneficiaries may also include banks themselves, which are
free to sell their own troubled assets at the same time that they buy assets from other
institutions.

The basic idea for the PPIP emerged last fall out of discussions between Warren Buffett,
Bill Gross (Co-CEO of PIMCO, the world’s largest bond management fund), and Lloyd
Blankfein (CEO of Goldman Sachs), according to Philip Swagel, then assistant Treasury
secretary for economic policy.®” Although some elements of the plan do benefit investors
who will receive subsidies to buy troubled assets, it is entirely plausible that this was simply
a well-intentioned effort to help the country. However, it does demonstrate at least the
opportunity for leading figures in the financial sector to gain access to and successfully
influence the policymakers in Washington.

Second, the Capital Assistance Program (CAP) provides a new source of capital to
banks that need it. The terms of CAP are generally favorable to the recipients of capital,
but it is not obvious whether the program is more or less favorable than the Capital
Purchase Program created in October. Investments under the CAP will be in convertible
preferred stock, which has the potential to dilute existing bank shareholders. However,
the conversion option is held by the bank, not by Treasury, which essentially gives the
bank a put option, which always has some positive value. The conversion price is based
on common share prices in late January and early February, when financial stocks were
relatively low, but that price was set on February 25, when share prices were even lower.%®
So at the time, the conversion option seemed to be very generous to the banks, since the
conversion price was relatively high; today, it seems less generous, since the conversion

price is now relatively low.

67Michael Hirsch, “Whose Plan Is This?,” Newsweek (online), April 3, 2009, available at
http://www.newsweek.com/id/192328.

68 «Capital Assistance Program, Summary of Mandatorily Convertible Preferred Stock (’Con-
vertible Preferred’) Terms,” Treasury Department fact sheet, February 25, 2009, available at
http://www.ustreas.gov/press/releases/reports/tg40 captermsheet.pdf.
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At the same time, the CAP is coupled with the bank stress tests that were announced
in February and conducted in March and April. Although the stress tests were intended
to boost confidence in the banking sector, they had the potential to reveal weaknesses in
specific banks, which could have been harmful to the share prices of those banks. The
results announced on May 7 have attracted controversy from both sides: on the one hand,
for using a relatively rosy economic scenario, for relying on the banks to provide data about
their own assets, and for not using the most conservative type of capital; on the other hand,
for setting capital requirements too high and for undercounting banks’ expected earnings.
For our purposes, the most important feature of the stress tests is that created the potential
for firm-specific actions by Treasury, which are discussed further below.

Third, Treasury announced an expanded housing plan, including expanded refinancing
options for homeowners and cash incentives to lenders, borrowers, and servicers for each
mortgage modification.? Arguably, by helping to unblock economically rational loan mod-
ifications that would reduce monthly payments, reduce the risk of costly foreclosure, and
increase expected payment streams to investors, these incentives aided all parties involved.
Insofar as the plan had differential effects within the financial sector, however, its main
impact was probably to aid loan servicers, who would receive new cash bonuses for modi-
fications, and banks that owned whole mortgages, who now had one more option for how
to deal with those mortgages. Investors in securitized mortgages, by contrast, might lose
some of their current rights under the plan.

Fourth, Treasury and the Fed jointly announced a plan to expand the Term Asset-
Backed Securities Loan Facility (TALF) to a wider range of securities (including mortgage-
backed securities) and to $1 trillion in total lending. This plan, if successful, would greatly
increase liquidity in these markets, making it easier for banks to lend money and giving
all financial institutions a new market for their assets. Within the financial sector, this

measure would disproportionately favor institutions that held large proportions of troubled

69 «“NMaking Home Affordable: Updated Detailed Program Description,” Treasury Department fact sheet,
March 4, 2009, available at http://www.treas.gov/press/releases/reports/housing fact sheet.pdf.
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asset-backed securities, and institutions with larger securitization capabilities.

At a high level, the PPIP and the TALF are both beneficial to the financial sector as a
whole, and particularly to institutions with large exposures to the types of troubled assets
that helped bring on the financial crisis. The CAP and the housing plan are less obviously
subsidies to the financial industry, but are still generally positive relative to the status quo.
The Geithner strategy as a whole has been broadly beneficial to the financial sector. We
should note that this is consistent with Geithner’s general position that strengthening the
financial sector is not an end in itself, but is necessary for the good of the overall economy.

In addition to the overall financial stability plan, Geithner has also requested new
powers from Congress to take over systemically important non-bank institutions, including
bank holding companies.”’ This action is not in the interests of large banks and their
shareholders — as compared to smaller depository institutions, who already face takeover
by the FDIC — because it would strengthen the government’s hand in negotiating with
those banks, and potentially make it easier for the government to seize control of them.
However, the resolution authority is currently stalled in Congress.

Since Geithner was confirmed, Treasury has engaged in fewer firm-specific interventions
than in the November-January period. The two big exceptions are the latest Citigroup
bailout on February 27 and the latest AIG bailout on March 2.

In late February 2009, there were signs that Citigroup was facing another wholesale
bank run, most evident in its falling stock price, the falling price of its subordinated
bonds, and the rising price of credit default swap protection on its senior bonds. The
government’s response was to engineer a preferred-for-common swap including both the
Treasury Department and several large investors in Citigroup.”" The effect of this swap was
to reduce Citigroup’s obligations to preferred shareholders, which was good for common

shareholders as a class, while simultaneously diluting common shareholders, which was

"Tim Geithner, Testimony to the House Financial Services Committee, March 26, 2009, available at
http://www.financialstability.gov/latest/tg71.html.

"L «Transaction Outline,” Treasury Department fact sheet, February 27, 2009, available at
http://www.treas.gov/press/releases/reports/transaction outline.pdf.
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bad for pre-existing common shareholders. Because the transaction increased Citigroup’s
tangible common equity — one measure of capital adequacy — it had the effect of increasing
the bank’s long-term chances of survival, at least according to some observers. In addition,
the conversion price was set significantly above the then-current market price of Citigroup’s
common stock, which was an unusual benefit to existing common shareholders; since the
preferred shareholders were in effect buying large blocks of newly-issued common stock,
they would ordinarily have received a price discount rather than paying a price premium.
These facts imply that the deal was generous to Citigroup and its current shareholders.
However, the bank’s common stock price fell on the news, so it could be that the market
was expecting an even more generous bailout.

The AIG bailout, in which the government improved the terms on its existing preferred
stock, invested more cash in exchange for more preferred stock, and improved the terms
on AIG’s credit line, was engineered in response to a catastrophic fourth quarter that
threatened AIG’s viability as an ongoing concern.” By this point, AIG was largely owned
by the U.S. government, so the bailout was not intended to benefit AIG’s shareholders;
instead, its goal was to keep AIG afloat in order to minimize collateral damage to other
firms. Because it was afloat, AIG was able to honor its commitments to its counterparties,
largely credit default swap protection it had sold to other financial institutions. When those
counterparties were revealed in March, the top names (excluding European banks) were
Goldman Sachs, Merrill Lynch, Bank of America, Citigroup, Wachovia, Morgan Stanley,
and JPMorgan Chase.”™. Because AIG was able to make its counterparties whole, these
banks — including the three largest Wall Street investment banks — received more cash than

they would have if AIG had failed.™

"2¢U.8. Treasury and Federal Reserve Board Announce Participation in AIG  Re-

structuring Plan,” Treasury Department press release, March 2, 2009, available at
http://www.financialstability.gov /latest/tgd4.html.

TBUAIG Discloses Counterparties to CDS, GIA and Securities Lend-
ing Transactions,” AIG press release, March 15, 2009, available at

http://www.aig.com/aigweb/internet/en/files/Counterparties150309RELonly tcm385-155648.pdf, attach-
ments available at http: //www.aig.com/aigweb/internet/en/files/Counterparty Attachments031809 tcm385-
155645.pdf.

" Goldman Sachs claimed that even if AIG had collapsed, its positions with AIG were fully hedged. Peter
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The most recent set of firm-specific actions taking by the Geithner Treasury, in con-
junction with the Federal Reserve, is the bank stress tests described above. These tests
were conducted on nineteen major financial institutions, with results disclosed to the public
on May 7. Of the nineteen institutions, ten were found to need additional capital: Bank
of America, Citigroup, Fifth Third, GMAC, KeyCorp, Morgan Stanley, PNC, Regions,
SunTrust, and Wells Fargo; the nine that did not need capital are: American Express,
BB&T, Bank of New York Mellon, Capital One, Goldman, JPMorgan Chase, MetLife,
State Street, and U.S. Bancorp. On paper, the stress tests were a regulatory action ap-
plied equally to all of the institutions. However, the complexity of individual bank balance
sheets, and the process by which the test results were released, left significant room for
firm-specific negotiation. At least Citigroup, Bank of America, PNC Financial, and Wells
Fargo negotiated with the government over the final stress test results;”® according to The
Wall Street Journal, “The Federal Reserve significantly scaled back the size of the capital
hole facing some of the nation’s biggest banks shortly before concluding its stress tests,
following two weeks of intense bargaining.””® This created latitude for regulators to take
actions that might favor some banks over others. For example, the decision to base cap-
ital requirements on Tier 1 common capital rather than tangible common equity affected
different banks differently, arguably hurting Wells Fargo the most.””

However, it is difficult if not impossible to determine what special treatment may have
occurred and why; there were too many decisions taken (what type of capital to use, how
to measure assets, what thresholds to require, what loss projections to use for each asset
class, etc.) to determine if any specific decisions were taken because of their impact on

specific banks. Our Appendix offers an empirical framework for thinking about the effect

Edmonston, “Goldman Insists It Would Have Lost Little If A.I.G. Had Failed,” The New York Times, March
20, 2009, available at http://www.nytimes.com/2009/03/21/business/21goldman.html.

" Eric Dash, “Citi Is Said to Require New Capital,” The New York Times, May 1, 2009, available at
http://www.nytimes.com/2009/05/02/business/02stress.html.

"SDavid Enrich, Dan Fitzpatrick, and Marshall Eckblad, “Banks Won Concessions on Tests,” The Wall
Street Journal, May 9, 2009, available at http://online.wsj.com/article/SB124182311010302297.html.

"Tbid; Felix Salmon, “Chart of the Day: Common Capital vs. TCE,” Reuters, May 9, 2009, available at
http://blogs.reuters.com/felix-salmon/2009/05/09/chart-of-the-day-common-capital-vs-tce/.
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of political connections on the stress tests, but the results are not conclusive.

In summary, several actions taken by the Treasury Department since Geithner’s con-
firmation have had the effect of favoring one part of the financial sector over another.
However, these effects are difficult to measure, and the specific firms benefited are difficult
to identify, making it difficult if not impossible to determine whether Treasury policies
have on balance aided Geithner-connected firms. It is certainly true that Citigroup, the
most Geithner-connected firm of them all, was the recipient of a generous bailout by the
government during Geithner’s tenure; at the same time, there is no particular reason to
believe that Bank of America, a bank with relatively few connections to Geithner, would
not have received a similar bailout should circumstances have warranted it. Finally, it is
difficult to discern any favoritism in the stress test results, given the complexity of the
process, the multiple possible ways of analyzing the results, and the fact that Treasury was

only one of several players in the process.

9 Conclusion

The general presumption in the literature on political connections is that while these exist
everywhere, they are particularly valuable in countries with weak institutions. Past event
studies have found that connections have limited if any value in the United States. This
view may need to be modified to take account of whether or not countries are in a serious
financial crisis.

Specifically, we find evidence that the market reaction to the announcement that Timo-
thy Geithner would likely become Treasury Secretary was similar to what one would expect
to find in an emerging market, rather than the United States. Firms with which Geithner
had a connection experienced a significant improvement in stock price; this result is robust
across a wide range of controls.

The original Indonesia estimates by Fisman (2001) were at a time of relative economic
tranquility. However, the Johnson and Mitton (2003) study covered a period of intense

economic crisis in Malaysia and may therefore be more comparable with the US in fall
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2008, rather than Indonesia in the mid-1990s. The perceived value of political connections
in a crisis appears to have been broadly similar in Malaysia then and the US now. In
Malaysia, connections were central to the dynamics of the crisis, yet did not preclude
recovery — in fact, close relationships with the government may help some big firms survive
and encourage them to start investing again (Jomo 2001).

In the United States, it is not yet clear whether the market’s perception that political
connections matter has been or will be borne out in reality. Perceptions themselves matter,
of course; Geithner-connected firms enjoyed abnormal positive stock returns, lowering their
cost of capital at a particularly crucial moment. But beyond that, the evidence that
connections to Geithner have paid off in favorable treatment is unclear. The Treasury
Department and the Obama Administration in general have certainly pursued policies that
have been broadly beneficial to the financial sector, and, arguably, specifically beneficial
to the large, complex bank holding companies that were Geithner’s “constituency” as
president of the New York Fed. However, it has not been demonstrated that these actions
favored, for example, Citigroup and JPMorgan Chase (nine and seven personal connections,
respectively) at the expense of Bank of America and Wells Fargo (one each).

Still though, it should be borne in mind that connections can pay even in the absence
of explicit favoritism. Firms that were connected to Geithner had the opportunity to shape
his general understanding of the financial industry and the financial crisis both before and
after his nomination. Even if he is able to shut out any personal sympathies he may feel
to those firms — and there is no evidence that he cannot — those influences could still affect

the decisions he makes as Treasury Secretary.
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Scatter plot of all of the financial firms
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Figure 1: This figure shows the scatter plot of all financial firms in two dimensions: Size measured by log of total assets in 2008 and the correlation with
Citigroup during the estimation window. As we can see without elimination of firms highly correlated to Citi both size and correlation to Citi of connected firms
does not belongs to a convex combination of unrelated firms. However this is not the case after the elimination as it can be seen in the figure.
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Figure 2: This is the scatter plot of all firms with respect to cumulative returns of financial firms from september 2008 to the day before
Geithner nomination and returns of these firms in two trading days after Geithner nomination. First of all it shows that after elimination
of firms highly correlated to Citi, connected firms belongs to convex combination of unrelated firms and secondly it shows connected
firms are not the firms mostly hitted by the financial crisis.




Synthetic Matching results for CAR [x,x+1] for connected firms excluding Citigroup-correlated firms

Geithner Connection coefficient
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Figure 3: The figures shows Geithner Connection coefficient (according to cumulative abnormal returns of [x,x+1] ) for firms connected to
Geithner and not highly correlated to Citi around Geithner nomination as well as 1%,5% and 10% confidence intervals of the coefficient
being different than zero computed by placebo treatment groups. As we can see the Geithner coefficient is significantly positive on
nomination day (21st Nov), there is no mean reversion behavior and in contrast to OLS results it is significantly different than zero only in a
few dates.



Synthetic Matching results for CAR [x,x+1] for highly connected firms excluding Citi-correlated
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Figure 4: This is the same as figure 3 except that it is only for highly connected firms. As we can see after elimination of Citigroup-
correlated firms there is no pre-trend. Also Geithner effect is higher on the day of nomination for highly connected firms.



Synthetic Matching results for CAR [x,x+1] for highly connected firms excluding Citi-correlated

Geithner Connection coefficient
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Figure 5: This figure is the same as figure 3 except that it is for all firms and does not exclude firms highly correlated with Citi. As we can
see there is a pre-trend and the coefficient is significantly negative before Geithner nomination. This can be because Citi was in serious
trouble before receiving the bailout money on the weekend exactly after Geithner nomination.



Synthetic Matching Results for CAR[x,x+1] for all connected firms excluding Citi-correlated and Bank of America correlated firms
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Figure 6: This figures shows Geithner Connection coefficient according to cumulative abnormal returns of [x,x+1] for connected firms after
elimination of firms highly correlated with Cit and Bank of America. The reason for elimination of Citi and Bank of America correlated firms
is that both of them received bail out money on 16th January which means they were in trouble before that and it can be confused with the
negative effect of Geithner tax problem. The Geithner effect is negative before the market predict Geithner would be confirmed (21%
January) and it is significantly positive on 21* January.



