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Abstract
We recently experienced a global financial crisis so severe that only massive rescue
operations by governments around the world prevented a total financial market meltdown
and perhaps another global Great Depression. One precondition for the crisis was the
perverse, bonus-driven compensation structure employed in important financial
institutions such as investment banks. This structure provided the rational incentive for
key decision makers in these firms (who I call ―rainmakers‖) to take the excessive risk
and employ the excessive leverage that helped create the bubble and made the crisis so
severe. This paper presents and evaluates extensive data on compensation practices in
investment banks and other important financial institutions. These data show that
rainmaker compensation has been rising rapidly, is very large, and has asymmetric
properties that induce reckless risk-taking. Since boom-period bonuses do not have to be
returned if rainmaker decisions eventually lead to losses for their firms, since large
bonuses continue to be paid even when firms in fact suffer large losses, and since
governments can be counted on to bail out the largest financial firms in a crisis, it is
rational for rainmakers to use unsustainable leverage to invest in recklessly risky assets in
the bubble. A review of the modest literature on financial firm compensation practices in
general and those of investment banks in particular demonstrates that the giant bonuses of
the recent past are not appropriate returns to human capital – they are unjustified rents.
The paper discusses possible answers to the challenging question: what is the source of
rainmaker rents and how are they sustained over time? Answers to this question can help
guide debates over the appropriate regulation of financial markets. They are also
necessary inputs to the development of an adequate theory of the ―rainmaker‖ financial
firm that can help us understand how these firms were able to maximize the
compensation of their key employees through policies that destroyed shareholder value
and created systemic financial fragility. To my knowledge, no such theory currently
exists.

Key Words: bonuses; investment banks; leverage; financial crisis; perverse incentives

JEL Codes: G01; G24; G10

2

I. Introduction
It is now universally agreed that the US and global economies have experienced
their worst financial crisis since the 1930s, one that contributed to a severe global
downturn. This financial crisis has led to massive government bailouts around the world.
There is debate about the respective roles of the real and financial sectors in the creation
of this crisis, but it is undeniable that financial markets were at least a major contributor
to the crash. From a US-centric perspective, it is clear that the evolution of financial
markets since the end of the 1970s led almost inevitably to a crisis moment such as this.
In response to economic problems and political pressure in the 1970s and very early
1980s, the US government began to accelerate an ongoing process of financial market
deregulation. A combination of deregulation and fast-paced financial innovation led to a
series of financial crises both in the US and elsewhere. These crises were met by
government bailouts, which restored vitality to financial markets, but also created severe
moral hazard – an increasingly assured belief among leaders of financial institutions that
the government would always intervene to limit the depth and duration of any financial
downturn. Thus, it was safe for them to take increasing risk and use increasing leverage
to increase profit and maximize the compensation of their key people – hereafter known
as ―rainmakers‖ – during periods of financial market booms. As a result, crises became
more threatening, bailouts bigger, and subsequent financial booms more vigorous. The
term rainmaker is usually taken to mean those who can generate high sales for the firm. I
use it here to denote all key people in financial firms who are responsible for generating
high revenue and profit.1 It thus includes top executives, traders, sales people, wealth
managers, and M&A and IPO teams.
More important, these cycles were imbedded in a long term trend in which
financial markets grew ever larger relative to the real economy, and global financial
markets became increasingly integrated. Financial profits as a share of total corporate
profits, which was about 10% in the early 1980s reached 40% in the mid 2000s. In 1981,
US private debt was 123 per cent of gross domestic product; by the third quarter of 2008,
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Standard and Poor‘s made the following comment in a report on investment banking: ―The competitive
environment also is such that the various firms are always competing for the most talented employees: the
―rainmakers‖‖ (Standard and Poor‘s 2009, p. 28).
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it was 290 per cent. In 1981, household debt was 48 per cent of GDP; in 2007, it was 100
per cent.
The biggest rise in indebtedness took place in the financial sector itself.

The

gross debt of the financial sector rose from 22 per cent of GDP in 1981 to 117 per cent in
the third quarter of 2008. This rapid rise in financial firm borrowing fueled the financial
boom. Borrowed funds were used to bid up asset prices, creating higher collateral values
that in turn enlarged the borrowing capacity of speculators. This paper focuses special
attention on the giant investment banks, whether independent or part of financial
conglomerates, because they were the main source of the financial innovations that were
at the center of the recent global financial crisis and because they were the most powerful
financial institutions whose destructive behavior was shaped by the perverse
compensation systems discussed at length in the paper. According to the Fed‘s flow of
funds data, the liabilities of the investment banking sector rose from $548 billion in 1995
to $3 trillion in 2007, an annual growth rate of 16%. Between 2002 and 2007 alone,
liabilities grew by 138%. (In the midst of the crisis in the first quarter of 2009, liabilities
fell to $1.8 trillion.) Fast growth in borrowing led to increased leverage ratios and thus
greater financial firm risk. But it also led to rising revenues and profit. Given the
compensation schemes used in many large financial firms, rising revenues and profit lead
to even more rapid rises in rainmaker bonuses. Rising leverage thus provided a major
source of funding for the spectacular increase in the compensation of top bank.
The rising relative size of financial markets created structural systemic financial
fragility in which the financial claims on real-sector cash flows became ever larger
relative to the cash flows themselves. An UNCTAD report in 2009 pointed out that this
was unsustainable: ―Too many [financial] agents were trying to squeeze double-digit
returns from and economic system that grows only in the low single-digit range‖ (quoted
in Bresser-Periera 2010, p.12). Financial claims also became more complex. Mortgages
were rolled into mortgage backed securities, which were sliced and diced into
collateralized debt obligations. Credit default swaps were then written on collateralized
debt obligation tranches. The extreme complexity of structured financial products made
them non-transparent or opaque, which made it easy for markets to substantially
underestimate their risk in the bubble. Before 2008 it was not clear when this process
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would end, or what the end game would look like. But it was clear, at least to some, that
the entire process had become unsustainable.2 By the fall of 2008 it was apparent to
everyone that the global financial system was on the verge of collapse.
As this paper will show, rainmakers received huge bonuses by taking excessive
risk and using dangerous levels of leverage, and they did not have to return these bonuses
when their risk-seeking caused their firms and the entire financial system to crash.
Indeed, they continued to receive exorbitant bonuses even in the downturn. The
asymmetry in rainmaker compensation schemes combined with deregulation and
destructive financial innovation made the outbreak of a serious crisis almost inevitable.
(For an analysis of the financial causes of the recent crisis, see Crotty 2009.)3
Financial institutions infected by perverse incentives include independent
investment banks, large commercial-bank centered financial conglomerates (that include
in-house investment banks, hedge and private equity funds), hedge funds, private equity
funds, institutional investors such as mutual funds, general and monoline insurance
companies and ratings agencies. Perverse compensation incentives led ratings agencies to
hide the buildup of excessive risk throughout the system by giving safe ratings to
extremely dangerous financial products.4
Among the financial institutions with perverse incentives, investment banks –
whether independent or part of financial conglomerates - played a crucial role in creating
recent boom-bust cycles and the secular expansion of financial markets in our era. They
were the source of most of the financial innovations - such as mortgage backed securities,
collaterized debt obligations of various kinds and credit default swaps - that helped create
the crisis. Investment banks were also at the center of the leverage creation process. Half
2

See for example Crotty 2007. Sitglitz 2010b includes himself along with Noriel Rubini, George Soros,
Stephen Roach, Robert Shiller and Robert Wescott as economists who warned of an impending financial
crisis.
3
Paul Krugman argued that ―there was nothing accidental about the crisis.‖
From the late 1970s on, the American financial system, freed by deregulation and a political
climate in which greed was presumed to be good, spun ever further out of control. There were
ever-greater rewards — bonuses beyond the dreams of avarice — for bankers who could generate
big short-term profits. And the way to raise those profits was to pile up ever more debt, both by
pushing loans on the public and by taking on ever-higher leverage within the financial industry.
(Krugman 2010)
4
In April 2007, one analyst at Standard and Poor‘s said their ratings model ―did not capture ―half‖ of a
deal‘s risk… We should not be rating it.‖ A colleague responded: ―We rate every deal. It could be
structured by cows and we would rate it‖ (Moran 2009, p. 94).
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of the spectacular rise in US investment bank‘s return on equity in the four years leading
up to the crisis was generated by higher leverage rather than smart investing, efficient
innovation or even boom-induced capital gains on trading assets.5
Compensation practices differ across financial market segments, but they all share
the characteristic that their rainmakers can maximize their compensation over time by
taking excessive risk in the boom.6 A Financial Times editorial put the problem as
follows:
By paying huge bonuses on the basis of short-term performance when negative
bonuses are impossible, banks create huge incentives to disguise risk-taking as
value creation. Moreover, if bankers are rewarded for pursuing risky strategies
that appear highly profitable for an extended period and then blow up, it is others
who pay the costs. Given the extreme difficulty for outsiders, even top
management, of monitoring the true risks being run, the result is a disaster just
waiting to happen. But, of course, top management is itself part of the problem: it,
too, has huge incentives to bet the bank. (―Curbing the excess of bankers‘ pay,‖
March 7 2008)
A Wall Street Journal article expressed a similar understanding of the dangers of
perverse incentives.
Bankers' pay must be regulated. The industry's one-way incentive structures have
led bankers to run amok with other people's money -- contributing to the chaos in
financial markets. When their bets pay off, bankers and traders carry home
massive bonuses. When the bets crater, they don't hand those bonuses back. If
bankers aren't forced to face the full consequences of their folly, the current mess
will be repeated. (―Why Banks Need Pay Fix Compensation Practices Lack Teeth
to Penalize Traders Who Lose Big,‖ March 11, 2008).
Alan Blinder stated the problem this way: ―From the point of view of the
companies‘ shareholders [the rainmaker compensation scheme]… is madness.‖ Using a
coin flip analogy in which heads represents a risky decision that pays off and tails one
that leads to losses, he says that from the shareholders‘ perspective:
the gamble looks like: Heads, we get a share of the winnings; tails, we absorb
almost all the losses. The conclusion is clear: Traders and managers both want to
flip more coins – and at higher stakes than shareholders would if they had any
5

―Higher leverage fully accounts for the rise in UK banks‘ returns on equity up until 2007‖ (Alessandri and
Haldane 2009, p. 8). This paper also states that ―higher leverage fully accounts for the rise in UK banks‘
return on equity until 2007‖ (p. 8).
6
A detailed description of perverse incentive practices in different financial markets is provided in Crotty
2008.
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control, which they don‘t. The source of the problem is quite simple: Give smart
people go-for-broke incentives and they will go for broke. Duh. (Wall Street
Journal, "Crazy Compensation and the Crisis‖ May 28, 2009)7
Diamond and Rajan argue that bonus driven compensation schemes:
gave traders an incentive to take risks that were not recognized by the system, so
that they could generate income that appeared to stem from their superior
abilities, even though it was in fact only a market-risk premium. The classic case
of such behavior is to write insurance on infrequent events, taking on what is
termed ―tail‖ risk. If traders are allowed to boost their bonuses by treating the
entire insurance premium as income instead of setting aside a significant fraction
as reserve for an eventual payout, then will have an excessive incentive to engage
in this sort of trade. (Cited in Rajan 2009b, p. 3)
Nobel laureate George Akerlof and Rachel Kranton note that in recent decades
economists have argued that employees would ―work harder and make better decisions
under a ‗pay-for-performance‘ system,‖ a theory that ―became popular in boardrooms especially since it was an influential argument for increasing the pay of the chief
executive and top officers.‖ They suggest several reasons why the argument is specious.
First, top management does not know what impact employee decisions will have on the
long-term performance of the firm: ―superiors do not hold the same information [as
rainmakers] and the results play out years later.‖ Second, the risk-return profile of the
firm is not independent of its compensation system: a bonus system will ―attract precisely
those who are willing to take on more risk.‖ Third, ―to get their [bonuses], employees
may manipulate the system, against the interests of those who set up the incentives‖
(Financial Times, ―It is time to treat Wall Street like Main Street, February 25, 2010).8
Though almost everyone now acknowledges that perverse compensation
incentives were a major cause of the financial crisis, there has been surprisingly little
serious academic analysis of the existence and reproduction of dysfunctional
compensation practices in financial institutions. Why and how did these practices evolve?
What explains the premiums paid to top financial employees relative to those working in
other industries? Are rainmaker compensation practices consistent with the reproduction
of financial firms over the long run? Are they compatible with the interests of
7

As explained below, there are good reasons to believe that shareholders would not restrain risk-taking in
the boom even if they could.
8
The last point makes the dubious assumption that rainmakers‘ superiors want to maximize long-term
return.
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shareholders? Are they justified by exceptional long-term creation of shareholder value?
Can it be shown that rainmakers have superior human capital as compared to top earners
in other industries who make much less than they do? Or are rainmaker premiums rents,
achieved not as a just reward for exceptional productivity but because rainmakers have
the power to extract pay far in excess of their long-term contributions to shareholder
value? If so, what is the source of this power?
The answers to these questions have important implications for the theory of
financial firms and of financial markets, as well as for the debate over whether financial
markets are ―efficient‖ with respect to the setting of financial security prices and the
allocation of real resources across competing uses. Answers to these questions can also
help us better understand whether the rapid rise in inequality experienced over the past
two decades has been driven by widening efficiency and productivity gaps among
employees or, rather, has been primarily determined by relative power relations.
We need answers in order to inform the current debate about government regulation of
financial firm compensation. ―The fixable problem isn‘t the greed of the few but the
misaligned interests of the many‖ (Lewis and Einhorn 2009). (Not surprisingly,
rainmakers do not think tighter regulation a good idea.) Strong regulation of large
financial institution compensation schemes is a necessary component of effective
regulation, but, by itself, it cannot force financial markets to operate in the public interest.
A more complete set of proposals for regulatory reform is suggested in Crotty and
Epstein 2009.
However, reform of compensation practices and tougher regulation of the
behavior of financial institutions should not be considered in isolation from each other. If
compensation schemes that induce short-term horizons and excessive risk taking could be
greatly reduced or eliminated, it would substantially lower the burden placed on
regulation. The stronger the compensation reform, the more effective the regulatory
regime. Indeed, it may prove impossible in the current political environment to pass
financial market regulations strong enough to be effective unless radical changes are
made in compensation systems. US Representatives and Senators are too financially and
ideologically beholden to Wall Street. But it may not be necessary to enact airtight laws
designed to prevent market practices if rainmakers understand that it is against their self
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interest to engage in these practices. Bebchuk and Spamann 2010 argue in favor of
government regulation of compensation on the grounds that ―while traditional banking
regulation regulates and monitors the menu of choices available to bank executives, pay
regulation would focus on the incentives shaping how bank executives make choices
from this menu‖ (p. 41).
We know both the origin of, and the justification for, bonus-dominated
compensation schemes in investment banking. Most investment banks began as limited
partnerships. As such, the firm was solely devoted to maximizing the income of their
rainmakers – the bank‘s partners. Financial markets tend to be more volatile than most
nonfinancial markets. The bonus system - in which a modest base salary is supplemented
by a large but variable bonus whose size depends upon bank and individual performance
has the distinct advantage that, if adequately elastic in the downturn, it can quickly and
substantially cut compensation costs in down markets to protect the integrity of the firm
and shareholder profit. This is the primary justification used to defend the bonus-based
compensation scheme used in financial markets. Though bonuses would rise substantially
in financial market booms, they were supposed to also fall dramatically when markets
crashed.9 Moreover, rainmakers had a strong incentive to adopt a long-term horizon in
making risk-return calculation that prevented excess short-term risk taking. If you did not
remain with the same firm for your career, you suffered a large loss upon exit. ―In a
partnership a trader was required to a substantial portion of his wealth in the firm. If he
left the firm, he lost a fortune‖ (Lewis 1989, p. 127).
The next section demonstrates that the bonus system actually used by large
financial firms was qualitatively different than the ideal bonus system just described.
Moreover, in recent years the practice of granting investment bank rainmakers multiple
year guaranteed bonuses and retention bonuses (ostensibly designed to prevent top
rainmakers from moving to other firms) has blossomed. Guaranteed and retention
bonuses also demonstrate that modern bonus-based compensation schemes are typically
not used for their original purpose because they do not decline with revenue and they are
paid without regard to employee or firm performance. ―A guaranteed bonus might strike
9

It was also believed that a bonus system would induce partners to work as hard as they could, since each
would get a piece of the extra revenue she generated, and that it would induce cooperation among partners
because each partner shared in the fruits of every other partner‘s labor.

9

many people as a contradiction in terms. But on Wall Street, banks have become so eager
to lure and keep top deal makers and traders that they are reviving the practice of offering
ironclad, multimillion-dollar payouts guaranteed, no matter how an employee performs.‖
Even firms kept on life support by government funds continue to engage in this practice.
In early 2009, Citigroup, which was on government life-support after its disastrous
collapse, lured senior derivatives traders, a category of employee responsible for
excessive risk taking in the boom, with multimillion dollar, multiyear guaranteed
bonuses. Government-owned AIG will pay $281 million in guaranteed retention bonuses
to key members of its sales force in 2008 (Dash 2009).10
The structure of the paper is as follows. Section II presents and evaluates data on
rainmaker compensation in giant investment banks. The data show that rainmaker
compensation is very large, and that its asymmetric properties generate strong incentives
for excessive risk taking in financial booms. Section III reviews the modest literature on
compensation in financial firms in general and investment banks in particular. It
demonstrates that rainmaker premiums have been quite large in recent decades and that
they can not be explained as returns to human capital – they are rents. Section IV
discusses possible answers to the difficult question: where do the rainmaker rents come
from and how are they sustained? The final section summarizes conclusions from this
analysis.

II. Rainmaker Compensation Schemes: The Primacy of Bonuses
Bonuses in Boom and Bust
Data on bank compensation practices in the recent boom and crisis were collected
by New York State Attorney General Andrew Cuomo, who published a report on the
subject aptly titled ―No Rhyme or Reason: The ‗Heads I Win, Tails You Lose‘ Bank
Bonus Culture‖ (Cuomo 2009). His summary of the report‘s findings is so important that
I quote from it extensively.
Bonuses are supposed to rise when revenues rise, but then fall quickly when
revenue declines sharply in downturns in order to sustain profit and protect shareholder
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In announcing plans to regulate bonuses, French President Sarkozy stated that ―guaranteed bonuses are to
be banned‖ (Financial Times, Sarkozy tightens bonus rules,‖ August 26, 2009).

10

interests in a very volatile business. That is the rationale for paying top employees such a
high percent of their compensation in bonuses rather than as fixed salaries. Top
employees on Wall Street ―typically make 90% or more of their compensation in yearend bonuses (Wall Street Journal, ―Bank Bonus Tab: $33 Billion Nine Lenders That Got
U.S. Aid Paid at Least $1 Million Each to 5,000 Employees,‖ July 31, 2009).11 And
since, in the years leading up the crisis, ―most bankers could expect to receive anywhere
from 60-90 per cent of their bonuses in cash,‖ the bonus system created powerful
incentives to take risk now and not worry about what problems this might cause for the
firm later (Financial Times, ―Bonus culture remains strong,‖ February 10, 2010). But
Cuomo concludes that ―even a cursory examination of the data suggests that in these
challenging economic times, compensation for bank employees has become unmoored
from the banks' financial performance. Thus, when the banks did well, their employees
were paid well. When the banks did poorly, their employees were paid well. And when
the banks did very poorly, they were bailed out by taxpayers and their employees were
still paid well.‖ He continues:
Bonuses and overall compensation did not vary significantly as profits
diminished. An analysis of the 2008 bonuses and earnings at the original nine
TARP recipients [of $125 billion in government bailouts] illustrates the point.
Two firms, Citigroup and Merrill Lynch suffered massive losses of more than $27
billion at each firm. Nevertheless, Citigroup paid out $5.33 billion in bonuses and
Merrill paid $3.6 billion in bonuses. Together, they lost $54 billion, paid out
nearly $9 billion in bonuses and then received TARP bailouts totaling $55 billion.
For three other firms - Goldman Sachs, Morgan Stanley, and JP. Morgan Chase 2008 bonus payments were substantially greater than the banks' net income.
Goldman earned $2.3 billion, paid out $4.8 billion in bonuses, and received $10
billion in TARP funding. Morgan Stanley earned $1.7 billion, paid $4.475 billion
in bonuses, and received $10 billion in TARP funding. JPMorgan Chase earned
$5.6 billion, paid $8.69 bil1ion in bonuses, and received $25 billion in TARP
funding. Combined, these three firms earned $9.6 billion, paid bonuses of nearly
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The more senior and more highly placed in the firm‘s hierarchy the rainmaker, the greater the proportion
of his compensation that comes in the form of bonuses rather than salary. Bowden and Posch 2009 (p. 7)
suggest that in US investment banking, junior rainmakers receive 40% of their pay in bonuses, seniors
receive 60%, and high seniors 80%. This means that the top rainmakers who have the most influence in
company policy also have the strongest reason to push the firm into high risk strategies that maximize
bonuses in the boom.
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$18 billion, and received TARP taxpayer funds worth $45 bil1ion (Cuomo 2009,
pp. 1-2, emphasis added).12
Losses reported by Merrill totaled $35.8 billion in 2007 and 2008, enough to wipe
out 11 years of earnings previously reported by the company. Yet for the 11-year period
from 1997 to 2008, Merrill‘s board gave its chief executives alone more than $240
million in performance-based compensation (New York Times, ―After losses, a move to
reclaim executives‘ pay,‖ February 22, 2009). John Thain took over as Merrill‘s CEO
after Stanley O‘Neil had been relieved of his command (with a $161 million golden
handshake). Though he worked only one month in 2007, his total compensation that year
was valued at $83 million (Prins 2009, p. 84).13
Taking a full-cycle view, Cuomo shows that while compensation did accelerate in
the boom, it failed to shrink in line with revenue in the crash. Indeed, as earnings at key
banks collapsed, it increased.
For instance, at Bank of America, compensation and benefit payments increased
from more than $10 billion to more than $18 billion between 2003 and 2006. Yet,
in 2008, when Bank of America's net income fell from $14 billion to $4 billion,
Bank of America's compensation payments remained at the $18 billion level …
even though 2008 performance was dismal when compared to the 2003-2006 bull
market. Similar patterns are clear at Citigroup, where bull-market compensation
payments increased from $20 billion to $30 billion. When the recession hit in
2007, Citigroup's compensation payouts remained at bull-market levels –well
over $30 billion, even though the firm faced a significant financial crisis. (Cuomo
2009, p. 2)
The collapse of Lehman Brothers destroyed $22 billion of shareholder value as
measured by the decline in the book value of equity. Yet compensation in 2008 was
larger than in 2004 when the firm was profitable. ―Lehman paid out $55 billion to
employees in the decade to the end of 2008. Shareholders earned cumulative profits of
zero, including the loss of all of their capital when the firm failed‖ (The Economist, July
18, 2009 p 72, ―Are investment banks run for employees or shareholders?‖).
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A major source of public frustration with the TARP program was the perception that banks who received
government funds used them primarily to pay bonuses and dividends rather than to expand credit to the
public as intended.
13
After Merrill was rescued from potential collapse by a takeover by Bank of America, its CEO John Thain
requested a $10 million dollar bonus from the Board. An ―icy-worded‖ letter from Cuomo reinforced by
negative public opinion forced Thain to rescind his request (Prins 2009, p. 24).
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Merrill Lynch defended bonuses for its rainmakers as good for shareholders
because they helped create record revenues and profit in the boom and would evaporate if
markets turned down. Yet when revenues plummeted in 2007, Merrill Lynch simply
switched its stated compensation philosophy so it did not have to slash bonuses.
For example, as Merrill Lynch's performance plummeted, Merrill severed the tie
between paying based on performance and set its bonus pool based on what it
expected its competitors would do. Accordingly, Merrill paid out close to $16
billion in 2007 while losing more than $7 billion and paid close to $15 billion in
2008 while facing near collapse. Moreover, Merrill's losses in 2007 and 2008
more than erased Merrill's earnings between 2003 and 2006. Clearly, the
compensation structures in the boom years did not account for long-term risk, and
huge paydays continued while the firm faced extinction (Cuomo 2009, p. 2).
Note that if all investment banks pay their rainmakers whatever competitors are expected
to pay their rainmakers, there is no effective restraint on rainmaker compensation.
Cuomo concludes that the ―repeated explanation from bank executives that
bonuses are tied to performance in a manner designed to promote [long-term] growth
does not appear to be accurate. Indeed, our investigation suggests a disconnect between
compensation and bank performance that resulted in a "heads I win, tails you lose" bonus
system‖ (Cuomo 2009, p. 2). Babchuk and Cohen examined compensation as a share of
―Earnings Before Compensation‖ (EBC) for Cuomo‘s group of banks. This represents the
employees‘ share of the pool of funds available to be divided between employees and
shareholders. From 2003-2006, this varied between 52% and 62%. In the difficult first
half of 2009, it shot up to 74%. Bebchuk asked: ―Might financial firms be letting
employees eat part of the investors‘ lunch?‖ (Bebchuk and Cohen 2009). Rather than
protect shareholders, the bonus system was enriching rainmakers at the expense of
shareholders.
In January 2010 the Wall Street Journal estimated that major US banks and
securities firms were ―on a pace to pay their people about $145 billion for 2009, a record
sum that indicates how compensation is climbing despite fury over Wall Street‘s pay
culture‖ (―Banks Set for Record Pay,‖ January 14, 2010). In fact, compensation totaled
$140 billion, which broke the previous high of $123 billion in 2007 (Wall Street Journal,
―Traders Beat Wall Street CEOs in Pay,‖ April 6, 2010). The New York Times called
attention to ―the huge rebound in profits for members of the New York Stock Exchange,
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which totaled $61.4 billion in 2009, the most ever‖ (―Wall St.Hiring in ANticipatgion of
an Economic Recovery,‖ July 10, 2010). The Financial Times estimated that the top five
investment banks alone paid out $50 billion in bonuses in 2009 (―Don‘t bank on voters
forgetting,‖ January 16-17, 2010). The case of Morgan Stanley is especially egregious. In
2009 it suffered the first annual loss in its 74 year history, yet it set aside $14.4 billion for
bonuses and salaries - ―62 cents of every dollar of revenue.‖ Since perverse incentives
were not been eliminated as a result of the crisis, the inducement to risk-taking remains
strong. Following Goldman‘s recent demonstration that greater risk-taking was the path
to higher profit, Morgan Stanley‘s CFO promised to raise his firm‘s profit by ―increasing
risk-taking its trading business.‖ (New York Times, ―Morgan Stanley‘s Quarter is Weak.
Unlike It‘s Pay Pool,‖ January 21, 2010).
These data demonstrate that it is rational for top financial firm operatives to take
excessive risk in the bubble even if they understand that their decisions are likely to cause
a crash in the intermediate future. Since they do not have to return their bubble-year
bonuses when the inevitable crisis occurs, since they continue to receive substantial
bonuses even in the crisis, and since they can be reasonably assured that the government
will see to it that the crises they cause are as brief and as shallow as possible, rainmakers
have a powerful incentive to pursue high-risk, high-leverage strategies.14 The perverse
incentives of the bonus system were thus were a major cause of both boom and crash.
The idea that it pays investment bankers to take risks for which they receive
immediate reward and not worry about what happens to the risky transaction sometime in
the future is nicely captured by a comment made by a rating agency employee at a
Congressional hearing.
Until last week, I'd never heard of "IBGYBG." But during the Senate Permanent
Subcommittee on Investigations' eye-opening hearings into ratings agency
malfeasance, former Moody's senior credit officer Richard Michalek introduced
me to it while testifying about the perverse incentives that dominated the industry.
On the investment bank side, he said, bankers were looking to score the one-time
fee from whatever securitization deal they were asking the agency to rate, and
14

The fact that financial markets have become so large relative to the real sector, so highly leveraged, and
so systemically risky, enables rainmakers to be sure that governments have no choice but to bail them out
when crises erupt. As Goldman Sachs SEO Lloyd Blankfein assured an interviewer: ―If the financial
system goes down, our business is going down and, trust me, yours and everyone else‘s is going down too‖
(Arlidge 2009). Rainmakers gain enormous power by the structural blackmail built into modern financial
markets.
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move on to the next deal. The incentives for the bank, Michalek said in prepared
testimony, were clear: "get the deal closed, and if there's a problem later on, it was
just another case of IBGYBG--I'll be gone, you'll be gone." Michalek says he
first heard the phrase from "an investment banker who was running out of
patience" with his "insistence on a detailed review of the documentation.‖ (Hayes
2010).
The remark about being ―gone‖ need not refer to leaving the firm. Rather, it more
typically means that by the time that losses are incurred by the firm, rainmakers will have
already received their bonuses from the transaction and will keep them.
The academic literature on executive pay contains a peculiar defense of
skyrocketing executive compensation in the United States. It is argued that ―executives
are expected to demand greater pay when their compensation is subjected to greater risk
through greater equity performance incentives‖ (Core and Guay 2010, p. 6). The ―upward
trend in compensation,‖ Frydman and Saks 2007 argue, may be related to ―the rising use
of incentive pay since the 1980s, as higher remuneration may be necessary to compensate
executives for a riskier stream of income‘ ( p. 17). The logic here is peculiar because it
fails to recognize that the rising use of incentive pay led executives to take greater risk,
thereby helping create the increased volatility in stock prices and profits that makes their
income streams riskier. This is in spite of the fact, mentioned above, that this literature
argues that incentive pay leads executives to adopt riskier strategies. So what should be
argued is that rising executive incentive pay creates greater income volatility that in turn
justifies higher compensation in the form of more incentive pay, which creates more
financial market volatility. These hidden dynamics were a major cause of the recent
collapse in global financial markets.
The rising use of ‗performance-related‘ pay in the form of stock and stock
options, which top executives happily implemented to the applause of supporters of the
‗shareholder value‘ movement, dramatically increased the rate of growth of both absolute
and relative executive pay. For example, Figure 1 in Frydman and Saks 2007 shows that
that median real top executive pay was no higher in the early 1970s than it was in the
early 1940s, while top executive pay relative to the pay of an average worker was lower
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in the early 1970s than in the mid1930s.15 However, from the mid1970s through 2000,
both measures of pay increased by about 450%.16
Many commentators who work in financial markets, the business media and in
universities have claimed that the large losses suffered by rainmakers in the crash provide
evidence that the assertion that perverse incentives were an important cause of the crisis
is untrue. However, while many rainmakers did suffer substantial losses on their
shareholding in late 2008 and early 2009, their cash bonuses and cumulative realized
gains from stock sales in preceding years far exceeded their losses. (Moreover, most
financial stocks have risen substantially since early 2009.) Losses in the meltdown of
Bear Stearns and Lehman Brothers are the supposed trump cards in this debate. Their top
executives suffered very large losses in the value of their stock when their firms failed.
However, an excellent paper by Bebchuk, Cohen and Spamann (2009a) uses SEC
filings to demonstrate that the top executives at Bear Stearns and Lehman Brothers
received very large net compensation in the period from 2000 through -and therefore
including - their firms‘ demise. From 2000 through 2007, the top five executives at Bear
Stearns pocketed $300 million (in 2009 dollars) in cash bonuses. In addition, from 2000
through 2008 they sold shares and options worth $1.1 billion. Their counterparts at
Lehman brothers received $150 million in cash bonuses and $850 million from the sale of
shares and options. As Bebchuk et.al. stress, the ability to cash out their equity positions
at any time exacerbated the perversity of their compensation schemes. 17
Moreover, even if they knew their company‘s stock might crash sometime in the
intermediate future, they could hedge the personal cost of the crash by selling early or
through the appropriate use of derivatives. The compensation of the Bear executives over
15

They studied the largest 101 public corporations in the S&P Compustat database. Only 6.2% of these are
financial companies, while 75% are manufacturing corporations.
16
Incentive-based pay became more attractive to executives in 1950 when a change in federal tax laws
allowed certain kinds of incentive pay to be taxed at the capital gains rate of 25% instead of the 70% to
90% marginal rate on labor income.
17
Rainmaker losses may be exaggerated because they can hedge their stock options and restricted stock
awards so that they do not suffer material losses when the company stock declines. In a study of 911 firms
over 11 years Bettis, Bizjak and Kalpathy 2009 concluded: ―Theory supports aligning executives‘ personal
wealth interest with that of shareholders by granting significant equity rights to executives via stock options
and restricted stock awards. However, executives can easily delink their personal fortunes from those of the
firm by entering into hedging contracts.‖ Moreover, they found ―compelling empirical evidence that, on
average, executives appear to use hedging instruments ‗opportunistically by entering into these transactions
ahead of poor share-price performance and ‗bad news‘ corporate events.‖
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the period was 75% higher than the value of their boom-inflated equity positions in 2000,
while that of the Lehman executives was 67% higher. The average compensation for
these ten executives for the period from 2000 through the collapse of their firms was
about $250 million. Former Bear CEO James Cayne and former Lehman CEO Richard
Fuld came out way ahead of the game even though they suffered very large losses when
their firms‘ shares collapsed. Cayne netted $388 million for the period, while Fuld netted
$541 million.18 Shareholders, of course, suffered disastrous losses.
The authors conclude that perverse incentives are indeed a serious problem.
―Repeatedly cashing in large amounts of performance-based compensation based on
short-term results did provide perverse incentives – incentives to improve short-term
results even at the cost of an excessive rise in the risk of large losses at some (uncertain)
point in the future.‖ ―Given the structure of executive pay, the possibility that risk-taking
was influenced by these incentives should be taken seriously. The need to reform pay
structures is not, as many have claimed, simply a politically convenient sideshow‖
(Bebchuk, Cohen and Spamann 2009b).
These executives would certainly have been better off if their firms did not fail,
but even given their firms‘ failure – which their risk-taking caused, the trip as a whole
was richly rewarding to them.19 20 Andrew Ross Sorkin offered an interesting
interpretation of the dilemma facing top rainmakers in the heat of the boom in an analysis
of decision making by Lehman Brothers CEO Richard Fuld:
18

Bear‘s CEO received $88 million in cash and $289 million in equity sales over the period, while
Lehman‘s CEO received $71 million in cash and $471 million in equity sales (in 2009 dollars). Cayne sold
$61 million in shares in 2008, an unusually large amount; perhaps he had a premonition of disaster.
19
We cannot know the extent to which these executives were aware that their firms‘ risk-taking was likely
to threaten their solvency. It is possible they bought in, to some degree, to their own propaganda about the
safety of the firms under their watch during the boom. And the fact that they held large amounts of stock
when stock prices crashed indicates that they were not aware that their firms were on the verge of collapse,
or they counted on a government bailout. The timing of the end-game is always uncertain. The point is that
even if they were fully aware that their excessive risk-taking in pursuit of bonuses would be sure to
endanger their firms, it was in their material interest to continue down this path. Moreover, the fact that
they made so much money in the boom by taking excessive risk, and did not have to return it in the event of
a crash, was likely to have subconsciously predisposed them not to focus on the possible dangers of their
actions. 2009).
20
An article focused on the rise and fall of Erin Callan, former Lehman CFO, reinforces this point. It notes
that most Lehman rainmakers landed on their feet after the firm‘s collapse. ―Today, 18 months after
Lehman‘s bankruptcy, most of Callan‘s ex-colleagues are back in the game. Some, like Fuld, have started
their own firms. Others have moved to private equity. Many have landed at Barclay‘s, the British bank that
bought the firm‘s core out of bankruptcy‖ (Fortune Magazine, ―The fall of a Wall Street highflier,‖ March
22, 2010, p. 143).
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He had known for years that Lehman Brothers‘ day of reckoning could come –
and worse, that it might sneak up on him. Intellectually, he understood the risks
associated with cheap credit and borrowing money to increase the wallop of your
bets – what is known on the street as ―leverage.‖ But, like everyone else on Wall
Street, he couldn‘t pass up the opportunities. The rewards of placing aggressively
optimistic bets on the future were just too great. (Sorkin 2009, p. 14)21
Figure 1 allows us to take a longer view of the rainmaker-shareholder relation and
changes therein, utilizing pre-tax profit data for investment banks (or broker-dealers)
listed on the New York Stock Exchange (available from the Securities Industry and
Financial Markets Association (SIFMA)), as well as data on bonuses at Wall Street firms
(securities firms located in New York City) collected by the New York State
Comptroller‘s Office.22 Note that while the firms in the two series are not identical, and
thus comparisons between them are imprecise, the general trends in both series and in the
relation between them should be reliable because both are dominated by the giant Wall
Street investment banks. Note also that the bonus data seriously underestimate the actual
bonuses received by Wall Street rainmakers because they do ―not include stock options
that have not yet been realized or other forms of deferred compensation‖ that constitute a
substantial proportion of bonus money‖ (New York State Comptroller‘s Office 2010).
Figure 1 establishes two important facts about the growth of investment banks and
the effects of their compensation practices on the firm and its shareholders over the
period from 1985 to 2008. First, it shows the enormous growth of industry profits in this
era. Profit from 1985 to 1990 averaged about $2.5 billion annually. From 1991 to 1994 it
averaged $5.5 billion. In the first of the two recent financial booms, from 1995-2000,
annual profit averaged $13 billion – over five times the size of average profit in 1985-90.
There was a financial downturn in 2001-02 that cut profit, but at its nadir it was still
about $7 billion. The next boom began in 2003, and, according to SIFMA 2008, the total
revenue generated by New York Stock Exchange firms continued to rise to its peak in
2007. At $352 billion, total revenue was 44% higher in 2007 than it had been in 2000.
However, profit fell by $9.6 billion in 2007 as bonuses and total compensation rose
21

Warren Buffett described the dilemma facing rainmakers in the bubble: "The giddy participants all
planned to leave just seconds before midnight. There's a problem, though: they're dancing in a room in
which the clocks have no hands" (Financial Times, ―Look back in anger at the spirit of the past age,‖
December 29, 2009).
22
Unfortunately, SIFMA does not have after-tax data for its sample of firms.
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relentlessly. The high-risk, high-leverage strategies that drove the revenue boom finally
exploded on shareholders in 2007 and 2008, leaving large losses in their wake.
Second, it shows that the relationship between bonuses and pre-tax profit
changed substantially over time. The dominance of rainmaker interests became stronger
toward the end of the period. Until the latest boom, bonuses were less than profit in years
when profit was rising, although the relative difference between them declined over time.
Starting in 2004, bonuses exceed profit every year. From 2004 through 2006, the gap
between bonuses and profit became very large. In 2005, bonuses rose by $6.9 billion
while profit fell by $4.2 billion – a perverse elasticity. Bonuses were 170% larger than
profit that year. Compensation growth was now substantially eroding profit as the bonus
system was successfully used by rainmakers to capture revenue that would normally be
expected to go to shareholders. In 2006 profit rose by $11.4 billion while bonuses
increased by $8.7 billion, so the gap narrowed, but at $13.2 billion was still very large.
The data for 2007 and 2008 reflect the bizarre character of the evolving rainmaker
financial firm during the crash it helped create. In 2007 these firms collectively lost $11.3
billion. To reward themselves for generating these losses, rainmakers paid themselves
bonuses of $33 billion, an amount far greater than paid in any other year, with the
exception of 2006. 2007 bonuses were only $1billion below the previous boom year. The
bonus system clearly was not working as advertised. If bonuses had declined in 2007 to
their 2002 level, a year in which firms made almost $7 billion in profit, these firms would
have made $26 billion in profit in 2007.23 In 2008, the full force of the meltdown caused
Wall Street to lose a record-high $42.6 billion dollars. Bonuses fell substantially, but at
$17.4 billion they were about equal to the 2004 bonus total (when profit was $13.7
billion). Rainmakers, especially at dominant firms, were endangering their firms and
short-changing shareholders so they could maximize their own compensation. This is a
marvelous example of the unconstrained power of rainmaker-dominated Wall Street
firms.
The massive bailout of Wall Street by the US government discussed below was,
from the perspective of the big banks and their rainmakers, if not for the taxpayer, a
23

While, as noted, these series are not fully consistent, the general conclusion stated here is correct. If
bonuses had been set at 2002 levels in 2007, investment banks would collectively have generated modest
profit instead of suffering substantial losses.
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smashing success. Though the financial system suffered a near-death experience in late
2008 and early 2009, a $12 trillion rescue effort by the government triggered a
miraculous recovery. According to the New York State Comptroller‘s Office:
Wall Street bonuses paid to New York City securities industry employees rose by
17 percent to $20.3 billion in 2009… Total compensation at the largest securities
firms grew even faster and industry profits could exceed an unprecedented $55
billion in 2009, nearly three times greater than the previous all-time record. (New
York State Comptroller‘s Office 2010)
The profit estimate for 2009 is astounding - perhaps too high to be credible. But
the bonus figure of $20.3 billion is clearly far too low. The fact that the bonus series used
here underestimates actual bonuses because it does not count unrealized gains on stock
options and other forms of deferred bonuses was noted above. However, the degree of
under-estimation was especially pronounced in 2009 because, under pressure from the
public and some regulators, many financial firms increased the proportion of rainmaker
pay that comes in the form of deferred compensation. In 2009, ―many financial firms
delayed payments and paid a greater share in stock or other forms of deferred
compensation‖ (New York State Comptroller‘s Office 2010). It is likely that 2009 set a
record for rainmaker compensation as well as for profits. We know that the total
compensation paid to employees at ―leading Wall Street firms‖ in 2009 was a record high
(Wall Street Journal, ―Traders Beat Wall Street CEOs in Pay,‖ April 6, 2010). 2009
compensation data demonstrate yet again that it is rational for rainmakers to take
excessive risks in the boom that help cause financial crises. Even when the system
crashed in 2008, their bonuses were substantial, and the severe threat to the economy
caused by the crash forced the government into a rescue operation so large that it pushed
profit and bonuses to record highs just one year later. In the current regime, there is no
downside to excessive risk-taking by rainmakers.
Figure 2 compares estimated bonuses with net earnings (or profit) for the big five
independent investment banks. (Financial conglomerates Citigroup and JPMorgan Chase
also have giant investment banks. These seven firms dominated the US investment
banking industry.) The information is taken from the Compustat data base. Since income
statement filings with the SEC do not contain bonus information, bonuses are estimated
to be 60% of total compensation, a standard industry assumption. Two of the firms
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essentially failed in the midst of the crisis and were taken over by other banks with
government assistance. Merrill Lynch was absorbed by Bank of America after the
government offered to pay up for to $29 billion of possible future losses associated with
the takeover, and Bear Stearns was taken over by JPMorgan Chase.24 The government
permitted Lehman Brothers to collapse without arranging its takeover, a decision
generally believed to have severely worsened the global crisis. For this reason, there is no
available data on bonuses and profit for these three banks in 2008 in the Compustat data
base. Cuomo 2009, however, shows that Merrill Lynch paid $16 billion in compensation
and benefits in 2008 while suffering a loss of $27.6 billion dollars. The Economist
estimated that Lehman Brother‘s net income was minus $22.5 billion in 2008 while total
compensation was $6 billion, higher than in the boom year of 2004 (July 18, 2009 p 72
―Are investment banks run for employees or shareholders?‖).
Growth in earnings and bonuses since the early 1990s is impressive. Bonuses are
always larger than net earnings, often by a substantial amount. Bonuses are especially
large in the recent boom. More important, the data show that the bonus system failed to
protect the firm and its shareholders in recent downturns. Bonuses generally fell by less
than net earnings in the down years of 2001 and 2002. For Bear Stearns and Merrill
Lynch, 2007 was a very bad year; the former saw net income drop by over 85%, while
the latter suffered an $8 billion loss. Yet bonuses at Bear Stearns fell by only about 20%,
while bonuses at Merrill Lynch declined marginally, exceeding every previous year but
2006. In 2008 both firms self-destructed. Net earnings at Morgan Stanley fell by more
than half in 2007, yet bonuses rose. Goldman‘s net earning fell by about 80% in 2008
while bonuses declined by less than half and are on pace to hit record levels in 2009.25
2008 bonuses were higher than in 2004 and almost as high as in 2005, years in which net
earnings were substantially greater than in 2008. Morgan Stanley‘s 2008 net earnings
were significantly lower than in every year since 1997 – for example, about 60% below
2006 – yet bonuses were larger than in any year from 1997 through 2005.

24

As discussed below, this reorganization of the dominant section of the US investment banking industry
has increased the market power of the remaining firms, with Goldman Sachs and Morgan Stanley now
more powerful than ever.
25
Goldman defends its high bonuses in 2009 on the basis of good performance, but, as discussed below, in
the absence of massive government intervention it too would have failed, so this defense is vapid.
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Balachandran, Kogut and Harnal 2010 use panel data from 117 financial firms
from 1995 through 2008 to test whether executive compensation schemes based primarily
on bonuses in the form of stocks and stock options induced excessive risk-taking in the
decade ending in 2008. Their ―study of compensation incentives poses the question of
whether equity-based compensation is causal: did it contribute to causing the financial
crisis? The results indicate the answer is yes. … Indeed, the top compensation incentives
were big and they worked: financial firms took big risks‖ (p. 36). Davis 2003 quotes an
investment banker‘s take on the industry‘s compensation system: ―The big issue in
investment banking is that the lunatics have taken over the asylum; they have hijacked
the income stream‖ (p. 72). The bonus-based compensation system worked marvelously
for investment bank rainmakers, but proved to be dysfunctional for their shareholders, for
their firms, for taxpayers and for the domestic and global financial system.26 Martin
Wolf was clearly correct when he argued: ―to make anything close to the current system
less unsafe requires radical changes in the rules [of compensation]. Tighter supervision is
not enough. Incentives must change fundamentally‖ (Financial Times, ―Why cautious
reform of finance is the risky option,‖ April 28, 2010).

Rainmakers versus Shareholders
It is possible to compare the effects of the rainmaker compensation system on
both the shareholders and the rainmakers of the big five investment banks. Collective
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An interesting example of the conflict between rainmakers and their firms created by the bonus system
came to light in reporting about a hedge fund called Magnetar. In 2006, Magnetar began to buy the riskiest
‗equity‘ positions in CDOs. Since they were the equity owners, they were the CDO‘s sponsor and, as such,
could pressure the managers of the CDO, which is a separate legal entity, into putting especially risky
MBSs into the CDOs, substantially increasing the likelihood that the CDO would fail. ―Then Magnetar
bought credit default swaps on the debt issued by the CDOs. If the CDOs collapsed, as many did, their
equity would become worthless, but their credit default swaps would repay them many times over‖(Kwak
2010). Magnetar made a lot of money using this strategy.
This story shows how bizarre and inefficient modern financial markets had become. No one would
have sold Magnetar inexpensive insurance against loss in the value of bonds in a risk-laden CDO if they
knew how risky it was, or if credit ratings agencies weren‘t systematically providing risky CDOs with high
credit ratings. But it also sheds light on the effects of the bonus system. The banks that sold Magnetar CDS
insurance at under-priced fees lost a lot of money. In one deal, Magnetar put $10 million into an equity
position in a CDO, ―then turned and shorted $1 billion of AAA-rated bonds issued by the CDO.‖ The
investment bank JPMorgan Chase had insured the bonds in return for up-front fee of $20 million, but took
an $880 million loss when the bonds failed, a serious blow to the bank‘s profit. But since about $10 million
of the fee money was used for compensation, the bank‘s rainmakers ―did just fine, despite having placed a
ticking time bomb on their own bank‘s balance sheet‖ (Kwak 2010).
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rainmaker bonuses can be obtained by adding up the bonus values in Figure 2 over time.
They obviously get very large in the late 1990s boom and much larger in the boom that
followed. Bonuses stayed high in 2007, fell slightly in 2008, and rebounded in 2009. The
lion‘s share of the bonuses went to the top employees I refer to as rainmakers. Cuomo
2009 estimates that in the disaster year of 2008, Merrill Lynch paid bonuses over one
million dollars to 696 employees (the top four recipients‘ average bonus was over $30
billion), Morgan Stanley gave million-plus bonuses to 428 employees (with a top four
average of $18 billion), while 953 Goldman Sachs‘ employees received over $1 million
bonuses (with a top four average of over $11 million). But gigantic or merely very large,
the key point about rainmakers‘ bonuses is that they never have to give them back no
matter how badly the firm performs – even if it fails. Each year‘s bonus gets added to
those in previous years. Treasury Secretary Timothy Geithner observed: ―You had
compensation practices across the financial system designed in a way that people were
able to benefit from the upside without being exposed to sufficient risk of loss on the
downside‖ (Bloomberg, ―Fed Said to Press Largest Banks to Lower Pay Incentives for
Risk,‖ April 22, 2010).
What about shareholders? They receive capital gains in periods when the stock
price is rising, as well as dividends each year. Their returns are thus very high in years of
financial exuberance such as we experienced from the mid 1990s to 2006. But they also
suffer large capital losses in financial downturns. A major index of bank stock prices fell
by more than 80% from its peak at the end of 2006 to its trough in early 2009 (New York
Times, ―After Crisis, Show of Power From JPMorgan,‖ July 14, 2010). In other words,
while rainmakers keep adding to their wealth in good years and in bad, shareholder have
to subtract the bad-year losses from the good-year gains. A standard way to measure
shareholder gains over time is by calculating what is called the ―cumulative total return‖
(CTR) on the stock. The total-returns calculation includes capital gains or losses over
time (adjusted for stock splits) and assumes dividends are used to buy more shares. CTR
assumes you buy a stock at one specific date and hold it until another specific date.
To estimate the effect of the financial boom and bust on shareholders we thus
have to select a terminal date for measurement. Should this be the low point for stock
prices in early 2009 or the most recent data available? I would argue that the most
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relevant question in terms of evaluating the effect of perverse incentives on shareholders
is: what would have happened to shareholders if market forces alone had been left to
determine their fate? It thus seems reasonable to examine shareholder and rainmaker
returns along the path that their firms‘ market activities brought them by March 2009,
prior to the rebound caused by radical government intervention in the market system.
Indeed, even this approach substantially under-estimates the damage to shareholder
returns that would have been done by the rainmaker compensation system because, left
only to market forces, returns would have continued to plummet after March, with no
obvious lower limit - other than zero.27 Most analysts agree the rise in stock prices after
their March nadir could not have taken place without the massive bailouts of financial
firms and the real-sector economic stimulus packages enacted both in the US and in most
of the rest of the world. Without an approximately $12 trillion dollar US financial market
bailout (that includes loan guarantees), accompanied by aggressive expansionary fiscal
policy, it is likely that all large US financial firms would have crashed (New York Times,
―Adding up the Government‘s Total Bailout Tab,‖ February 4, 2009). The Center for
Media and Democracy estimated that federal agencies had directly disbursed $4.6 trillion
to financial firms: $700 billion through the Treasury‘s TARP program and $3.8 trillion in
Fed loans (―CMD Releases Bailout Tally, $4.6 Trillion in Federal Funds Disbursed,‖
April 1, 2010) http://www.prwatch.org/node/8987).28
Even the two strongest independent investment banks, Goldman Sachs and
Morgan Stanley, would not have survived in the absence of the bailout. In midSeptember 2008 Bernanke warned party leaders on capital hill that the ―last two big
investment banks are under siege‖ (Moran 2009, p. 19). The claim that even the two
surviving independent investment banks would have failed had the government not
rushed to their rescue strongly reinforces our choice of March 2009 as the end date for
our CTR calculations. Therefore, we consider this matter in some detail before turning to
CTR data.29
27

This is a general problem in assessing debates over strengths and weaknesses in financial markets since
the late 1970s. In the absence of repeated government interventions to rescue or resuscitate crisis-ridden
financial markets, the impressive secular growth of financial markets could not have occurred.
28
$2 trillion of these loans were was still outstanding as of April 2010.
29
Not only did the massive government bailout rescue the financial system from assured destruction, it
provided an opportunity for clever firms to make money by betting that the rescue would take place. The
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The Financial Times described the vigorous efforts of the Fed to prevent the
collapse of Goldman and Morgan Stanley.
The US Federal Reserve is attempting to shepherd Goldman Sachs and Morgan
Stanley – the last two members of the dying breed of large US investment banks –
to safety. It is throwing its arms around the two companies both as a supportive
regulator and as a provider of liquidity on exceedingly flexible terms. Bankers say
the Fed has also been making calls to banks telling them not to take advantage of
the precarious position of Goldman and Morgan Stanley to poach business, and
sharing its concerns with foreign central banks. Sunday night‘s announcement
that the Fed had approved their application to become bank holding companies
and ensure they had full access to emergency loans during the transformation
process was rushed out in time for the start of trading in Asia on Monday. The
Fed is trying to help to shield them from the sudden collapse of their funding
model – using short-term collateralised loans in the repo market – and help them
to make the transition to another business structure. The US central bank has
taken aggressive steps in recent days to backstop the repo market, which was
traditionally funded in large part by money market mutual funds, which are now
retreating to safe assets. Goldman and Morgan were probably the biggest single
beneficiaries of these moves, including the easing of collateral rules on lending.
But the Fed wanted to ensure they had a credible new funding model – which will
now include much greater use of deposits. … Analysts said the Fed moved to
approve Goldman‘s and Morgan‘s application to become bank holding companies
in record time. The US central bank – which will now be their chief regulator –
has said it will allow them to phase in newly applicable regulations including
those covering capital requirements rather than have to rush to comply with them
immediately. By taking Goldman and Morgan into its embrace, the Fed appears to
be making clear to the market that the two companies will be within the central
bank‘s safety net on a permanent basis and will have access for the foreseeable
future to emergency liquidity. (Financial Times, ―Fed moves to protect Goldman
and Morgan Stanley,‖ September 22, 2008) 30 31
top 25 hedge funds managers made a collective 25 billion dollars in 2009 - more than double what they
made in 2008, much of it by engaging in heavily leveraged bets that the government would have to bail out
the big banks. David Tepper made $4 billion by making a wager that ―the government would not let the big
banks fail, even as other investors fled financial shares amid fears that banks would collapse or be
nationalized.‖ Tepper ―loaded up on the preferred shares and bonds of the big banks in late 2008 and early
2009, correctly assuming that the government would not permit bigger institutions to fail.‖ He also made a
killing by buying AIG bonds (New York Times, ―Pay of Hedge Fund Managers Roared Back Last Year,‖
March 31, 2010). Note that these hedge fund overlords pay a 15% federal tax rate on their billions because
they bribed Congress into treating their income as capital gains for tax purposes.
30
Nomi Prins emphasized how critical the Fed‘s designation of both Morgan and Goldman as bank holding
companies was to their survival.
Two of the country‘s most powerful investment banks, accustomed to making huge profits and
having limited government regulation, came to the Fed‘s doorstep, hat in hand, and asked - nay
begged! - for government help. They wanted the Fed to make them bank holding companies
(BHCs). … The Fed determined that emergency conditions existed because of the prevailing
market chaos and because the sky had fallen on Lehman Brothers, the banks‘ competitor. Under
―unusual and exigent circumstances,‖ as defined in a 1932 provision of the Federal Reserve Act,
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Rolling Stone's astute financial analyst Matt Taibbi argued that Goldman
could not have survived without massive government assistance.
Less than a week after the AIG bailout, Goldman and another investment
bank, Morgan Stanley, applied for, and received, federal permission to
become bank holding companies - a move that would make them eligible for
much greater federal support. The stock prices of both firms were cratering,
and there was talk that either or both might go the way of Lehman Brothers,
another once-mighty investment bank that just a week earlier had disappeared
from the face of the earth under the weight of its toxic assets. By law, a fiveday waiting period was required for such a conversion - but the two banks got
them overnight, with final approval actually coming only five days after the
AIG bailout.
Why did they need those federal bank charters? [They] were, in reality,
high-risk gambling houses that were allowed to masquerade as conservative
commercial banks. As a result of this new designation, they were given
access to a virtually endless tap of "free money" by unsuspecting taxpayers.
The $10 billion that Goldman received under the better-known TARP bailout
was chump change in comparison to the smorgasbord of direct and indirect
aid it qualified for as a commercial bank. When Goldman Sachs and Morgan
Stanley got their federal bank charters, they joined Bank of America,
Citigroup, J.P. Morgan Chase and the other banking titans who could go to
the Fed and borrow massive amounts of money at interest rates that, thanks to
the aggressive rate-cutting policies of Fed chief Ben Bernanke during the
crisis, soon sank to zero percent. The ability to go to the Fed and borrow big
at next to no interest was what saved Goldman, Morgan Stanley and other
the Fed could grant the changeover and allow the investment banks access to the discount lending
window, effectively ensuring Morgan Stanley and Goldman Sachs easy access to massive lines of
credit. For those of you keeping score at home: change of status equaled river of free money. No
one questioned the Fed‘s actions.
Morgan Stanley also applied to become a financial holding company (FHC); Goldman
Sachs gave notice of its intent to do the same. The BHC and FHC designations provided the best
of both worlds - the investment banks got guarantees and cheap loans from the government as
BHCs, plus freedom from many commercial bank regulations as FHCs. A BHC can only engage
in classic commercial banking activities (such as taking deposits and extending loans), whereas an
FHC has a broader mandate, in fact one nearly identical to everything both investment banks were
already doing.
The Fed approved the investment banks‘ BHC filings that September 21 night, bypassing the
regular five-day antitrust waiting period and without time or apparent inclination for any
meaningful debate. (Prins 2009, p. 66, emphasis in original)
31
William Cohen, an editor at Fortune Magazine, discussed the bonanza top bank executives received as a
result of government bailouts. ―What is not hard to argue is that the smorgasbord of government programs
and initiatives have helped insure the survival of [America‘s largest banks] by restoring investor
confidence, in turn boosting their stock prices and the value of chief executives‘ stock holdings.‖ He points
out that Goldman‘s CEO had company stock worth $168 million at their low point in 2008 but in late
September 2009 their value had risen to $623 million. JPMorgan‘s CEO saw his stock rise from $168
million to $503 million as the result of government support of financial markets. (Financial Times, ―Bank
chiefs owe a personal debt to taxpayers,‖ September 22, 2009).
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banks from death in the fall of 2008. "They had no other way to raise capital
at that moment, meaning they were on the brink of insolvency," says Nomi
Prins, a former managing director at Goldman Sachs. "The Fed was the only
shot." In fact, the Fed became not just a source of emergency borrowing that
enabled Goldman and Morgan Stanley to stave off disaster - it became a
source of long-term guaranteed income. Borrowing at zero percent interest,
banks like Goldman now had virtually infinite ways to make money. (Taibbi
2010, pp. 4-5, italics added)32
Even former Goldman SEO Henry Paulson seems to agree with this perspective.
―I have never been a proponent of [government intervention]‖ he said, but ―there‘s no
way to stabilize the markets other than through government intervention‖ (Wall Street
Journal, ―Rescue Plan Stirs Calls for Deeper Intervention,‖ September 24, 2008). John
Gapper, the respected Financial Times columnist, argues that Goldman is so politically
powerful that there was never doubt that the government would come to its rescue, a
situation which reinforced risk-taking. President Obama ―told a friend that the angriest he
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Sorkin 2009 has a lengthy and detailed analysis of the convoluted evolution of Treasury and Fed thinking
about what should be done about the emerging crisis, complete with key-player dialogue. It makes clear
that Treasury Secretary (and former Goldman CEO) Paulson feared above all else that, after Lehman‘s
collapse, Morgan Stanley would fail, causing mighty Goldman to go down. He would do whatever was
required to prevent this. ―With Morgan Stanley on the ropes, Paulson had been growing increasingly
worried about Goldman, and if Goldman were to topple, it would, he believed, represent a destruction of
the system‖ (p. 423). A top executive at Morgan Stanley assured CEO John Mack that Paulson would not
let their firm fail. ―He‘ll keep us alive… because if he doesn‘t, then Goldman will go‖ (p. 445).
Paulson‘s attitude toward the prospective failure of Lehman Brother was quite different. Though
he made serious early efforts to keep it afloat, he aggressively pressured Lehman to declare bankruptcy just
before he announced the decision to open the Fed‘s discount window for the first time to investment banks.
―Paulson had another reason for insisting that Lehman file [for bankruptcy]: If the Fed was going to open
its discount window even wider to the remaining broker-dealers, he didn‘t intend that Lehman be granted
that access; doing so would represent another opportunity for moral hazard‖ (p. 355). Paulson‘s concern
with moral hazard seemed to have affected only his decision on Lehman; it did not prevent efforts to rescue
Bear Stearns or AIG - though Bear Stearns‘ CEO James Cayne testified to Congress that if the New York
Fed had opened its discount to his firm, it might have survived (New York Times, ―Fed Faults Its New York
Office‘s Oversight of Big Banks,‖ May 7, 2010). Keep in mind that the entire bailout effort was a massive
exercise in the creation of moral hazard in which every surviving large financial institution was officially
declared to be too big to fail. Had Lehman been able to take advantage of this new source of funds, it would
probably have survived. Paulson‘s decision, reinforced by the accelerated process that made both Morgan
Stanley and Goldman bank holding companies eligible for unlimited Fed cheap money, left the two firms in
a dominant position in the investment banking market.
Current Goldman Sachs executives and former top Goldman employees currently serving in the
Treasury Department were key players in determining how the government handled all facets of the bailout
process, including those that affected Goldman. In the midst of one discussion concerning a decision that
would help Goldman, a former Goldman executive serving in the Treasury Department warned: ―Look at
all the connections you‘ve got: Treasury and [former Goldman executive] Steel and me. Goldman is
everywhere. We have got to be careful‖ (p. 477).
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got as president in [2009] was when heard Blankfein say that Goldman was never in
danger of collapse‖ (Heilemann 2010).
A lot of people used to think that Goldman Sachs runs the US economy. Now we
know it does. … Goldman has been one of the prime beneficiaries of recent
interventions by the Treasure and the Federal Reserve. … Goldman got a helping
hand from the government and stands to get another one while Lehman was –
rightly in my view – allowed to fail and Bear Stearns‘ shareholders were nearly
wiped out. Would the Treasury and the Fed ever have allowed Goldman to follow
and its partners to lose their wealth? I doubt it.‖ (Gapper 2008)33
Government efforts to save giant financial corporations and in the process restore
high profit and giant bonuses succeeded. Total Wall Street compensation for 2009 was
the highest ever. In an article focused on the contribution made by the government to
financial firms and markets that enabled the resurgence of profits and bonuses at big
financial firms after the first quarter of 2009, Financial Times columnist Francesco
Guerrera explained:
Take debt guarantees. US banks (and General Electric) have issued a total of more
than $280bn in top-rated bonds backed by the government since November,
according to Dealogic. The programme will end at the end of October, but most of the
debt has a three-year maturity, leaving financial groups to enjoy much lower funding
costs until at least 2011. And if that was not enough, the state, through Fannie Mae
and Freddie Mac, is still subsidising banks by backstopping most long-term
mortgages. But the biggest form of state support for the US banking sector is
arguably its simplest. Near-zero interest rates allow banks to make a killing the oldfashioned way: borrowing at low rates and lending at much higher ones. Judging by
the Federal Reserve's utterances and the sickly state of the real economy, that giant
prop will remain in place for the foreseeable future. Capital markets have also roared
back thanks to (yes, you've guessed it) massive government help. … In this golden
era, it is almost impossible for banks not to rake in profits. (Guerrera 2009)
Since we have selected and defended an end-date, we can turn to CTR
calculations. The top graph in Figure 3 presents nominal total cumulative return for the
big independent investment bank shareholders measured using an end point of March 25,
2009. It shows that if you bought their stock in the early 1990s and held it until March 25,
2009, you would have done very well indeed. However, if you bought the stock after
1996, you would have lost money on your investment. For example, if you purchased the
stock in 1998, by early 2009 you would have lost 66% of your original investment, while
33

Ross Levine 2010 argues that Goldman and Morgan Stanley were ―arguably rescued from failure through
an assortment of public programs‖ (p. 22).
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the rainmakers in these firms were accumulating tens and even hundreds of millions of
dollars of bonus. The lower graph presents real or inflation-adjusted total cumulative
returns. If you bought stock in the big five after 1994 you would have lost wealth. Buying
in 1998 would result in a 77% loss of investment value.
Thus, over the period of the two recent financial market booms when the new
compensation system became strongly entrenched in the big investment banks,
rainmakers became phenomenally wealthy by following high-risk high-leverage
strategies, while their stockholders were financially destroyed. ―All this has reinforced
the idea that banking is simply a gravy train for employees‖ (The Economist, ―The bonus
racket,‖ Jan 29, 2009). Even Alan Greenspan, the most influential cheer leader for
unregulated, free-market ‗shareholder‘ capitalism, eventually acknowledged that the
system he championed left shareholders at the mercy of rainmakers. ―I made a mistake in
presuming that the self-interest of banks and others was such that they were best capable
of protecting their own shareholders‖ (quoted in Mason 2009, pp. 118-19).
Joseph Stiglitz reflected on the compensation practices in financial markets in the
current era.
There used to be a social contract about the reasonable division of the gains that
arise from acting together within the economy. Within corporations, the pay of the
leader might be 10 or 20 times that of the average worker. But something
happened 30 years ago, as the era of Thatcher/Reagan was ushered in. There
ceased to be any sense of fairness; it was simply how much the executive could
appropriate for himself. It became perfectly respectable to call it incentive pay,
even when there was little relationship between pay and performance. In the
finance sector, when performance is high, pay is high; but when performance is
low, pay is still high. The bankers knew-or should have known-that while high
leverage might generate high returns in good years, it also exposed the banks to
large downside risks. But they also knew that under their contracts, this would not
affect their bonuses. (Stiglitz 2010a)
III. Do Rainmaker Premiums Exist: If So, Are They Rent?
A Brief Survey of a Sparse Literature
Given the vital importance of financial firm compensation practices to both rising
inequality and the creation of financial instability in the current era, it is surprising that
the academic literature on this topic is not extensive.34 After observing that compensation
policies that ―incentivized top executives of United States financial institutions to take
34

The literature on the compensation of nonfinancial firm executives is richer.
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excessive risk‖ were widely believed to be a major cause of the financial crisis,
Balachandran, Kogut and Harnal 2010 note: ―The academic evidence that speaks to this
claim of excessive risk [due to compensation schemes] is surprisingly sparse‖ (p. 2).35
However, there are a few articles that together show that the compensation received by
rainmakers in investment banks and other financial firms is higher than the compensation
of seemingly equivalent workers in nonfinancial firms, and that this premium is a form of
unearned rent.
Sum and Tobar 2008 mine the Quarterly Census of Employment and Wages
(QCEW) data set, a joint statistical program of the US Bureau of Labor Statistics and
each of the fifty states, to demonstrate that the pay gap between elite Wall Street
personnel and everyone else is very large and grew rapidly in the years leading up to the
crisis. This data source is useful because it includes bonuses, stock options, commissions
and profit sharing. Unfortunately, it only generates estimates of average earnings and thus
sheds light on rainmaker compensation only indirectly.
The bulk of bonuses received by investment bankers appear in the first quarter of
the year in the QCEW data. In the first quarter of 2007, average weekly earnings for
employees in the investment banking and securities industry in Manhattan was $16,918,
which was 19.1 times higher than the average weekly earnings for the country as a whole.
Price-adjusted average weekly earnings grew by 21.5% between the first quarter of 2006
and the first quarter of 2007 for Wall Street employees, compared to 2.5% for all US
workers. The absolute increase in earnings was 136 times larger for investment banking.
The authors show that between the first quarters of 2002 and 2007, Wall Street, which
employed 2.4% of all New York State payroll workers, accounted for 58% of the total
state increase in earnings. Finally, they estimate that total Wall Street bonuses in 2006
and 2007 combined exceeded the total increase in the annual wage of the 109 million
production and nonsupervisory workers in the country between 2002 and 2007.
Paul Oyer 2006 provides important empirical support for the claim that highly
educated employees of investment banks get paid substantially more than equally
qualified people who work in other industries. His data base is several thousand graduates
35

They state that the ―standard finding‖ in academic studies of the effect of executive compensation
heavily weighted with stocks and stock options is, in the case of nonfinancial corporations, that this both
aligns executive and shareholder interests and induces higher risk-taking.
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of Stanford‘s MBA program. He assumes these MBAs have broadly equivalent human
capital attributes. ―The pool of potential investment bankers in a typical Stanford MBA
[class] is relatively homogeneous…‖ (p. 23). Since investment banking is an extremely
popular field among Stanford MBAs, Oyer argues that the percentage of new graduates
who enter investment banking is chronically constrained by job availability or the
demand side of the market. That is, he sees a chronic excess supply of potential
investment bank rainmakers, a finding that conflicts with the conventional justification of
high premium discussed in section IV- the assumption that there is a chronic excess
demand for rainmakers. During stock market booms, demand rises, so the percentage that
enters Wall Street rises as well. ―The data are consistent with a labor market where a
large percentage of Stanford MBAs could be successful investment bankers [and] Wall
Street demands more people when the stock market is doing well‖ (p.23). In spite of
what appears to be a chronic excess supply of Stanford MBAs who wish to be investment
bankers, Oyer documents that those who do get Wall Street jobs get much higher salaries
than those who enter other fields. The investment banking premium is stunning.
It is clear that investment bankers earn a substantial premium relative to other
GBS alumni. The [annual] premium varies from about 60% for a new MBA on
Wall Street relative to one in management consulting to over 300% for investment
bankers fifteen years after leaving Stanford relative to an average alumnus with
the same amount of experience in any other industry. … I estimate that a new
MBA that goes to Wall Street can expect to earn between $2 million and $6
million in discounted lifetime income (in $1996) relative to what he would earn if
he took a job elsewhere‖ (p. 2).
The first year premium over those who enter consulting, a prestigious and much
sought job, is $71,000, while it is $115,000 over entrepreneurs and $98,000 over the
catch-all ‗other‘ category. The curious thing about such high starting pay premiums for
investment bank hires is that competition to get jobs at banks such as Goldman Sachs,
Morgan Stanley and JPMorgan Chase is so intense that these firms could pay starting
compensation well below other employers and still get their pick of the crop. There is no
rational justification for paying such huge premiums. In the fifteenth year the
corresponding annual differences are $578,000, $1 million and $937,000 respectively.
Oyer notes that these are likely to be under-estimates of the Wall Street premium.
―However, if anything, I would expect …that the income premium for investment
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bankers in Table 7 is biased downward because so much investment banking income
comes through bonuses‖ whereas the income measure is salaries (p. 29). Since bonuses
are the main form of rainmaker compensation often hitting 90% of compensation, this
under-estimation must be extremely large.
What is the nature or character of these premiums? In spite of his insistence that
that the number of investment banking jobs to Stanford MBA students is chronically
demand-constrained, Oyer implicitly assumes these premiums are competitive
equilibrium phenomena. He thus draws the only logical conclusion consistent with his
assumption: ―the wage difference is a compensating differential that roughly offsets the
unpleasant parts of being an investment banker‖ (p. 23). Though he suggests that there is
always an excess supply of Stanford MBAs willing to work on Wall Street, investment
banking nevertheless must be much more unpleasant than deep-pit mining since it takes a
fifteenth year annual premium of from $578,000 to $1 million to get anyone to do it.
There are two important empirical papers that document the existence of large
compensation premiums received by top employees of financial firms and provide
persuasive evidence that these premiums are rents rather than returns to human capital:
Philippon and Reshef 2009 and Goldin and Katz 2008.
The Philippon and Reshef paper has been widely cited in the press (a Google
search turned up 950 references) both because the topic of excessive financial rainmaker
compensation has received so much public attention and because academics have
provided little help in understanding this phenomenon. We therefore review their work in
some detail.
A number of important empirical trends are unearthed in the paper. It utilizes
average industry wages provided by the BLS Industry Accounts of the U.S. (These
accounts thus provide no direct information on the pay of top earners.) The authors show
that the ratio of the average wage of financial market employees relative to the average
wage in other industries was high in the 1920s through the early 1930s, when it peaked at
over 1.6. The late 20s was an era like our own, with light regulation, rapid financial
innovation and a vigorous financial bubble. It then collapsed through the early 1950s
under the much stricter regulatory regime of the period, and continued to decline
modestly through the late 1970s, where it approached 1.0. At this point, there was no
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premium. The ratio rose again through 1990 to near 1.2 as the previous regulatory regime
was deconstructed. It then skyrocketed through 2006, where, at 1.7, it exceeded the peak
reached after the bubble of the 1920s. The authors conclude that the relative wages of
financial sector workers exhibit a long-term U-shape that needs to be explained. It is the
U-shaped relative wage profile that captured the interest of many financial
commentators.36
The paper separates financial employees into three sub-categories: credit
intermediation, insurance and ‗other finance.‘ ‗Other finance‘ includes commodity
traders, investment funds and trusts, venture capital, hedge and private equity funds, and
investment banks. It thus comes closest to the financial firms and rainmakers we are
interested it.37 All three relative wage indices behave as the aggregate relative wage did
through 1980, though the ‗other finance‘ index actually was below 1.0 for much of the
1950s and 1960s. After 1980, the indices for credit intermediation and insurance rise
above 1.0, and eventually hit 1.5 in 2006; there were highly paid rainmakers in these
sectors. But as Figure 4, taken from Philippon and Reshef, shows, the relative wage for
“other finance” accelerates to near 4.0 by 2006 – a ratio almost four times its 1980
value, two and one-half time higher its early 1930s peak, and almost three times higher
than compensation for credit intermediation and insurance. From 1980 to 2006,
compensation in ‗other finance‘ ran away not only from compensation in nonfinancial
industries, but from the rest of financial services as well. ‗Other finance‘ clearly
contained a disproportionate share of the rainmakers who gained most from the financial
innovation and deregulation of secular financial boom. It is interesting to note that the
pattern over time of ‗other finance‘ is quite similar to that of the percent of before-tax
income captured by the top .01% of the income distribution (Saez 2009, Figure 3). This is
because, as noted below, financial market rainmakers constitute a very high percentage of
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Though the share of GDP represented by financial firm compensation increased after 1980, rising from
just over 4% that year to just under 8% in 2005, the share of employment, which grew at about the same
pace as compensation through the late 1970s, peaked in 1987 at 4.6% and remained relatively constant
through 2005. The rapidly rising industry wage bill combined with slow rising employment led to the rise
in the relative wage ratio. See Philippon and Reshef 2009, p. 5 and Figure 1.
37
In 2006, the proportion of workers with at least a college degree was 54% in ―other finance‘ and 32%
and 26% in insurance and banking respectively (p. 9).
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the richest Americans. Financial market compensation has been perhaps the major force
behind the rapid rise in income inequality since the early 1980s.
The authors address the question of how to explain this U-shaped long-term trend.
Using Current Population Survey data, they estimate wage regressions that include as
control variables education, race, gender, marital status, urban residence, and experience.
These regressions show that ―individuals working in finance indeed earn more than
observationally equivalent workers‖ in other industries (p. 24) by a percent that peaked in
2005 at 20% - about four times its value in the years from 1967 to 1980. Given the
pronounced differences among the relative wages in credit intermediation, insurance and
„other finance,‟ it would be reasonable to assume that the „other finance‟ premium is
very much larger than 20%.38 The use of CPS data creates a very strong downward bias
in these estimates because CPS incomes are top-coded – incomes above an arbitrary level
are recorded as if they were equal to that level. CPS data ―is not appropriate for the study
of very high incomes‖ (Philippon and Reshef 2007, p. 3). The authors note that there are
more top coded individuals in finance than in nonfinancial industries: twice as many in
credit intermediation, 2.4 times as many in insurance, and 13 times as many in „other
finance.‘ Though they make a standard, modest ad hoc adjustment for this bias that is the
same for all subsectors, it cannot eliminate the bias problem, especially for the top
earners in ‗other finance.‘
The authors also construct a ―benchmark relative wage series‖ for the financial
sector relative to the nonfinancial sector that is based on a number of empirical factors
that should influence the movement of this series over time, and compare it to the actual
relative wage series discussed above. The difference between the actual and benchmark
series is called the historical excess wage series. This series shows that the historical
excess wage series peaks at about 33% in the late 1920s and early 1930s, cycles around
zero in the late 1950s through 1990, they explode upward to a 2006 peak of over 40%.
They conclude that relative wages rose in the post-1980s in large part because of
deregulation: ―the evidence points clearly towards a causal role for regulation.‖ An index
of deregulation tightly tracks the relative wage series. ‗Anything goes‘ deregulation
unleashed innovation that led to the creation and trading of extraordinarily complex
38
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financial products such as mortgage backed securities, collateralized debt and loan
obligations, and credit default swaps. These in turn required highly educated and highly
skilled employees who could command very high compensation. ―Deregulation increases
creativity and innovation and increases the demand for skilled workers‖ (p. 4). Since
these products were concentrated in ‗other finance,‘ it is not surprising that this was the
sector with by far the highest relative wage growth. But they also show that rainmakerdriven compensation growth was far greater than can be justified by the increased
demand for human capital in finance. “We find that 30% to 50% of the excess wage can
be explained by factors other than individual ability,” and “conclude that a large part of
the excess wages in [historical excess wage series] is due to rent” (p. 29). The Economist
states their conclusion this way: ―30-50% of the wage gap between financial and nonfinancial workers between the mid-1990s and 2006 was the fruit of what they judge to be
rent-seeking rather than genuine wealth-creation‖ (―Surviving the slump,‖ May 30, 2009,
p. 17).
The authors note that large rents ―explain the large flow of talent into the
industry,‖ but they do not explain what caused or sustained the rents (p.31). Since they
find that ―financial creativity‖ has been over compensated and believe that regulation is
likely to be more restrictive in the future, they argue that the excess relative wage of the
recent past is not sustainable.
From the mid-1920s to the mid-1930s, and from the mid-1990s to 2006, however,
the compensation of employees in the financial industry appears to be too high to
be consistent with labor market equilibrium. Moreover, in the recent period, we
show that this result remains even if we control for unobserved individual
heterogeneity. This finding is prima facie evidence that the financial sector is not
in a sustainable labor market equilibrium, and that short term rents area likely to
diminish. (p. 5)
Thus, the academic study most relevant to the questions we have asked
demonstrates that financial workers get paid much more than equivalent non-financial
workers and that much of outsize rainmaker compensation is rent. But the source of these
rents remains a mystery.
Since the data used by Philippon and Reshef are average compensation from the
BLS Industry Accounts of the U.S. and CPS data that is top coded, they do not permit a
direct examination of the compensation of Wall Street rainmakers. To get information

35

about the top earners in finance, they advise the reader to consult Kaplan and Rauh 2007,
who examine compensation for investment bank ‗managing directors‘ and other Wall
Street rainmakers. Kaplan and Rauh estimate that there are about 10,000 managing
directors in the US, of which 6000 work for the top ten investment banks. They estimate
that the minimum compensation inclusive of bonuses for managing directors was
$500,000 in 2004 and that the distribution of compensation is highly unequal. Total
managing director compensation is between $19 billion and $28 billion, generating an
average compensation in 2004 between $1.9 million and $2.8 million. We know that top
traders were making up to $50 million in 2006 and that some CEOs of the big firms at
times made more than that. They conclude ―that the managing directors and top
executives of the top investment firms comprise a larger percentage of those individuals
in the top 0.01% [of AGI or adjusted gross income] … than the top executives of nonfinancial public companies‖ (p. 2).
Kaplan and Rauh 2007 show that the top earners in hedge and private equity
funds make even more then their counter parts in investment banks. These firms had the
same ability to ride the bubble as investment banks, and did not have to share the gains
from this ride with shareholders. For example, the top 25 hedge fund managers received a
cumulative $9 billion in 2005, an astonishing $360 million apiece. (The top 25 hedge
fund managers received $25 billion in 2009 in the wake of the crisis.) Stephen
Schartzman, the major partner at Blackstone private equity fund, made $785 million in
2003 and 2004 combined. The highest paid people in investment banks, venture capital,
hedge and private equity funds constitute ―at least 9.1% of those in the top 0.5% AGI
bracket, about 20% of those in the top 0.01% bracket, and approximately 26.5% of those
in the very top 0.0001% of the AGI distribution.‖ This represents a higher percent of the
0.01% bracket, a similar fraction of the 0.001% bracket and ―a substantially greater
fraction of the top 0.0001% bracket than the top main street individuals‖ that control nonfinancial companies (p. 33). Using less conservative assumptions, the authors estimate
that financial rainmakers could comprise up to 40% of the top category. I assume that
date from the peak of the financial bubble in 2006 would yield even higher estimates.
This means that financial firm rainmaker compensation policy was a significant cause of
the spectacular rise in inequality that occurred in this era because most of this increase
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involves the very top of the income distribution running away from the rest of society.
What makes this quite remarkable is that, as we show below, in the period from the
middle 1990s until early 2009, financial firm rainmakers actually destroyed shareholder
value.
Goldin and Katz 2008 provide information on the careers of groups of Harvard
graduates with Bachelor‘s degrees, organized into three cohorts: those who graduated
around 1970, 1980 and 1990. Their data show a striking increase in the percent of
graduates who took jobs in finance. While just 5% of the 1970 cohort entered finance,
15% of the 1990 cohort did. Additional work by the authors show that the percent of
graduates who entered finance hit ―23% or so in recent years‖ (Lohr 2009). Perhaps the
most interesting results of this study for our purposes is that it presents additional
evidence that a substantial portion of the ultra high compensation of rainmakers in
finance is not a return to any identifiable human capital. The authors regress the annual
earnings of 6,207 Harvard graduates in 2005 against an impressively large set of
variables. Control variables include grade point average, SAT math and verbal scores,
college major, dummy variables for a number of advanced degrees, three full-time fullyear work-status dummies, and 19 different occupation dummies. They find the ―the
highest earnings by occupation are garnered by those in finance, for which the earnings
premium relative to all other occupations is an astounding 1.08 log points, or 195
percent‖ (p. 367, emphasis added). Highly educated employees working in finance
receive a huge compensation premium relative to seemingly identical employees working
elsewhere.
A related paper, Bertrand, Goldin and Katz 2009, examines the careers of
University of Chicago MBAs who graduated between 1990 and 2006. The data are from
a web-based survey done in late 2006 to mid 2007. Mean starting compensation (in 2006
dollars, inclusive of bonuses) for all survey respondents (including investment bankers)
was $126,356, but for those who started in investment banking it was $173,740. After
five years, mean compensation was $500,979 for investment bankers and $307,451 for all
respondents - including investment bankers. Ten year or more after graduation, it was
$815,914 for investment bankers and $400,715 for all respondents – a premium in excess
of 100% (Table 2, p. 31). This estimate may be biased downward because everyone who
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began their career in investment banking was treated as if they stayed in that category
even though many were no longer in this field when the survey was done.39
The near 200% premium identified in the Goldin and Katz study and the
substantial premiums observed in the other papers certainly appear to be rent.40 A recent
―Buttonwood‖ column in The Economist notes that the return on equity achieved by
British banks averaged 7% between 1921and 1971. ―Since then it has averaged around
20%.‖ It concludes: ―Such a sustained rise suggests that the finance sector has been able
to extract ‗rents,‘ a term economists use to explain excess profits.‖ It then asks the
obvious next question: ―why haven‘t these rents been competed away?‖ - a question we
address below (The Economist 2010).41 The Financial Times‟ John Kay observed that
you can become wealthy by creating wealth or appropriating wealth created by others.
When the appropriation is legal, ―economists call it rent-seeking.‖ He identifies
investment bankers as members of ―a new generation of rent-seekers‖ in America (Kay
2009c). Senior Financial Times columnist Martin Wolf observed that: ―A large part of
the activity of the financial sector seems to be a machine to transfer income and wealth
from outsiders to insiders, while increasing the fragility of the economy as a whole‖
(―The challenge of halting the financial doomsday machine,‖ April 20 2010).

IV. How Are Rainmaker Rents Created and Sustained Over Time
Part 1: “False Value” and Oligopoly Power
39

The survey also showed that investment bankers reported an average work week of 74 hours, whereas
those in other occupations reported hours in the high 50s to low 60s (Table A4, p. 49). This suggests that a
part of their premium might legitimately be considered a compensating differential. However, given the
enormity of the premiums, the implied cost of inducing the extra hours of work is far too large to be
primarily a compensation differential. Since this was a voluntary internet survey and since investment
bankers are known to be unusually competitive individuals, it may be that, perhaps without being conscious
of their motivation, they exaggerated the length of their workweek to show how hard-driving they are.
40
Barry Bosworth and Aaron Flaaen of the Brookings Institution argue that the huge payouts on Wall
Street are ―tremendous rents‖ (Bosworth and Flaaen 2009).
http://www.brookings.edu/~/media/Files/rc/papers/2009/0414_financial_crisis_bosworth/0414_financial_cr
isis_bosworth.pdf).
41
The article offers several reasons why financial market profits have been so high: too-big-to-fail
subsidies from governments; the advantages of market-making - such as knowledge of institutional
investors‘ order flows that allows firms to ‗front-run‘ the market; the enormous complexity of structured
products that give sellers a great informational over buyers; and the surge in trading volumes - ―at every
stage the finance industry takes a cut in the form of a bid-offer spread, a fee or commission… a classic rentseeking activity.‖
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How can such high rents for rainmakers in investment banks and other financial
corporations be sustained over long periods? This important question for theory and
regulatory policy has not been adequately addressed in the academic literature. This
section presents some preliminary thoughts about the issue.
To answer the key question of how rainmaker rents can exist, be so large and
sustain themselves over time, we have to address two sub-questions. First, why are
investment bank and other financial firm revenues per employee so large in booms?
Second, why are rainmakers able to capture such an exceptionally large share of
revenues in good times and bad? The second question will be discussed in section V.
IV-1 a: Rents and „False Value‟ in the Boom
The standard mainstream answer to the first question is that bonuses are not rents
at all. At least in financial booms, employee productivity is exceptionally high and since
rainmakers are the most productive workers, their huge bonuses are justified by the
revenue they generate. Since the market capitalization, value added and profits of most
financial institutions rose spectacularly after the early 1990s, while employment grew
much more slowly, employee productivity as typically measured did rise dramatically.
The spectacular rise over several decades in the absolute and relative size of financial
markets, financial asset values and financial market profit were seen as macro evidence
that supported this position. And, of course, rainmakers believe they have earned their
huge bonuses. ―This is a profession with a lot of smart people, but who aren‘t necessarily
terribly introspective. They think they actually deserve to make all this money‖
(Heilemann 2010).
We begin by briefly addressing the standard answer that financial market
rainmakers are more productive than anyone else because they are smarter and more
talented than anyone else. They are, in other words, the ‗best and the brightest‘ people in
the business world.42
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The phrase ―the best and the brightest‖ is the title of a widely-read book by journalist David Halberstam
in which he describes how an elite coterie of advisers led the US into the disastrous war in Vietnam. It was
used by Halberstam ironically since his thesis was that these advisors turned out to be supremely
incompetent. I use it here in the same sense; the decisions of these rainmakers led the world into a financial
and economic disaster.
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Are Bonuses High Because Rainmakers Are the „Best and the Brightest‟?
If we combine the fact that some 10,000 investment bankers receive average
compensation of more than $2 million annually with information about the pool of
investment bank recruits, we can gain substantial insight into the character of their
bonuses that reinforces the econometric work that concludes that bonuses are mostly rent.
Both contacts on Wall Street and acquaintances who teach at elite colleges that send large
portions of their graduate to Wall Street tell me that investment banks do not generally
focus their recruiting efforts on those students with the most impressive academic
credentials. Rather, they look for students with acceptable grade point averages (perhaps
B or better) who have demonstrated exceptional aggressiveness or competitiveness. They
want dominating type-A people, not exceptionally smart or well-informed people who are
not hyper-aggressive. For example, they frequently recruit lacrosse or hockey players. 43
At the AEA annual meetings in January 2009, Nobel Laureate Joseph Stiglitz attacked
the ―myth that Wall Street is populated by the best and the brightest, who deserve their
big paydays. ‗When I look at the salaries some of our B students got [on Wall Street], it
doesn‘t correspond to their innate ability‖ (Wall Street Journal, ―Overheard,‖ January 4,
2010, p. C8).
Is there an alternative to the ‗best and brightest‘ explanation of why rainmakers
get super-high compensation? Here the case is made that there may be qualities that
distinguish successful financial market rainmakers from those with similar human capital
endowments as traditionally measured, but they are not qualities that lead to the
generation of above-average, long-term, risk-adjusted value creation that is typically used
to justify outsize rainmaker compensation. On the contrary, they are qualities likely to
generate volatile booms and busts that are, on balance, value-destroying over the longrun, a characteristic hidden until the recent crash by repetitive government financial
market bailouts.
When Michael Lewis wrote Liar‟s Poker, his 1989 best-selling account of the
somewhat repulsive and economically destructive behavior of the super-aggressive, riskloving, new breed of investment bankers at Solomon Brothers, he hoped to persuade
43

When the top investment banks were crumbling in the fall of 2008, the New York Times ran a story that
asked whether the ultra-competitive investment bank lacrosse teams that played against each other on a
regular basis might be forced to disband.
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bright university graduates to do something more productive with their lives than gamble
on Wall Street. ―I hoped that some bright kid at, say Ohio State University who really
wanted to be an oceanographer would read my book, spurn the offer from Morgan
Stanley, and set out to sea.‖ Instead, he was deluged with letters from students who had
―read my book as a how-to manual‖ and wanted tips on how to get good jobs on Wall
Street. Lewis‘s words are taken from Johnson and Kwak 2010, who stress that graduates
were attracted rather than repelled by the hyper-competitive, risk-seeking, fraternityhouse nature of investment banking, as well as by its super compensation. ―The risk, the
testosterone, and the sums of money at stake were all deeply seductive to over-achievers
from top schools. They wanted to order guacamole in five-gallon drums, swear
constantly, and place million-dollar bets while eating cheeseburgers‖ (italics in original,
p. 114). Lewis described the trading floor as if it were a scene from the movie ―Animal
House‖ and the department head, Lewie Ranieri, was the actor John Belushi.
The department, in short, looked far more like a fraternity than it did a division of
a large corporation. The boss was at least partly responsible for the adolescent
nature of his department. He wasn‘t just one of the boys, he was the ringleader. …
Skewered by the mail spear on Ranieri‘s desk were an orange pair of stripper‘s
panties. It was enjoyable to make more money than the rest of the firm, but it was
sheer delight to make more money than the rest of the firm at the same time you
spent half your day playing practical jokes on your employees and smoking big
fat cigars (1989, p. 122, emphasis in original).
While succeeding generations of rainmakers are no doubt much better educated
and possess more social grace and polish than Lewie Renieri and his band of boorish
traders, they appear to be just as hyper-competitive, risk-loving, gambling-obsessed, and
determined to get huge bonuses every year, even when their firms lose money. Moreover,
it is not even clear that they are less prone to ―animal house‖ partying. In her homage to
CEO Jamie Dimon and the J.P. Morgan derivatives group, Gillian Tett 2009a describes
the antics of several dozen ―young bankers‖ at a retreat at the luxurious Boca Raton hotel
in Florida‘s Gold Coast in the mid-1990s. Tett reports that some of these young bankers
had ―only the haziest, alcohol-fuddled memories of that weekend. The young bankers had
arrived in Florida determined to party as hard as they could, full of youthful exuberance
and a sense of entitlement‖ (p. 4). It was supposed to be a working weekend, but:
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The team was in little mood for mental gymnastics. Some were jet-lagged and
most were hung over. Bill Winters was nursing a badly swollen nose, and
wondering how he would explain it to his wife. ‗Frankly, I cannot remember
much of our debate,‘ [the team leader] would later say with a sheepish laugh. All
he could remember, he added, was that when he checked out of his hotel, his bill
included charges for a smashed jet-ski and a vast quantity of cheeseburgers. They
had been charged to him as a joke, by the rest of the team (p. 23).44
In Liar‟s Poker, Lewis wrote that the best rainmakers ―are cutthroat, competitive,
and often neurotic and paranoid,‖ and referred to the ―backstabbing and intrigue for
which investment bankers are justifiably renowned‖ (p. 141 and 185). He also argues that
gambling is a consuming passion for traders: ―all the boys on the trading floor loved to
gamble‖ (p. 14). Mortgage traders frequently ―hopped into helicopters, spent the night
gambling [at Atlantic City], and flew back to Salomon Brothers in time to trade the next
day‖ (p. 120).
Andrew Ross Sorkin said of the legendary investor Warren Buffet: ―he despised
the trader ethos and the lucrative paydays that enriched people he thought were neither
particularly intelligent or created much value.‖45 Sorkin observed that investment bank
trading is ―like a sport, something that required skill, but not necessarily brains or
creativity.‖ He quoted Lehman CEO Richard Fuld using martial metaphors to describe
this work: ―Every day is a battle… you have to kill the enemy,‖ and said that when John
Mack, the current CEO and board chairman of Morgan Stanley was a trader, he would
―stride through the trading floor and, seeing a chance to make big profits, would yell
―There‘s blood in the water, let‘s go kill someone!‖(Sorkin 2009, pp. 24, 28, 55 and 186).
John Gutfreund, CEO of Salomon Brothers, the most profitable investment bank in the
1980s, believed that to succeed on the trading floor you had to wake up each morning
―ready to bite the ass off a bear‖ (Lewis 1989, p. 19). Nomi Prins, a former Managing
Director at Goldman Sachs, emphasizes the competitive nature of rainmakers.
44

What is it with investment bankers, cheeseburgers and practical jokes?
Andrew Lahde, a successful hedge fund operator, announced his retirement in a letter published in the
Financial Times. He explained (in rather stark terms) that a major source of his earnings was the
unimpressive capabilities of the rainmakers he did business with.
I was in the game for the money. The low-hanging fruit, i.e., idiots whose parents paid for prep
school, Yale and then the Harvard MBA, was there for the taking. These people who were (often)
truly not worthy of the education they received (or supposedly received) rose to the top of
companies such as AIG, Bear Stearns and Lehman Brothers… All of this behavior supporting the
American aristocracy only ended up making it easier for me to find people stupid enough to take
the other sides of my trades. (Lahde 2008)
45
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Unconscionable bonuses and ethics abound because [Wall Street‘s] titans are also
addicted to winning. They possess a hyper-competitive instinct that propels them
to lead their firms to become ever bigger – in profits, and in sheer size. This
notion of manifest pecking order on the Street spurs irresponsible actions. Big
bonuses for certain CEO‘s mean they‘re beating other CEOs. (Prins 2009, p. 4)
Lewis also emphasized ―the insatiable hunger for more [money] felt by anyone
who had succeeded at Salomon Brother and probably at any Wall Street firm. … The
most poisonous [form of greed] was the desire to have more now; short term greed rather
than long-term greed‖ (1989 p. 203, emphasis in original).
In recent decades, the CEOs and other top executives of large investment banks
have often been former traders who still have a trader‘s mentality, and top sales persons
often share many of the traders‘ character traits. For example, the Financial Times
observes that Goldman‘s ―trading and risk-taking acumen has come to overshadow its
vaunted investment banking arm and now dominates the bank‘s culture‖ (―Leaving a
lasting Wall Street legacy,‖ June 28, 2010). Thus, according to the sources noted here,
the typical rainmaker is a hyper-competitive, risk-loving, greedy or money-obsessed
gambler with an ―animal house‖ personality and a short-term planning horizon - ‗I want
my bonus now.‘46 It may be that it is these characteristics, rather than superior talent,
that distinguish financial-market rainmakers from others with similar educational
credentials and experience who work elsewhere.
It is precisely such people who, when confronted with the strong incentives to
take excessive risk built into modern financial markets coupled with the lack of any
effective constraint on risk-taking (as explained in section IV, part 2 below), would be
expected to maximize the amount of risk-taking in financial markets in order to
maximizing their own compensation. Consider a hypothetical situation in which
rainmakers were smart but cautious people with long-term perspectives (that led them to
be concerned with the long-run health of their firms), people who were uncomfortable
taking high-risk, and got no pleasure from gambling. Since financial markets had
concrete incentives to take excessive risk, even these hypothetical ‗sensible‘ rainmakers
would have made decisions that led to financial instability. However, financial markets
might not have grown so explosively in recent decades, rainmaker rents might have been
46
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smaller, and the global financial crisis might have been less severe if such people filled
rainmaker slots. This implies that the system-shaking crisis and the sky-high rents of the
recent past are the products of both structure and agency. The structure was such that the
most aggressive risk-takers with the strongest lust for short-term gain would generate the
highest revenues and bonuses. It is, therefore, not surprising that the structure we had
attracted the most dangerous kind of agents to operate it.
If indeed rainmakers typically are competitively-driven, risk-loving gamblers with
short time-horizons who face no effective restraint on their gambling, it should not be
surprising that they have blown financial markets up over and over again in recent
decades. The recent history of investment banking is a story of repeated booms and busts,
whose volatility far exceeds that of other sectors. ―The litany of investment-bank related
disasters is too long and repetitive to ignore‖ (Davis 2003, p. 81). Were it not for the
persistent rescue of investment banks from their repetitive self-inflicted disasters through
government bailouts, rainmaker rents could not have been sustained over time. Excessive
risk-taking would have generated high incomes for rainmakers for a few years, but would
also have forced them out of the industry when their firms failed. Given ―I-crashed-mylast-firm-and-the-government-did-not-rescue-it‘ resumes, their future prospects might not
have been rosy, and average compensation in rainmaker dominated financial firms might
never have risen above the compensation of those with similar human capital in other
industries.
Though rainmakers may work hard and for long hours and compete aggressively,
there is nothing in mainstream labor market theory that would lead one to expect that
there would be at least 10,000 of them in US investment banks alone who averaged over
$2 million a year in compensation in 2004 – far more than those with equivalent and even
superior human capital endowments who did not work on Wall Street and thus were not
able to create asset bubbles. This situation thus cannot be fully explained by the
―Pavarotti effect‖ discussed in the ―economics of super stars‖ or ―winner take all‖
literature. This literature tries to understand professions in which a few super talented
people earn huge salaries while everyone else is paid poorly. But though there are ‗stars‘
in investment banking who receive tens of millions annually in good years, tens of
thousands of investment bankers receive very high compensation – at least a half million
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dollars annually. These premiums do seem to be primarily rents. The structure of
financial markets in recent decades was such that substantial rents could have been
generated by any smart, well-trained people who were inserted into rainmaker positions.
However, they were probably maximized by the hyper-competitive, risk-loving gamblers
who in fact occupied them.
“False Value and Rainmaker Compensation
The answer to the question of why the revenue pool that feeds the bonuses of
financial market rainmakers is so high in the boom offered here is that the increase in
financial firm revenues over the past few decades have been generated primarily by
speculative asset bubbles and bubble-driven fees rather than by long-term value creation,
and secondarily by oligopoly pricing power. Compensation based on revenues generated
by short-term speculative bubbles should be considered unearned rent.
Francois Meunier stated the problem associated with the standard explanation of
investment bank compensation. Defenders of financial compensation practices claim that:
Employees are handsomely paid because they are extremely qualified and operate
in a sector of the economy that is both rapidly growing and indispensable to the
economy. Employees receive compensation equal to their productivity, which is
extremely high. But this explanation does not hold. Other sectors beside finance
show equally strong growth, are big consumers of technology and technical
know-how, but their employees are not as highly paid as investment bankers.
Pharmaceutical laboratories, aeronautics and the automobile and electronic
sectors are examples… (Meunier 2007, pp. 53-54).47
There are several major weaknesses in the mainstream justification of rainmaker
compensation. One is that in spite of the fact that almost everyone now acknowledges
that rainmakers took excessive risk with their firms‘ capital in the boom, their
contributions to revenue or profit were not reduced by an appropriate risk-adjusted cost
of capital before setting their bonuses. Indeed, most rainmakers were charged no capital
cost at all for purposes of bonus determination. "The overwhelming majority of banks
used fairly basic profit numbers and did not adjust for risk at all‖ (Hughes and Masters
2008). The Economist noted that compensation in ―the securities industry was based on
revenue, not risk-adjusted returns.‖ This practice continued even as the crisis unfolded:
47

I am grateful to Grace Chang for translating Meunier‘s article from French to English.
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―According to a survey of industry practices published by the Institute of International
Finance [a trade association of large global banks] in March [2009], many banks still fail
to use risk-adjusted measures either to calculate the size of the bonus pool or to allocate it
(The Economist, ―Rebuilding the banks,‖ May 14, 2009, pp. 19 and 23). The Institute
called for compensation incentives to be based on risk-adjusted and cost-of-capital
adjusted profit (Institute of International Finance 2009).
One of the central planks in French President Sarkozy‘s model for the regulation
of compensation in banking is: ―the cost of risk must be included‖ in the determination of
bonuses (Financial Times, ―Sarkozy tightens bonus rules,‖ August 26, 2009).48 The Wall
Street Journal reports that ―the Financial Stability Forum has set out new principles,
already adopted by the U.K. and France, requiring banks to base bonuses on risk-adjusted
profits rather than revenue, defer awards for up to three years and allow for clawbacks‖
(―A Capital Idea for Bank Bonuses, August 28, 2009). Note that these principles not only
require risk-adjustment, but also demand that profits, not revenues, be the foundation on
which bonuses are determined.49 Had this principle been in place during the recent crash,
Merrill Lynch could not have paid $16 billion in bonuses in 2007 while the firm lost $7
billion. Matthew Richardson, France‘s Minister for the economy, industry and
employment argued that: ―We should scrap this system for financial institutions and
make it more risk-based - consider illiquidity risk, credit risk, funding risk, market risk. If
these risks were taken into account, these trades would not show profits, putting an end to
unjust bonuses‖ (Financial Times, ―A curb on bank bonuses misses the point,‖ September
9, 2009). Even the Fed agrees. It:
―proposed that pay of traders be linked to the risks taken to achieve returns. So if
two people generate $1 million in revenues each, the one who took more chances
48

President Sarkozy admitted that his proposals to regulate rainmaker compensation would be unsustainable
if other important countries declined to follow his example because this would trigger a regulatory race to
the bottom - ―an exodus of bankers.‖ The reaction of US financial economists was predictable. A finance
professor at Dartmouth said the proposals were nonstarters, because they are ―so fundamentally antithetical
to the Anglo-American notion that compensation has to be a function of failure and profit‖ (Wall Street
Journal, ―France Will Police Pay, Bonuses of Traders,‖ August 26, 2009. Perhaps the professor was not
familiar with the data on rainmaker bonuses in the crisis.
49
This focus on revenue generated as the sole criteria under which bonuses are determined has
characterized Wall Street practices throughout the era of the public investment bank. Cost and profit don‘t
matter. Lewis 1989 said that at Salomon Brothers in the mid 1980s ―people were judged by the sum total of
the revenues on their trading books irrespective of what those cost to generate. … Instead of focusing on
profits, trading managers focused on revenues. They were rewarded for indiscriminate growth. Gross
revenues mean raw power‖ (p. 109).
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would be paid less. Analysts noted that one sure-fire sign of risk – bets that use a
lot of borrowed money - could stay out of style if the Fed uses risk-adjusted
returns to assess how employees should get paid. (Wall Street Journal, ―Fed Hits
Banks With Sweeping Pay Limits,‖ October 23, 2009)50
Since rainmakers used large amounts of their firms‘ capital as well as massive
leverage to support their operations in an exceptionally high-risk era, an appropriate riskadjusted capital charge would have been substantial, sharply lowering bonuses. No
acceptable theory of appropriate compensation policies would justify this practice; it is a
license to loot the shareholders.
However, the main problem with the proposition that rainmakers deserve or earn
their large bonuses in boom years because they create high value in those years is that it
fails to take into account the ephemeral character of these revenues. The excessive risk
and rising leverage in the boom create tremendous momentum for the asset price bubbles
that generate the capital gains that fuel financial market profits and bonuses.51 But such
risk-taking inevitably causes a financial crisis and subsequent collapse of financial asset
prices along with financial firms‘ revenue, profit and market capitalization. Value created
in the boom thus inevitably evaporates along with shareholder wealth, but the claims on
real goods and services embodied in these bonuses survive. They constitute not a reward
for productivity, but an unearned redistribution of wealth from the rest of society to
financial rainmakers. As Thomas Hoenig, President of the Federal Reserve Bank of
Kansas City put the matter in a recent speech, financial market ―bonuses will far exceed
the economic value provided, because the bonus is what we economists call an economic
rent. It is not earned, it is only received‖ (Hoenig 2010, p. 1).
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The credit default swap market is an excellent example of the system of reward without regard to risk.
This market grew from less than one trillion dollars in 2000 to 60 trillion at its peak. Firms that provided
insurance against default generated large bonuses for the rainmakers who dealt with CDSs prior to the
outbreak of the crisis. The bonuses were made on the basis of fees and current income, with no account
taken of the enormous risk involved in insuring against defaults in shaky markets. Most of AIG‘s losses
came from its ocean of credit default swaps.
51
I do not mean to suggest that in the absence of perverse incentives for rainmakers we would not
experience financial market bubbles and the ‗false value‘ and ‗false revenue‘ that accompany them. Even
without perverse incentives, rainmakers would make decisions in the general euphoria of the boom that
would be revealed in the subsequent crash to have been excessively risky. But if their compensation system
either did not contain large boom-induced pay increases or had a reasonable degree of symmetry (in which
income losses in the crash balanced income gains in the boom), the ‗false value‘ created would not be
anywhere near as large as it was in recent times.
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There are, of course, important sources of revenues and profit in the boom other
than realized and unrealized capital gains. These income streams are also based on
temporary, short-term market-value creation. In addition to the oligopoly-generated
profits discussed in the next section, which can be long lasting, investment banks and
other financial firms benefitted from enormous fees involved in the creation and servicing
of the risky asset-backed securities that helped create the crash. These were payments for
what turned out to be value-destruction on a massive scale. They also gained revenue and
profit from asymmetric information and bargaining power in the over-the-counter sale of
complex, opaque structured financial products such as CDOs and credit default swaps.
These were private deals in which the seller understood the risk-return properties of the
securities to a much greater degree than did the buyer.52 53With no competitive bidding,
investment banks garnered exceptionally high profit margins on these toxic products.54
Revenues and profits were inflated by excessively optimistic risk-evaluations of complex
securities by ratings agencies that determined risk through black-box computer
simulations constructed to underestimate it. The higher the ratings given to these
securities, the higher the revenues the agencies received. Profits were enormously
swollen by excessive leverage. Crotty 2009 contains an extensive analysis of the
contribution of these and other problems to the onset of the recent financial crisis.
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This is a matter of degree, since even the creators and sellers of these products had no firm idea of the
risk they entailed. But since they pursued short-term bonuses, they were not too concerned about their
ignorance.
53
The size of the gains made by the investment banks who created complex structured securities and sold
them to institutional investors for much more than would have been the case if the buyers fully understood
the risks involved should not be underestimated. An analyst at a large asset management firm who advised
the firm on which securities to purchase explained the extent of this problem.
The firms (the majors especially) often knew facts that I didn‘t or figured the odds better than I
did. I expected this to be the case, since they were full of talented hard-chargers placed perfectly at
the centre of the flow of ideas and money. What I was slower to understand was that, even as a
big client, they were not going to tell me the whole truth if it meant extra profit for them. …
Clients became fodder for the firms‘ money machines. Municipalities, sovereigns, asset managers,
endowments, individuals: investors of every stripe and size were sold products that sported
confusing acronyms and fancy names. No matter that they did not understand them, really, or that
the piper would have to be paid down the road. The important thing was that the deal was done. …
Instead of maximizing the long-term value of their businesses, their goal has become the
production of short-term profits at any cost. They act as if there is an inexhaustible supply of
gullible clients, and for too long investors have proven them right. (Financial Times, ―Investors
must take care when playing in the street,‖ May 20, 2010)
54
As Gillian Tett explained: ―Back in the past decade, when banks were pumping out CDOs, the sector was
so murky that it was easy for banks and hedge funds to engage in shady practices that enabled them to
make a fast buck‖ (Financial Times, ―Belated action can shed some light on a murky world,‖ April 17,
2010).
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Nevertheless, the focus here is on the asset price bubble itself. Though the
revenue and profit sources just mentioned helped sustain the bubble, their growth would
have been impossible in the absence of a strong upward trend in important security prices
and the optimistic expectations generated by this trend. The process was dynamic and
inter-active. Optimistic expectations of future asset prices allowed revenues other than
capital gains to flourish, and this in turn reinforced optimism about the future course of
financial asset prices. For example, expectations of solid returns to all mortgage-based
securities supported the fee machine in the boom, but such expectations in turn depended
on excessively optimist expectations of future residential real estate prices. When these
prices finally stopped rising, optimistic expectations about all mortgage-based securities
and the CDSs written on them were revealed to be phantasmagorical, causing an outbreak
of financial panic. As a result, the global edifice of risky mortgage-related securities built
on a firm belief in endlessly rising housing prices collapsed, wiping out the foundation
that sustained virtually all sources of financial gain in the boom.
I do not dispute the assertion that rainmakers create market value during the
bubble. They are paid to initiate, identify, exploit and reinforce serial financial asset
bubbles that produce the escalating capital gains that are an important source of their
firm‘s revenue and profit, and thus an important source of their bonuses. They do these
jobs brilliantly. Indeed, the fact that rainmakers help create the revenues that are the
source of their bonuses requires us to distinguish the definition of ‗rent‘ used in this paper
from the standard definition typically used in economic discourse. The concept of rent
normally refers to a situation in which agents use illegitimate economic or political power
to extract income they did not create and thus do not deserve. Consider the market for a
manufactured product, and assume that demand conditions in this market are exogenous.
If a firm possesses monopoly power, it can extract larger profits than would be available
to firms operating under conditions assumed in theories of perfect competition. If
workers in this market formed a union, they might be able to extract wages that exceed
what the value of their marginal product would be in a competitive setting. The extra
profit and wages would be seen as undeserved rent.
But the revenues in modern financial markets that are the source of rainmaker
bonuses are not independent of their activities. Were it not for excessive risk-taking by
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rainmakers induced by perverse incentives, the revenues flowing to their firms would not
be nearly as large as they in fact have been in recent years.55 To a substantial degree, they
create the revenues from which their bonuses are derived, and thus their rents are
different from the standard cases discussed in economic theory. They are still rents,
however, because they are payments not justified by long-term value creation.56
In order for rainmaker bonuses to be considered as earned and not as rent, one
must assume that the value of financial assets and the market capitalization of financial
firms during the boom accurately measure the discounted future cash flows associated
with them, or that the value rainmakers create is long-term rather than transitory value.
But history demonstrates that financial markets move through time in boom-bust cycles
around some variable trend. Financial assets are grossly over-valued in the late boom, as
demonstrated by the subsequent bust, and under-valued in the worst part of the crash, as
demonstrated by the subsequent recovery.
So except when the cycle passes through the trend in one direction or the other,
financial asset values and market capitalizations are not consistent with long-term trends
in cash flows. Thus, the only reasonable way to measure the long-term value creation
that should be the determinant of bonuses in speculative financial booms is ex post, after
the excesses of the boom have been eliminated. Note that since the government has
consistently bailed out financial markets in recent downturns, even measuring value
creation by rainmakers via longer term trends grossly exaggerates their contribution to
the economy. Without such interventions, modern financial markets would have been
shown to be long-term value destroying on a massive scale.
We have already examined the total returns to shareholders in the big investment
banks over this period. Floyd Norris, a financial market columnist for the New York
Times, showed that an investor who held the stocks in the S&P 500 stock market index
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As the Bank of England‘s Andrew Haldane put it: financial sector risk ―is not exogenous, but
endogenous,‖ it is ―created, not endowed‖ (Haldane 2010). Perverse incentives are a crucial source of
endogeneity.
56
In his book Capitalism, Socialism and Democracy, Joseph Schumpeter argued that because of extensive
economies of scale and scope and rapid innovation, the giant oligopolies that dominated American industry
generated revenue and profit that far exceeded the revenue and profit that would have been earned if the
industry was forced to be organized by the numerous small firms assumed in theories of perfect
competition. Since, unlike the case in modern financial firms, the extra revenue and profit reflected longterm efficiency gains, he did not consider them to be rent.
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and reinvested all dividends received would have earned a nominal average annual return
over a 10 year period ending in January 2009 of minus 2.6%. Adjusted for inflation, the
average annual return was minus 5.1% (Norris 2009). These data suggest that investment
banks and other financial firms were crucial parts of an economic system that destroyed
shareholder value over the past decade or more. There was thus no financial or nonfinancial long-term value creation that could possibly justify the huge bonuses and stock
options of the era. Compustat calculates a five year cumulative annual growth rate
(CAGR) for its S&P 500 stock price index and key component sectors of that index. For
the five years ending in early March 2009, the broad index has a CAGR of minus 9.5%,
while the financials sub-section has a CAGR of minus 27.1%. In this period at least,
owners of financial firm stock did much worse than owners of other sectors or of the
broad index.
The belief that financial rainmakers destroyed value is widely shared. Paul
Krugman wrote: ―The financial services industry has claimed an ever-growing share of
the nation‘s income over the past generation, making the people who run the industry
incredibly rich. Yet, at this point, it looks as if much of the industry has been destroying
value, not creating it‖ (Krugman 2008). Fellow Nobel Prize winner Joseph Stiglitz made
a similar observation.
Even in the heyday of finance, there was a huge gap between private rewards and
social returns. The bank managers have taken home huge paychecks, even though,
over the past five years, the net profits of many of the banks have (in total) been
negative. And the social returns have even been less - the financial sector is
supposed to allocate capital and manage risk, and it did neither well. Our
economy is paying the price for these failures - to the tune of hundreds of billions
of dollars‖ (Stiglitz 2009).
Veteran Financial Times columnist John Plender noted that ―it is hard to argue with the
proposition that the manic pursuit of … personal profit by bankers operating within
flawed incentive structures has been extraordinarily damaging for the economy and
society at large‖ (Plender 2009).57 In a recent speech, Lawrence Summers, President
Obama‘s chief economic noted that ―roughly every three years for the last generation a
57

McKinsey consultants agree. A recent report notes that: ―The world‘s equities lost almost half their value
in 2008, declining by $28 trillion.‖ ―Much of the rise in assets in mature markets did not reflect capital
being channeled into economically productive activities; rather, it reflected growing asset bubbles.‖
(McKinsey 2009, pp. 10 and 21).
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financial system that was intended to manage, distribute and control risk has, in fact, been
the source of risk – with devastating consequences for workers, consumers, and
taxpayers‖ (Financial Times, ―How to manage the gigantic financial cuckoo in our nest,‖
October 21, 2009).
The recognition that the bonus system led to excessive risk-taking that was value
destroying is the main reason why so many commentators, including the influential
Financial Stability Forum, have called for annual bonuses to be held for long periods in
escrow accounts, and reduced over time if the firm losses value in subsequent years as a
result of excess risk seeking (Financial Stability Forum 2009, p. 12).58 Even Goldman
Sachs‘ CEO Lloyd Blankfein acknowledged that bonuses based on short-term value
creation are undeserved and dangerous to the firm and the system. To prevent this
problem, he suggests that:
An individual‘s performance should be evaluated over time so as to avoid
excessive risk-taking. To ensure this, all equity awards need to be subject to
future delivery and/or deferred exercise. Senior executives should be required to
retain most of the equity they receive at least until they retire… (Blankfein 2009,
emphasis added)59
The theory that best explains why it is that boom-bust cycles that create and
destroy value inevitably take place in capitalist financial markets can be found in the
work of Keynes, Minsky and Marx.60 It should be noted, however, that there is no major
role for perverse incentives in the theories of financial cycles associated with these great
theorists.
Keynes‘s theory is built on the core assumption of radical or fundamental
uncertainty: the future is not knowable in the present because it does not yet exist and it
has not yet been determined. Agents can only guess where markets will go in the future
and make choices accordingly. But these choices, made in ignorance, affect the system‟s
58

Rob Parenteau suggested that such escrow accounts could be used to bail out these firms when crises
threaten their solvency.
59
If governments of major financial centers continue to do whatever is necessary to bail out financial
markets when crises appear, it is not clear that even requiring that rainmakers hold equity bonuses for very
long periods can solve the perverse incentive problem. If rainmakers know that crises will be relatively
short and shallow, they also know that stock price declines will be eliminated in the intermediate run and
that they will continue to receive substantial bonuses during the down period.
60
See Crotty 1994 for a careful explanation of Keynes‘s theory of financial volatility. For a defense of the
proposition that Marx‘s theory of financial market behavior has a great deal in common with the financial
market theories of Keynes and Minsky, see Crotty 1985.
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future trajectory in a dynamic path-dependent process. So-called ―rational expectations‖or correct expectations about the future - on which modern financial economics is based are not possible because the ―fundamentals‖ of future economic states do not yet exist
and thus cannot be known.
In a Keynesian world, expectations are formed ―conventionally,‖ normally via
extrapolation from the recent past. The longer these expectations lead to decisions that
generate satisfactory outcomes, as they do in booms, the greater the confidence - a
subjective sense of certainty that expectations are realistic - that agents place in them.
When a financial boom lasts for some time, agents begin to project its continuance. Given
optimistic expectations of future prices, buying securities previously seen as risky now
seems like a reasonable decision. As the boom proceeds and optimistic expectations are
shown to be justified, buying securities with borrowed money also seems like a
reasonable decision. This drives the financial boom forward, raising leverage while
raining capital gains on investors. The heaviest rain falls on the most aggressive
investors. Objectively risky strategies are eventually considered safe. Former IMF chief
economist Raghurum Rajan argued that the underlying cause of the recent financial crisis
was ―cyclical euphoria‖ (Rajan 2009a). Since every long-term financial boom is
accompanied by the widespread belief that we have entered a ―new era‖ in which the
forces that ended all previous booms are no longer operative, the current boom comes to
be seen as permanent. Eventually there is a near-universal belief that high yields
previously achievable only by accepting high risk can now be gained safely.61
Amromin and Sharpe analyze data on consumer financial market expectations to
demonstrate that the description of the Keynesian process of conventional expectation
and confidence formation is the way investors in fact behave. ―In forming expectations of
future returns, household investors appear to extrapolate from recent-years‘ realized
returns. … [E]xpected returns appear to be procycylical‖ (Amromin and Sharpe 2009, p.
28). Boldrin and Peralta-Alva show that forecasting future dividends using past data as
input to a distributed lag forecast – a forecasting method consistent with Keynes‘s theory
but incompatible with mainstream financial economics – is far more accurate in
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The importance of the ―new era‖ syndrome in the generation of recurrent financial crises is stressed in
Reinhart and Rogoff 2009.
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predicting future stock price movement than using mainstream financial economics
assumptions. ―This assumption… can go along way in accounting for the secular trends
of the U.S. stock market‖ (Boldrin and Peralta-Alta 2009).
The system eventually becomes, to use Minsky‘s famous phrase, ―financially
fragile.‖ Expected future cash flows (based on overly optimistic expectations) are
increasingly contractually committed by households and financial and nonfinancial firms
to financial institutions, while increased reliance on short-term financing makes financial
firms especially vulnerable when crisis conditions erupt. Financial booms end when realsector cash flows, whose growth is constrained by resource availability and technology,
can no longer sustain boom-elevated security prices and dangerous leverage positions
and/or when intra-financial-sector commitments cannot be met. The crisis can be
triggered by any disappointing outcome in the real or financial sector.
The central point is that from the perspective of the most realistic theories of
financial market dynamics, the value created by boom euphoria, excessive leverage and
dangerous risk-taking is “false value.” It cannot be permanently sustained by real sector
cash flows and must disappear after the boom ends. As Martin Wolf put it: financial
markets ―rotate around fair value. Bandwagon effects may push them a long way away
from fair value. But, in the end, powerful forces will bring them back‖ (Financial Times,
―How mistaken ideas helped to bring the economy down,‘ October 28, 2009). Since the
‗false value‘ that rainmakers help create is, through its direct and indirect effects, the
main source of their excessive bonuses, they cannot be justified as payment for
contributions to increased economic efficiency and/or long-term economic growth. They
are rents.
Britain‘s Financial Services Authority makes a similar point in its overall
assessment of the causes of the crisis and appropriate regulatory responses to it. It argues
that the increase in the relative size of financial markets relative to the rest of the
economy ―over the last ten to fifteen years, has also been driven by unnecessary and
undesirable factors.‖ One is ―illusory and the other harmful.‖62 The harmful factor is
―rent extraction.‖
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Bebchuck and Spamann used the same word to describe the ephemeral value of the revenues that were
used to justify large bonuses. Executives ―took money off the table before it turned out that gains to
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The illusory affect can arise from mark-to-market profits in a rising market. … If
irrational exuberance pushes the prices of assets to irrationally high levels, markto-market accounting will swell declared profit in an unsustainable way. A
significant element of trading book profits recorded in the years running up to the
crisis proved in retrospect illusory. These illusory profits were however used as
the basis for bonus decisions, and created incentives for traders and management
to take further risk. … The possible harmful effect is rent extraction. For it seems
that some and perhaps much of the structuring and trading activity involved in the
complex version of securitized credit, was not required to deliver credit
intermediation efficiently. … Wholesale financial services, and in particular that
element devoted to securitized credit intermediation and the trading of securitized
instruments, grew to a size unjustified by the value of its services to the real
sector. (Financial Services Authority 2009, pp. 47 and 49, emphasis added)63 64
Andrew Haldane, Executive Director of Financial Stability for the Bank of
England, recently offered an explanation of the forces that generated the rising financial
market revenue and profit streams that were the source of rising bonuses in the recent
boom. His analysis is consistent with the explanation offered in this paper. He begins his
paper by observing that, as measured by the national income accounts, the financial
sector contributed more to economic growth in the UK from the mid-1980s through 2008
than any other sector (Haldane 2010a). Gross value originating in finance in the UK was
2% of GDP in the 1950s but ―about 8% today‖ (p. 5). Since growth accounting exercises
―suggest banking has undergone, at least arithmetically, a ―productivity miracle‖ over the
past few decades,‖ he asks whether the growth and record-high profitability of the
earnings and stock prices were illusory‖ (Bebchuck and Spamann 2009, p. 1). The Financial Times‟ John
Plender states that: ―We now know that much of the profit on which bank bonuses were based before the
crisis was fictional‖ (Financial Times, ―To avoid the backlash, executives need to act on pay,‖ April 3/4,
2010).
63
Nomi Prins, who worked at Goldman, also stresses the ephemeral nature of value-added in Wall Street
firms.
[I] say this as a former bonus recipient, Wall Street doesn‘t produce anything of lasting value.
Transactions are fleeting and revenues are booked up front, regardless of how transactions turn out
down the line. If a merger fails, so what? Investment banks collect fees when mergers are initiated
and they keep their millions if the mergers turn out to be a terrible idea. The goal is not to promote
growth and economic welfare throughout the land. People get paid for creating an illusion of value
that is based on some ill-defined notion or demand for a particular product, on assumptions, on
internal evaluations, and on sheer spin. … Wall Street always needs to create something new or to
leverage or package something to the hilt to keep the money flowing. (Prins 2009, p. 152)
64
John Kay argues that banks made much of their profit after 2003 by selling over-priced risky securities to
each other, securities that lost much of their value in the crisis. This demonstrates that these profits were
illusory.‖ The profits that ―were reported [by these banks], and on which bonuses were paid, never existed
in the first place.‖ These are ―transitory profits‖ that ―are entirely offset by unrealised but inevitable future
losses‖ (Kay 2009b)
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financial sector in this period was a ―Miracle or Mirage.‖ It would be a miracle if the
productivity growth was accurately measured and made a major contribution to economic
growth.
Haldane first shows that national income accounting practices lead to grossly
exaggerated measures of the contribution of finance to GDP. He then proceeds to ask:
what caused return on equity in finance to rise to historic highs in much of the developed
world in recent decades and, in particular, in the boom of the new century? His answer is
that the cause was not exceptional productivity growth. Rather, the rise in ROE is fully
explained by “by banks assuming higher risk” (p. 13). Key evidence for this claim is
provided by the fact that while reported return on equity in finance rose much faster than
in other industries in the run-up to the recent crisis, ―risk-adjusted ROEs did not‖ (p. 14,
emphasis in original).
Haldane points to three major drivers of rising risk, and therefore drivers of rising
revenue, profit and rainmaker bonuses.65 None of the three forces would have developed
if financial markets accurately assessed and priced risk, as claimed by mainstream
financial economics. The first driver is a rapid rise in leverage, both on- and off-balancesheet. Among the major banks in the world, ―levels of leverage were on average, more
than 50 times equity at the peak of the boom.‖ In the UK, “virtually all of the increase in
ROE… during this century appears to be the result of higher leverage” (p. 15). After
examining a large amount of relevant data, Haldane concludes: ―Taken together, this
evidence suggests that much of the ―productivity miracle‖ of high ROEs in banking
appear to have been the result not of productivity gains on the underlying asset pool, but
rather a simple leveraging up of the underlying equity in the business‖ (p. 16). The
second risk-driver is a dramatic rise in banks‘ holdings of risky assets in their trading
books financed by increased leverage. From 2000 to 2007, trading book assets as a
percent of total assets ―almost doubled from 20% to almost 40%‖ (p. 16). Rising asset
prices made the shift to fatter trading books a winner in the boom. ―But because these
gains were driven by a mis-pricing of risk in the economy of large, trading book profits
were largely illusory. Once asset prices went into reverse during 2008 as risk was repriced, trading book losses quickly materialized‖ (p. 17).
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All three of these risk drivers are discussed in substantial detail in Crotty 2009.
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The third risk- driver is what Haldane calls ―offering tail risk insurance‖ (or ―outof-the-money options‖) on complex, nontransparent, very risky products. He refers to
securities which provide a high return most of the time, but are subject to enormous loss
in a serious financial crisis. A severe financial crisis is the ‗tail event‘ – an occurrence
supposedly reflecting extremely poor conditions likely to occur so infrequently that it can
be represented as a draw from the extreme left tail of a probability distribution. (In fact,
such events take place every five to seven years or so.) The two most important examples
he refers to are credit default swaps, and super-senior tranches of collaterized debt
obligations. Bank holdings of CDSs skyrocketed in the boom. For example, the notional
value of CDSs rose from less than $10 trillion in late 2004 to about $60 trillion three
years later. CDSs are derivatives in which one party offers to pay another for losses they
may incur if a specific debt instrument losses much or all of its value. The insurer gets
paid substantial premiums if no problems arise, but can suffer a total loss of the security
value in the event of default. Perverse incentives led rainmakers to load their firms up on
such securities, which fed revenues and profit in the boom, but inevitably opened their
firms to large losses when the crisis hit. Super-senior CDO tranches offered a modest rate
of return, but were supposed to be a very low risk security, an assessment reinforced by
the credit rating agencies). But they lost the majority of their value when housing prices
fell and mortgage defaults rose dramatically in the crisis.66
Haldane draws the following conclusion from his analysis.
What all of these strategies had in common was that they involved banks
assuming risk in the hunt for yield – risk that was often disguised because it was
parked in the tail of the return distribution. Excess returns – from leverage,
trading books and out-of the-money options – were built on an inability to
measure and price risk. The productivity miracle was in fact a risk illusion. In that
respect, mis-measurement of the contribution of banking in the National Income
Accounts and the mis-measurement of the returns to banking in their own
accounts have common underlying cause. (p.18.)
The role played by perverse accounting practices in rent creation.
Perverse accounting practices made a substantial contribution to the creation of
the false value on which bonuses were based. Martin Taylor, former CEO of Barclays,
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Crotty 2009 explains that banks had reasons other than modest yield to build up very large inventories of
super-senior CDO tranches.
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stressed the fact that much of the accounting profit used to justify bonuses and serve as
the source of bonus money was itself fictitious or imaginary. In many cases, there was no
actual cash flow coming into the firm to fund bonuses. In such cases, bonuses were taken
from what should have been shareholder money.
Observers of financial services saw unbelievable prosperity and apparently
immense value added. Yet two years later the whole industry was bankrupt. A
simple reason underlies this: any industry that pays out in cash colossal
accounting profits that are largely imaginary will go bust quickly. Not only has
the industry - and by extension societies that depend on it - been spending money
that is no longer there, it has been giving away money that it only imagined it had
in the first place. Worse, it seems to want to do it all again. What were the sources
of this imaginary wealth? First, spreads on credit that took no account of default
probabilities (bankers have been doing this for centuries, but not on this scale).
Second, unrealised mark-to-market profits on the trading book, especially in
illiquid instruments. Third, profits conjured up by taking the net present value of
streams of income stretching into the future, on derivative issuance for example.
In the last two of these the bank was not receiving any income, merely "booking
revenues". How could they pay this non-existent wealth out in cash to their
employees? Because they had no measure of cash flow to tell them they were
idiots, and because everyone else was doing it. Paying out 50 per cent of revenues
to staff had become the rule, even when the "revenues" did not actually consist of
money. (Taylor 2009, emphasis added)
A letter to the editor following Taylor‘s article traced this problem to a change in
accounting procedures for estimating profit.
The fundamental purpose of accounting is to ensure that businesses account for
transactions properly and transparently so that they do not pay out more than they
are ultimately getting in as cash. Remarkably, International Accounting Standards
introduced in 2005, do not do that. The bad debt provisioning model left out a
cost of lending, indeed the biggest risk to a bank, the expected loss of its bad
debts. This omission inflated profits, hence inflated bonuses, and what then
appeared to be capital wasn't anything of the sort. International Financial
Reporting Standards also required booking unrealised profits from merely holding
assets in markets that happened to be rising. This imprudent approach actually
created a cost, where any compensation was linked to these phantom ―profits‖,
but hard cash-based revenues did not actually materialise. In short, businesses that
were going to be the most dysfunctional in the long-run could look the most
profitable in the short-run with IFRS-based numbers. There is no difference, in
principle, between the phantom profits that arose with IFRS and those of any
Ponzi scheme, and because capital will logically flow towards what looks like a
profit, any accounting model that is literally making up profits is lethal.
(Financial Times, ―Accounting takes over from regulation as the prime suspect,‖
December 29, 2009)
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As this article notes, an important way in which profits were inflated by
misleading accounting procedures was through inadequate provision for potential loss on
income statements during the bubble, when risk - and thus likely future losses - was
rising. According to the FDIC, 2006 loss provisions by commercial banks as a percent of
loans and leases were substantially lower than at the end of the mid-1990s bubble, and at
their lowest level since 1979. Under-provisioning for loss raised profit estimates, which
in turn raised bonuses.
Sorkin notes that in some cases, accounting rules ―allowed banks to treat a
securitization as a sale‖ even though the firm gained no revenue unless and until it sold
the product. Yet, as the bubble rolled along banks kept an increasing portion of mortgagebacked securities either on their balance sheets or, more often, in off-balance-sheet
special investment vehicles, and as the boom petered out, the value of these securities
plummeted. Huge bonuses were paid in response to the generation of imaginary revenue
created by this legal but deceptive accounting practice. Sorkin discusses another ―dubious
accounting maneuver‖ used by investment banks that allowed them to record any decline
in the price of their bonds as revenue on the grounds that, if it wanted to, the firm could
buy back its debt more cheaply. Thus, if investors believed a bank was in trouble, and the
demand for its bonds fell as result, the bank would book this as an increase in revenue
and ―literally they pay bonuses off this‖ (Sorkin 2009, p. 103). The Financial Times
made the same point. Financial analysts say ―that many bonuses were built on sand –
funded by accounting revenues that did not exist in real cash-flow terms, such as
unrealized trading book profits and the net present value of future derivatives flows‖ (―Of
greed and creed,‖ December 24, 2009). Of course, a classic example of this problem is
the payment of insurance premiums to institutions that sell protection against loss through
credit default swaps. This is booked as revenue, with no deduction for the risk of future
claims on these CDSs. The extra revenue and profit derived from this procedure is used
to raise bonuses.
The crucial role of mark-to-market accounting in generating bonuses from ‗false
value‘ is stressed in Bowden and Posch 2009. They argue that the substantial portion of
bonuses given to rainmakers in response to capital gains in mark-to-market activity in the
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recent bubble should have instead been received by shareholders because they are the
residual claimants and bear all the risk of future losses. Rainmakers bear none of this risk.
All the revenues and fees that derive come from the inflated pricing of financial assets in
mark-to-market accounting in the boom are ‗false values‘ that are best explained in
Keynes-Minsky theory.
If a positive MtM gain this year collapses to an instrument or portfolio of zero
value next year, why should traders have been rewarded with high bonuses in the
meantime; and would it not be fair to claw the lot back (especially if a public
bailout has been required)? The problem is simply that MtM gains have not been
crystallized or realized into a year by year cash flow basis. If this is not done,
there is an inherent asymmetry between the way that traders and shareholders are
rewarded; the resulting free option serves to ratchet manager value well beyond
firm value. In standard corporate finance, shareholders are rewarded as part of the
free cash flow to owners, the other claimants being debt holders, who are also
stakeholders in all this. Mark to market elements, on the other hand, are not cash
flow, and should be reduced to such a dimension before distribution to any
claimant, including managers and traders. (pp. 4-5).
The Financial Times‟ columnist John Kay summarized the accounting problem as
follows. The accounting profession used to allow profits to be booked only after they had
been earned. As he put it, they ―dealt with uncertainty by acknowledging only what was
certain.‖ However, modern financial accounting is based on the theory of efficient
financial markets, which posits that current market price incorporates future economic
gains and losses. ―They handle uncertainty by assuming that the market has already
discovered and assessed all relevant [future] information.‖ This means that ―you are
entitled to credit yourself with the anticipated profit on an activity as soon as you begin to
engage in it. … Mark-to-market accounting means you can clock up the profit from a
good idea as soon as you think of it. … This is how we came to experience a decade of
gross embezzlement‖ (Kay 2009a).

IV 1-b Rents and Oligopoly Power
There has been a substantial increase in the market share held by a small number
of the largest firms in important financial markets in the last quarter century that has
enabled these firms to use substantial market power to increase revenue, profit and
rainmaker bonuses. While speculative ―false value‖ is the main source of money for
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bonuses, oligopoly-based market power is also a significant contributor to the money
pool that feeds excessive rainmaker compensation.
The system-shaking problems in US commercial banking in the 1980s and early
1990s drove many firms out of that industry. From the end of WWII through 1979 there
were only a few years in which the number of failures exceeded single digits. But
between 1984 and 2003, 2700 banks failed. As shown in Figure 5, as late as 1995, the top
3 commercial banks owned about 12% of industry assets. A frantic merger process raised
that figure to over 20% by 1998. By 2008, the top-3 banks owned about 36% of industry
assets. The share of assets held by the top 4 banks rose from 13% in 1992 to about 42%
in 2009 (Nersisyan and Wray 2010, p. 11). In 1995, the largest seven commercial banks
in the US had about 22% of industry assets; their share exceeded 45% by 2008. The
Office of the Comptroller of the Currency 2009 reports that the four largest commercial
banks - JPMorgan Chase, Bank of America, Goldman, and Citibank - controlled an
astounding 94.9% of commercial bank derivative activity. Five US banks were estimated
to have generated derivatives trading revenues of $35 billion in 2009 (Bloomberg, ―Wall
Street Stealth Lobby Defends $35 Billion Derivatives Haul,‖ August 30, 2009).
Oligopoly pricing power and the non-transparency of this market - ―opacity allows
dealers to keep the spreads high‖ - enabled the big five banks were able to generate high
profit and large bonuses from this business in 2009 (Litan 2010).
The economies of scale and scope that underlie the oligopoly market power of the
big firms in many financial markets constitute barriers to entry that insulate the dominant
firms from competition from new entrants. ―There is little price competition in
investment banking. The large global firms charge similar amounts for underwriting and
M&A services. Such discipline is only possible if the barriers to entry are high.
Circumstantially, this seems to be the case. There have been few new entrants, and those
there are have done so through acquisition‖ (Financial Times editorial, ―Fat fees, few
banks,‖ March 22, 2010). Investment banks need a large capital base, access to massive
quantities of borrowed funds at low interest rates, and established networks of satisfied
clients to operate in the biggest and most profitable traditional market segments such as
M&As, IPOs, and market-making, and in newer segments such as the creation and
trading over-the-counter derivates, constructing and warehousing arcane structured
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products such as CDOs, engaging in automated computerized trading, and gambling with
the firm‘s money.67 The newer segments generated most of the firms‘ profits in the recent
boom. All these activities require enormous investment in the hardware and human
capital associated with information technology. ―No industry spends more on information
technology than financial services: about $500 billion globally, more than a fifth of the
total. Many of the world‘s computers, networking and storage systems live in the huge
data centres run by banks‖ (The Economist, ―Silo but deadly,‖ December 5, 2009). To
take just one example, consider the high-speed stock trading done by super computers.
―Although precise figures are elusive, stock exchanges say that a handful of highfrequency traders now account for more than half of all trades and collected about $21
billion in profits last year‖ (New York Times, ―Senator Wants Restrictions on High-Speed
Trading, ―July 25, 2009). Only the largest players can compete in this market and in most
of the other highly profitable segments of the business.
Simon Johnson and James Kwak 2010 stressed that the application of innovations
in information and communication technology to financial markets inherently favored
giant banks.
This explosion of new products created vast new profit-making possibilities for
financial institutions. These opportunities were mainly available to a handful of
investment banks and large commercial banks that could invest in powerful new
computer technology and attract highly trained mathematicians and scientists
from leading research universities. These large banks also had the scale required
to build full-service derivatives operations that could assemble complex
transactions and hedge their component parts. These new businesses helped blur
the traditional lines between commercial and investment banks, replacing it with a
divide between small banks, which continued taking deposits and making loans,
and big banks, which could branch out into securitization, proprietary trading, and
derivatives. (2010, p. 82).
Figure 6 shows that in 2001, the top five investment banks held an impressive
50% of the assets of US brokers and dealers. By 2007 this ratio had risen to about 67%.68
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The Comptroller of the Currency 2009 explains the exceptionally high concentration in commercial bank
derivative dealing, in which four giant banks control almost 95% of the market, by economies of scale.
―[B]ecause the highly specialized business of structuring, trading, and managing derivatives requires
sophisticated tools and expertise, derivatives activity is concentrated in those banking companies that have
the resources need to be able to operate this business in a safe and sound manner‖ (p. 1).
68
The size of the investment bank industry is taken from SIFMA, but this data base may not contain
investment banks that are subsidiaries of financial holding companies. Thus, these concentration ratios may
be biased upward. This should not materially affect the concentration trends.
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The share in total industry revenue of the top ten investment banks stayed within a range
of 48 to 59 percent from 1980 to 2003, but hits 74% in 2007 (SIFMA 2008, p. 36) (The
rise in concentration that took place in the aftermath of the crisis and subsequent
government bailout is discussed below.)
The US Census Bureau publishes information on industry concentration every
five years. Consider four firm revenue - not asset - concentration ratios for 1992 and
2002. (The results of the 2007 survey are not yet available.) For savings institutions it
was 12% in 1992, but rose to 31% by 2002. For investment banking and securities
dealing, it was 32% in 1992 and 41% in 2002. Several life insurance categories showed
similarly high concentration. Concentration ratios in wholesale commercial banking and
in important segments of investment banking are higher yet. Such high concentration
ratios clearly make corespective or collusive behavior in key financial markets possible.
Inter-firm relations in these concentrated markets vary, with intense competition
in some products and services, but corespective behavior in others. For example, there is
fierce competition among investment banks for brokerage business narrowly defined –
the buying and selling of financial assets for clients. Fees were fixed at a high level by
agreement among large investment banks in the US prior to 1974, but thereafter
conditions became more competitive and profit margins declined secularly. By 2006 it
was widely claimed that investment banks were breaking even or losing money on their
narrowly defined brokerage business.69 Other competitive markets include exchange
traded derivatives and, in the recent boom, bank loans to hedge and private equity funds.
Conversely, the opulent fee structures of hedge and private equity funds suggest
the absence of price competition. The general partners in private equity funds normally
charge an annual management fee of about two percent of assets under management and
receive a 20 percent share of the profits of the fund. They also charge firms they own
considerable ‗fees.‘ In a Financial Times article written to defend the efficiency of
private equity funds, a former president and CEO of Morgan Stanley notes that ―private
69

Even though even large investment banks apparently do not make money on simple brokerage, none of
them will exit the business. They do make lots of money in ways that require brokerage. For example, they
earn money in their role as market makers. More important, running a large trading ―book‖ allows banks to
to make money gambling for clients and on their own account. Constant trading of large positions gives
bank traders crucial ‗inside‘ information. When they get large orders to buy, they can buy on their own
account before executing client trades, and vice-versa. This is called ―front running‖ and it is alleged to be
extremely profitable.

63

equity‘s notoriously high ―friction costs‖ increase the spread between the rate of return
on the fund‘s assets and the return investors receive at 11 percent a year – a huge margin
(―Private equity‘s halcyon days are not yet threatened,‖ March 8, 2007, p. 11). According
to Froud and Williams 2007, there is ―little evidence of any competition on fee levels,‖ a
view that seems widely accepted (p. 10). Such consistently high fees that earn fund
general partners fabulous fortunes (that are taxed at low capital gains rate in the US) are
simply incompatible with the assumption of intense competition. An identical argument
can be made about lucrative fee structures in the hedge fund industry – also normally 2
percent of assets and 20 percent of profits.
In 2007, the top three commercial banks in the syndicated corporate loan market
controlled at least half the business. JPMorgan Chase had 29%, Bank of America had
18%, and Citibank had 15%. (Berlin 2007, p. 2). In early 2009, the largest seven
commercial banks wrote 98% of commercial bank originated derivates (FDIC 2009).70 It
is also clear that the sustained existence of numerous shockingly high ‗fees‘ to
commercial bank customers reflects corespective behavior. Service charges on deposit
accounts are the largest single source of identified non-interest income for commercial
banks, while non-interest income now generates more than half of bank revenue.
―Bounced-check and ATM fees are setting records. Consumers are paying higher
service charges on interest-bearing accounts, Bankrate.com says. And banks that
issue credit cards are increasing fees for late payments and over-the-limit charges
to as much as $39 per violations. Make this mistake once or twice and your
interest rate could hit 30%. ‗These are not things that are subject to price
competition,‖ says Greg McBride of Bankrate.com.‘‖ (USA Today, ―Rising bank
fees hit customers,‖ October 4, 2005).
Big investment banks do not use price competition in traditionally lucrative
investment banking businesses like M&As and IPOs, where fee structures are well
established. They can sustain profit margins because the three firm concentration ratio in
global IPOs is 41% and the five firm ratio is 65%. Concentration is also high in the global
M&A market (S&P Industry Surveys 2009). In 2008, 89 of the top 100 hedge funds in the
70

The Financial Times reports that ―the five biggest bank derivatives dealers in the US held 97 per cent of
the more than $200,000bn in notional derivatives held by US banks at the end of the second quarter [of
2009]. This translates into billions of dollars in trading revenue each year – revenue that is generated from
the dealers‘ privileged position as credit intermediaries with implied government guarantees and from a
level of opacity not seen in any market of comparable size‖ (―We must overturn the status quo in
derivatives,‖ October 27, 2009).
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world traded through the investment bank Morgan Stanley (Sorkin 2009, p. 411). US
investment banks face less intense competition than their European counterparts. The
Financial Times reported that M&A activity in Europe exceeded that in the US for 2006,
yet cumulative fees for M&A work were almost twice as high in the US. ―Despite the
fragmentation of the European market, pricing pressures actually appear to be fiercer than
in the US… In the US market, indigenous banks have held on to high fees, partly be
fending off foreign interlopers… Higher fee rates mean American deals remain more
lucrative.‖ (―Land of the Fee,‖ December 21, 2006, p. 14). Moreover, the lack of
transparency in the lucrative over-the-counter derivative market as well as the extreme
asymmetry of information between banks that create and sell these instruments and the
institutions that purchase them enabled banks to set very high profit margins on these
products.
Pricing power based on oligopolistic financial market structures and practices has
added substantially to the pool of funds created by boom-induced ‗false value‘ that are
the main source of rainmaker compensation. One Financial Times editorial argued that:
―inadequate competition failed to whittle away large profits – as enormous returns on
equity showed – and therefore [failed to reduce] outsize compensation, unlike in other
industries‖ (―Public needs more bank for its bucks,‖ October 16, 2009). Another
supported two key claims made in this paper. ―Banks are rent extractors - and
uncompetitive ones at that. Even after paying high bonuses, the banks‘ return on equity is
extremely high‖ (Financial Times, ―Editorial Counsel of Despair,‖ April 22, 2010).

IV. How Are Rainmaker Rents Created and Sustained Over Time
Part 2: How rainmakers are able to capture an exceptionally large share of revenues
in good times and bad.
The key question to be answered in this section is this: given that the
compensation system was a serious threat to the interests of shareholders, taxpayers, the
reproduction of the financial system, and the survival of the big investment banks, why
were rainmakers allowed to maintain it? We first ask why neither shareholders, top
executives, boards of directors, capital markets, government regulators nor market
competition forced a more efficient and less risky compensation system on rainmaker
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financial firms. The section concludes by asking why the chronic excess supply of
qualified candidates for rainmaker jobs failed to eliminate rainmaker rents.
In the rainmaker financial firm, compensation is at least 50% of net revenue
(gross revenue minus interest costs) in the bubble and often much higher in the downturn.
For example, compensation at Morgan Stanley was 72% of net revenue in the second
quarter of 2009, as revenues plummeted while bonuses did not fall by much (Barker
2009).
One can easily understand how a partnership culture in which rainmakers believe
that the goal of the firm should be the maximization of rainmaker compensation might
carry over when the partnership goes public. But there is a crucial difference in the way
pursuit of this goal affects performance in partnerships and public investment banks.
Private investment banks have an incentive to limit risk and leverage even in the boom,
because when risky decisions lead to large losses, it is the partners themselves who
absorb all the losses. Before it went public in 1999, Goldman Sachs was a private
partnership. Most of the partners‘ money ―was tied up in the firm until they retired.‖ Not
surprisingly, this restrained risk-taking; partners ―took good care of their pot of gold‖
(Financial Times, ―Goldman should be allowed to fail,‖ October 23, 2009).71 But when
risk-seeking in pursuit of large bonuses in large public investment firms eventuates in a
collapse in revenue, rainmakers can deflect revenue losses onto shareholders because
they control firm compensation policy and onto taxpayers because the government will
rescue them in the event of a crisis.72 A Financial Times article captured the essence of
the situation: ―the crisis is a timely reminder that investment banking is a business where
investors are engaged in a joint venture with employees. Shareholders should never
forget that they are very much the junior partners‖ (Larson 2008, p 19).
The new asymmetry in rainmaker compensation led to a substantial increase in
the portion of bank revenues and profits that came from gambling with the firm‘s own
capital as opposed to fee generation for the provision of client services, even though fees
rose as well. Goldman Sachs is a good example of this transformation. From 1996 to
71

The article notes that risky trading operations generated only a third of Goldman‘s revenue in 1999, but
this increased to two-thirds in 2006-07 and 78% in the first three-quarters of 2009.
72
Even in cases in which bonuses were paid in company stock with time restrictions on resale, financial
innovation created transactions such as total returns swaps that allowed rainmakers to effectively convert
these shares into other assets without actually selling them.
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1998, traditional investment banking activity generated about 40% of the firm‘s revenue,
but in 2007, its best year, this source was responsible for just 16%, while gambling –
trading and principal investing – generated 68% of revenue (New York Times, ―Wall
Street, R.I.P.; The End of an Era, Even at Goldman,‖ September 28, 2008). This shift to
gambling substantially raised the risk associated with the firm‘s revenue flow. Indeed,
one of the main reasons banks went public in this era was to be able to maximize the
capital available for proprietary risk-taking.
We consider five sets of agents and one market process that had the potential
ability to force a more appropriate compensation system on the firm: shareholders, top
executives, boards of directors, capital markets, government regulators and market
competition. Yet none of them did so. Why not?
Shareholders: Why didn‘t shareholders prevent the use of a compensation scheme that
threatened their interests? Mainstream financial market theory cannot explain the
reproduction over a long period of time of a compensation system structured to allow
rainmakers to loot shareholders and threaten the existence of the firm itself. Of course,
there are many papers that discuss principal-agent conflict in financial firms. But they
conclude that these lead only to minor imperfections that prevent financial markets from
fully attaining perfect efficiency. I know of no paper in a respected mainstream journal
that concludes that the rainmaker-shareholder conflict is so severe that it destroys any
claim to financial market efficiency, and thereby negates the core claim of canonical
neoclassical theories of financial markets such as the capital asset pricing model and
options pricing theory. A rainmaker-run system will generate lower risk-adjusted longterm shareholder returns and higher systemic risk than in idealized mainstream models of
financial markets because it will use too much leverage, misallocate credit, create rising
inequality, cause excessive financial market volatility and utilize more resources in
financial markets than can be justified on efficiency grounds. Yet even the behavioral
financial theory critics of efficient financial market theory fail to acknowledge the
severity of these problems. ―The behavioral finance literature… simply adopts the
neoclassical view with biases added (e.g., overshooting, undershooting, framing, etc.‖
(Findlay and Williams 2008-09, p. 224).
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Keynesian theory can help solve the puzzle represented by the sustained existence
of the rainmaker financial firm because it has no paradigmatic commitment to
demonstrate that financial markets are efficient. Though the data clearly show that
existing compensation schemes induce behavior that is inconsistent with objective
shareholder interests, Keynesian theory suggests that in financial booms, shareholders
are likely to believe that rainmaker compensation practice are compatible with their
perceived or subjective interests. During the boom, most shareholders, relying on
conventionally-determined optimistic expectations, believe that the spectacular capital
gains of the period are realistic reflections of buoyant future economic conditions. They
therefore may be perfectly happy with investment bank risk-taking practices even though
these practices are objectively counter to their longer term interests. In the midst of boom
euphoria most people fail to understand that their banks are taking excessive risk. Thus,
from a Keynesian perspective, the question of why and how rainmaker financial
corporations are able to act against objective shareholder interests for years or even
decades need not arise: shareholders are usually happy with their banks in the bubble. If
you bought Merrill Lynch stock at $6.50 at the end of 1994, or even at its cycle-peak
price of $14 at the end of 2000, you would have been thrilled in late 2006 when the stock
reached $47
(http://finance.yahoo.com/q/hp?s=BAC&a=04&b=29&c=1986&d=07&e=11&f=2009&g
=m&z=66&y=66).73
The overwhelming majority of shareholders probably did not want the firm to
change compensation or any other policies in 2006. And the near universal belief of the
business press, financial advisors, government regulators, and economists at the time was
that the boom was based on sound fundamentals. Of course, a Keynesian perspective also
implies that free financial markets are inherently unstable and dangerous to the economy
and society. They therefore need to be tightly regulated by the government at all times, a
decidedly non-mainstream conclusion.74
73

The price is adjusted for stock splits and dividends. It thus shows how much the value of an initial stock
purchase changes over time.
74
Bebchuk and Spamann 2010 argue that shareholders as well as rainmakers have a strong incentive to take
excessive risk that is against the interest of the long-term reproduction of the firm, and that this is why they
do not object to reckless behavior by top executives. Their argument does not assume that shareholders
anticipate a government bailout in the event that risk-taking endangers the firm‘s solvency. It depends,
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A complete answer to the question of why shareholders did not restrain rainmaker
greed must include the fact that most of the equity in US firms is held by financial
intermediaries rather than individuals or households. In the immediate post WWII era,
households owned most stock and were long-term owners concerned with long-term
returns. In the 1950s households owned 90% of stocks and held their stock for about a
decade. Moreover ―up until the mid-1960s, when the mutual fund business first exploded,
[even] the average holding period in a professionally managed fund was seven years‖
(Fox 2009, p. 280). As recently as 1996, the household share was 50% (SIFMA 2008, p.
72). By 2007, financial institutions held two-thirds of US stock. The Wall Street Journal
reports that 18 of the top 20 shareholders at Morgan Stanley and Bank of America and 19
of the top 20 at Goldman Sachs are mutual funds. ―That clout has given fund firms a
central, if sometimes overlooked, role in overseeing public companies and policing
corporate practices‖ (―Critics Say Funds Should Do More to Police Corporate Pay,‖ April
5, 2010).75

rather, on the fact that shareholders have limited liability and derive no disutility from the firm‘s
bankruptcy. ―There is a fundamental, and now well understood, moral hazard problem in banks. Those who
provide equity capital have an excessive incentive to take risk. They will capture the full upside, but some
of the downside will be borne by the government as insurer of deposits if the bank goes bankrupt‖ (p. 9).
Suppose, for example, a bank has $100 million in assets and $10 million in equity. Should the shareholders
support a strategy that has an equal chance of increasing the value of assets by 15% and of losing 20% of
asset value - a strategy with a negative net present value for the firm? If the strategy works, shareholders
gain $15 million and if it fails, they lose only $10 million because that is their maximum possible loss. So it
is a positive net present value strategy for shareholders (as it is for rainmakers).
There are serious problems involved in assuming that this kind of simple example is applicable to
real-world financial markets. First, and most important, it assumes that in the heat of the boom, most
shareholders believe rainmaker strategies are likely to lose money. But the percent of investors who
believed in 2004 to 2006 that Goldman Sachs or Morgan Stanley or Citigroup were more likely to suffer
large losses rather than continue to make substantial profit must have been infinitesimal. Individual and
institutional shareholders were supremely optimistic in this period. Second, outside investors have no idea
what the firms‘ stragtegies are, or what kinds of assets the firms hold on and off their balance sheets, or
what the value of the firms‘ non-transparent, non-traded and opaque structured financial products are. It is
therefore no possible for investors to make the kind of calculation crucial to Bebchuk and Spamann‘s
argument. Third, even institutional investors with perverse incentives and pressure from ‗destructive‘
competition might have avoided firms with negative net present value prospects as long as there were
alternative investments with positive expected returns. The force of their argument depends on the degree
of leverage in the firm, and nonfinancial financial firms use much less leverage than financial firms do. The
only way I can rationalize how such a smart economist as Bebchuk can put full faith in this fairy-tale
argument is that he assumes that agents have ‗rational expectations‘ that insulate them from the excessive
optimism in the bubble, but if that were truly the case, bubbles would never exist.
75
The article argues that mutual fund portfolio managers‘ careers, ―much like those of Wall Street traders,
hinge on their skills in valuing various securities. If anyone is likely to think this skill is worth millions of
dollars a year, it is people whose own livelihood also depends on it.‖
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Are institutional investors long-term investors who might force rainmakers to take
a long-term perspective? The behavior of the turnover rate on the New York Stock
Exchange reveals that they are not. It exceeded 100% in six of the seven years between
2002 and 2008, hitting 138% in the final year (SIFMA 2009, p. 49). This implies that the
time horizon of the average intermediary is well under one year, and it helps explain why
institutional investors are willing to buy and hold the ‗hottest‘ stocks with the best recent
performance in a market bubble - as long as they think the bubble will last for another
year..76 This suggests that institutional investors are willing to buy and hold the ‗hottest‘
stocks with the best recent performance in a market bubble - as long as they think the
bubble will last for another year. In recent bubbles, stocks issued by large, high-risktaking financial corporations have been among the most buoyant of all, which helps
explain why institutional investors held so much financial firm stock when the crash hit.77
Yet objective shareholder interest (as well as economic efficiency) requires that financial
firms have long-term planning horizons.
Why do institutional investors have short-term horizons? Crotty 2008 explains
that key decision makers in institutional investors such as mutual funds have perverse
incentives similar to those of investment bank rainmakers that lead them to buy and hold
rainmaker financial firm stock in booms - whether their own expectations are optimistic
or pessimistic. Compensation for those who run institutional investment companies rises
with assets under management. This encourages firms to seek maximum growth, which
in turn requires that they seek a maximum rate of return on assets. Since high returns lead
to increased inflows into institutional investment firms, and this increases the size of
assets under management, there are good reasons to buy high-risk, high-return assets in
the boom. This is especially the case in periods in which financial asset prices have been
rising for some time, because the longer the boom, the more likely it is that investors will
believe that high-return-chasing is not a risky strategy. Their own incentive structure thus

Hedge funds in particular are notoriously short-term traders. It was recently reported that ―highfrequency trading‖ – computer executed trades that are usually reversed in milliseconds - ―accounts for as
much as 73 per cent of US daily equity volume, up from 30 per cent in 2005‖ (Mackenzie 2009).
77
Bebchuk and Fried 2010 argue that to executives have short-term planning horizons. ―The ability to sell
equity shortly after vesting leads executives to focus excessively on short-term [stock] prices - the prices at
which they can unload their shares and options. At any point in time, executives may have accumulated and wish to unload - a large number of shares and options‖ (p. 7).
76
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leads institutional investors to buy stock in rainmaker financial corporations in the boom,
reinforcing the risk-taking embedded in the rainmaker bonus system. Money market
managers ―chase whatever‘s hot and shun whatever‘s not. Those who are the best at this
game attract more money in rising markets and lose fewer clients in falling markets…‖
(Wall Street Journal, ―Inefficient Markets are Still Hard to Beat,‖ July 9-10, 2009).
The positive incentives for intuitional investors to support risky rainmaker
policies in a boom are reinforced by competitive pressures facing these firms, one form
of the ―destructive competition‖ that operates in many important markets.78 Institutional
investment management is a very competitive business. Contracts to manage pension
fund assets are awarded to those firms with above-average returns on assets. Contracts
may be withdrawn from any firm whose returns are below average for a period as short as
six to nine months. Thus, even if the top management of a mutual fund understood that
holding shares of rainmaker financial corporations in the boom was likely to lead to large
losses at some uncertain point in the future, it would be rational to hold these shares
anyway in order to protect against the loss of large contracts, market share and future
prospects. Wall Street is littered with the corpses of firms that anticipated a coming crash
too far ahead of the time it actually took place, and lost their customers to firms who
continued to ride the bubble. A Wall Street Journal article discussed Citigroup CEO
Charles Prince‘s explanation of the power of destructive competition at the peak of the
boom. In his view, the forces of competition were such that Citibank could not stop
creating suspect mortgage-backed securities even as the housing market teetered. ―Mr.
Prince said Citigroup could have lost market share or key employees if it veered away
from the sorts of bets that so many banks and securities firms were making at the time.‘
‗It would have been impossible,‘ he said, ‗to say to bankers, we're not going to participate
... and expect to have any people left.‘" (“Prince Shows Shame, Rubin Defiance Former
Citigroup Officials Say They, and Regulators, Didn‘t See Risks,‖ April 9, 2010.)79 Prince
argued that the effects of such competition were so strong that he believed that only
78

The concept of ―destructive competition‖ is discussed in detail in Crotty 1993.
Moreover, Prince argued, it was easy for the CEO to miss the fact that his institution was holding tens of
billions of dollars worth of shaky CDOs. ―Mr. Prince said he wasn‘t aware that Citigroup traders decided to
keep on the company‘s books $40 billion of super-senior collateralized debt obligations… After all, having
$40 billion of [highly rated] paper on the balance sheet of a $2 trillion company would typically not raise a
concern,‖ he said.‖ Citi eventually lost $30 billion from this investment.
79
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industry-wide government regulation could effectively constrain them. On the other hand,
when booming financial markets eventually crash, as they always do, and all firms lose
money, no individual firm will see their contracts removed as long as their losses are not
substantially above the industry average. Indeed, Rajan 2005 cites empirical evidence
that mutual firms gain more from above-average returns in the boom, then they lose from
below-average returns in the bust. Eric Tymoigne argues that institutional investors
―behave rationally in the sense that stiff competition and short-term incentives to reach
money-return targets push them to do whatever is legally (and sometimes illegally)
possible to maintain market share‖ (Tymoigne 2009, p. 16, emphasis in original).
We conclude that shareholders cannot restrain the excesses of rainmaker
compensation schemes. There is, however, an additional problem. The relatively short
time horizon of the typical rainmaker, who can maximize expected discounted
compensation by riding the boom even if this crashes the firm, combined with the very
short time horizon of the ‗average‘ shareholder, minimizes the probability that the firm
will reproduce itself over time. Short-term owners will support short term speculative
investment decisions that would – in the absence of recurrent government rescue efforts threaten the survival of the firm over the long term. They will also oppose investments
that only bear fruit in the intermediate and long run – investments that are crucial for
long-term economic efficiency. Alex Edmans and Xavier Gabaix 2009 put the problem of
short-term rainmaker horizons this way:
[S]tock and options typically have short vesting periods, allowing executives to
―cash out‖ early. For example, Angelo Mozilo, the former CEO of Countrywide
Financial, made $129 million from stock sales in the twelve months prior to the
start of the subprime crisis. This encourages managers to pump up the short-term
stock price at the expense of long-run value – for instance by originating risky
loans, scrapping investment projects, or manipulating earnings – because they can
liquidate their holdings before the long-run damage appears.
Top Executives: In textbook descriptions of firm governance, the CEO and other top
executives are supposed to make sure that the interests of the owners are paramount,
though sources of principal-agent conflict may lead them astray.80 Anyone who paid
attention to the accounting scandals of the late 1990s understands that the main textbook
80

It is not clear whether top management is supposed to pursue shareholders‘ objective or subjective
interests because mainstream theory assumes the two are identical.
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story is a fable. Top executives in firms such as Enron, Tyco and WorldCom made
decisions that enriched them, but led to the destruction of their firms and the collapse in
the value of their stock. Aided and abetted by their bankers (who created nontransparent
special purpose entities to hide risk) and accountants (who lied about their financial
health), these executives deliberately kept information needed to anticipate the coming
disaster from their shareholders.
The compensation practices of rainmaker financial firms align the material
interests of top executives with those of rainmakers. It was noted above that Lehman
Brothers CEO Richard Fuld received almost half a billion dollars in compensation in the
long financial expansion from1993 to 2007. Even if they run their firms into the ground
and are fired, top CEOs often get huge payoffs. Stan O‘Neill at Merrill Lynch received
$166 million as a going away present, Charles Prince, the CEO of Citigroup, was paid
$68 million upon his release after the firm‘s collapse, and CountryWide offered CEO
Angelo Mozilo $115 million after the firm failed and was taken over by Bank of
America.81 Mozilo had been paid $471 million in his five year reign as CountryWide
CEO. Kerry Killinger, CEO of Washington Mutual, whose 2008 collapse was the biggest
in American banking history, ―was paid $103 billion from 2003 to 2008. In WaMu‘s final
year of existence, he received $25.1 million, including a $13.3 million severance
payment.‖ According to documents released by a Senate panel, WaMu was ―entrenched
in fraudulent and risky lending‖ (New York Times, ―Memos Show Risky Lending at
WaMu,‖ April 12, 2010). Rajan tells us that financial firm CEOs take excessive risk to
boost performance, arguing that ―even if managers recognize that this type of strategy is
not truly value creating, a desire to pump up their bank‘s stock prices and their own
reputations may nevertheless make it their most attractive option‖ (Rajan 2009, p. 399).
Indeed, it has been argued persuasively that the main job of a CEO is to keep the
firm‘s rainmakers, not its shareholders, happy.82 Michael Lewis, an insightful critic of
Wall Street with a great sense of humor, offered the following qualifications for a Wall
Street CEO.
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Mozilo‘s payoff was lowered due to pressure from Congress.
It is true that when individual bonuses are being determined, most rainmakers fight with top executives
and each other over the size of individual bonuses. Nevertheless, top executives have to keep their key
rainmakers happy to achieve their own goals.
82
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The Wall Street CEO must possess an extraordinary ability to be paid huge sums
of money each year without losing composure. This isn't as easy as it sounds,
especially when the firm is losing billions. … The Wall Street CEO must quickly
see where his interests, and those of his most ambitious underlings, differ from
those of his shareholders. He must then navigate a tricky course: maximizing his
own interests, and the interests of his most ambitious -- and thus to him most
dangerous -- underlings, without attracting shareholders' attention. … [CEOs must
gamble] big time with shareholders' capital. If the gamble pays off, the CEO and
his underlings take home giant bonuses at the end of the year. If the gamble fails,
the CEO takes home his nine-figure severance package and five years use of the
corporate jet. His underlings move up in the firm, or get reassigned, or leave and
join other firms -- where, if they're working for a CEO who knows the game, they
get to make the gamble all over again. Sooner or later, it's going to pay. (Lewis
2007)
The CEOs of giant financial firms generally have no detailed knowledge of how
their employees make money and most have no knowledge at all about the complex
products such as mortgage-backed securities, collateralized debt obligations and credit
default swaps that generated much of the firm‘s revenue in the recent boom. A Wall
Street Journal article observed that in the years before the crisis, managers ―with a
healthy fear of risk lost power struggles to men more likely to ignore it.‖ It noted that
―Stanley O‘Neil, who climbed to the top at Merrill Lynch … never found the time to
learn about his firm‘s multi-billion-dollar ―warehouse‖ of collateralized debt obligations‖
(―The Road To Ruin,‖ November 3, 2009). Lewis 1989 remarked that ―The ignorance
about mortgage bonds at the top of the firm was remarkable‖ (p. 149). Given this
ignorance, decisions about the best ways to make money for the firm and its rainmakers
have to be made well below the CEO level. Davis 2003 notes that ―because of the
complexity of the business and the speed with which it changes, strategy is formulated
largely below the most senior level through a grass roots of bottom up process‖ (p. 58).
They also do not know how the company‘s statistical risk management techniques
operate and normally have little if any contact with corporate risk-management officers.
Their investment positions change so rapidly and the financial instruments they hold are
so complex and opaque that not even the best Chief Financial Officers have more than a
vague assessment of risk at any point in time.83 Michael Lewis made this point forcefully.
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Sorkin explains the situation at Lehman Brothers as follows. ―Banks were creating increasingly complex
products many levels removed from the underlying assets. This entailed a much greater degree of risk, a
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There is, of course, a reason that the market doesn't understand Wall Street firms:
The people who run Wall Street firms, and who convey news of their inner
workings to the outside world, don't understand them either. Jimmy Cayne [CEO
of Bear Stearns] plays bridge, and Stan O‘Neill [CEO of Merrill Lynch] golfs
while their firms collapse, not because they don't care their firms are collapsing,
but because they don't know that their firms are collapsing. Across Wall Street,
CEOs have made this little leap of faith about the manner in which their traders
are making money, because they don't fully understand what their traders are
doing. Late last November, in a superb account of the demise of Citigroup CEO
Charles Prince, Carol Loomis of Fortune magazine revealed that Prince resigned
after he was informed of the consequences of liquidity puts -- options that allowed
buyers of complex and presumably safe mortgage securities to hand them back to
Citigroup at par if they became hard to finance.84 Liquidity puts that were about to
make Citigroup the new owner of $25 billion of crappy mortgage securities at par,
cost Prince his job, and put the company into the hands of Robert Rubin. Rubin is
an extremely smart man with keen instincts of self- preservation, and he sat closer
to Prince than anyone else at Citigroup. Rubin said he had never heard of liquidity
puts. To both their investors and their bosses, Wall Street firms have become
shockingly opaque. (Lewis 2009, emphasis added)
Lewis then argues that the inability of CEOs to understand what their
rainmakers do, even though their own compensation depends on the success of how well
rainmakers perform, began in the dawn of the new era on banking.
But the problem isn't new. It dates back at least to the early 1980s when one firm,
Salomon Brothers, suddenly began to make more money than all the other firms
combined. (Go look at the numbers: They're incredible.) The profits came from
financial innovation -- mainly in mortgage securities and interest-rate arbitrage.
But its CEO, John Gutfreund, had only a vague idea what the bright young things
dreaming up clever new securities were doing. Some of it was very smart, some
of it was not so smart, but all of it was beyond his capacity to understand. Ever
since then, when extremely smart people have found extremely complicated ways
to make huge sums of money, the typical Wall Street boss has seldom bothered to
fully understand the matter, to challenge and question and argue. This isn't
reality that neither [CEO Fuld nor his first lieutenant] totally grasped and showed remarkably little interest
in learning more about.‖ It was clear that the ―firm was making bigger bets than it would ever be good for
and nobody in the executive office seemed to understand or care. To criticize the firm‘s directions was to
be branded a traitor and tossed out the door.‖ No one would be allowed to stop the risk-driven process that
was raining wealth down on all Lehman Brothers rainmakers (Sorkin 2009, p. 122-23).
84
Liquidity puts are an excellent example of the perverse nature of the bonus system. When markets for
structured financial products such as CDOs first came under pressure, buyers of these securities became
concerned that their short-term financing sources might dry up, leaving them holding illiquid securities they
could not finance. To maintain sales, the originating investment banks offered to buy them back in the
event this happened. This allowed the banks to sell the CDOs even in difficult times. The bank rainmakers
received their bonuses for selling the CDOs even as the likelihood they would have to take them back at a
loss increased. When this happened, the rainmakers kept the bonuses even though there was no revenue
gain for the firm.
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because Wall Street CEOs are lazy, or stupid. It's because they are trapped. The
Wall Street CEO can't interfere with the new new thing on Wall Street because
the new new thing is the profit center, and the people who create it are mobile.
Anything he does to slow them down increases the risk that his most lucrative
employees will quit and join another big firm, or start their own hedge fund. He
isn't a boss in the conventional sense. He's a hostage of his cleverest employees.‖
(Lewis 2009)
When Lloyd Blankfein appeared before the Senate committee investigating the
causes of the financial meltdown, he was asked many questions about why he allowed
what were certainly unethical and possibly illegal practices in his firm. His defense, not
surprisingly, was that he had no idea how his rainmakers were earning the revenues that
were feeding the giant bonus pool. He was probably telling at least a half-truth.
Blankfein basically pleaded ignorance about the company‘s scams, making it
clear that offering the details of such products was below his pay scale. That
would be $68 million in 2007, the highest in Wall Street history, when Goldman‘s
bets against its customers paid off so handsomely. What was clear is that his job
was to ensure the company‘s immense year-end profitability with no questions
asked about the methods used. ―I did not know‖ he replied when asked about the
details of the company‘s trades, and at another point he added, ―We‘re not that
smart.‖ Then there was ―I don‘t have any knowledge …‖ (Scheer 2010a)
Moreover, it is not clear the CEO could reform the bonus system even if, for
some idiosyncratic reason, he wanted to. Warren Buffet became a major investor in
Salomon Brothers in the early 1990s and tried to reform the existing compensation
scheme. He wanted to institute a change in the system so that bonuses would not wipe out
shareholder returns in a difficult year. ―Faced with the prospect of not receiving what
they regarded as a fair share of the revenues in a bad year for the firm, key traders in the
firm revolted, and the plan was put aside. Mr. Buffett later sold his interest in Salomon‖
(Davis 2003, p. 76).
Lewis and Einhorn (2009) make a similar argument. They note the fact that the
CEOs of Lehman Brothers, Merrill Lynch and Citigroup ―paid themselves humongous
sums of money‖ during the boom.
But if any one of them had set himself up as a whistleblower - had stood up and
said ―this business is irresponsible and we are not going to participate in it‖ - he
would probably have been fired. Not immediately perhaps. But a few quarters
of earnings that lagged behind those of every other Wall Street firm would
invite outrage from subordinates, who flee for other, less responsible firms, and
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from shareholders, who would call for his resignation. Eventually he‘d be
replaced by someone willing to make money from the credit bubble.
Thus, the only way CEOs can keep the revenue and profit flowing in the boom,
thereby maximizing their own compensation, is by giving the firm‘s rainmakers, the
people who do know how to make money, large enough bonuses to retain their loyalty.
Banks do have risk managers whose job is to measure risk and warn top
management whenever rainmakers are making decisions that involve what the manager
believes to be excessive risk. However, if risk managers repeatedly warn of excessive
risk in the heat of the boom, threatening to kill the geese laying Golden Eggs, they are
sure to be ignored and likely to be demoted or fired. Former IMF chief economist Simon
Johnson and a colleague put the matter this way. ―Imagine the situation of the chief risk
manager of a bank in, say, 2004.‖ If he ―tried to reduce his bank‘s exposure to structured
securities such as collateralized debt obligations, he would be out of a job‖ (Simon
Johnson and James Kwak, ―Seduced by a Model,‖ New York Times, October 1, 2009).
Rajan pointed out that ―internal risk managers, who repeatedly pointed to risks that never
materialized during the upswing, have little credibility and influence – that is, if they still
have their jobs‖ (Rajan 2009, p. 400). Business Week cites the case of the man who ran
Lehman Brothers‘ real estate division. He ―warned Lehman CEO Dick Fuld about the
real estate bubble in 2006. ―Fuld promptly fired the misfit, and two years later, Lehman
went bankrupt"" (Blinded by Optimism – From 9/11 to Subprime,‖ October 26, 2009, p.
76).85 Sorkin explained that Lehman had a qualified chief risk officer with a Ph. D in
economics and experience at Goldman. However, "her input was virtually nil. She was
often asked to leave the room when issues concerning risk came up at executive
committee meetings, and in late 2007, she was removed from the committee altogether"
(Sorkin 2009, p. 122). The Wall Street Journal reported that a senior partner at Lehman
raised concern with the firm‘s auditor in 2008 that Lehman ―was temporarily moving $50
billion in assets off its balance sheet … to mask the risks Lehman was taking amid
scrutiny by investors and regulators about the health of Wall Street firms.‖ The firm fired
him shortly thereafter (―Lehman‘s Whistle-Blower‘s Fate:: Fired,‖ March 15, 2010).
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The internal quotation is from Barbara Ehrenreich 2009. Stanley O‘Neil, Merrill Lynch‘s CEO fired a top
level executive in 2006 because he argued that Merrill should limit the amount of risky CDOs it created
and held in the face of rising mortgage problems (Sorkin 2009, p. 145).
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In 2008, The Economist published an article called ―Confessions of a risk
manager‖ in which a risk manager at a major financial institution explained why those in
his position were unable to restrain excessive risk-taking by their firm‘s rainmakers
during the bubble. Some of the problems seemed to result from a combination of
incompetence, naiveté and disingenuousness. ―Our risk-management response [to
excessive risk-taking] was half-hearted,‖ he said. We ―left the trading desks to their own
devices.‖ ―We also trusted the ratings agencies. … It was assumed the ratings agencies
simply know best.‖ But the main problem was structural – tremendous pressure by the
firm‘s rainmakers not to interfere with the risk-taking that generated the money for their
giant bonuses. ―The pressure on the risk department to keep up and approve transactions
was immense.‖ In the eyes of the rainmakers:
we were not earning money for the bank. Worse, we had the power to say no and
therefore prevent business from being done. Traders saw us as obstructive and a
hindrance to their ability to earn higher bonuses. They did not take kindly to this.
… Most of the time the business line would simply not take no for an answer,
especially if the profits were big enough. (The Economist 2008)
In mid-2010, the Fed reported on its ongoing study of the compensation practices
of the 28 largest financial corporations in the US. It found that ―many of the bonus and
incentive programs that economists say contributed to the worst financial crisis since the
Great Depression remain in place. Their findings include the following: risk managers
often still report to executives who determine ―their year-end bonuses and whose own
pay might be constricted by curbing risk‖; banks [still] ―often do not adjust payouts to
account for the risks taken by traders and mortgage lending officials‖; and executives and
directors ―are often in the dark on the pay arrangements of employees whose bets could
have a potentially devastating impact on the company‖ (New York Times, ―Fed Finding
Status Quo in Bank Pay, June 8, 2010).
Boards of Directors: The Board of Directors is the body legally obligated to ensure that
the corporation operates in the interests of its stockholders. Corporate law gives the
Board, not the CEO, the power to run the company, and the Board must be elected by
shareholders. But in practice, most Boards are controlled by top management. Harvard
Law School‘s Lucien Bebchuk is an expert on the relationship between Boards and top
managers who has focused on the issue of executive compensation. A recent coauthored
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book makes clear that CEOs control the Board, not the other way around (Bebchuk and
Fried 2004).
Directors have had various economic incentives to support, or at least go along
with, various arrangements favorable to the company‘s top executives. Various
social and psychological factors - collegiality, team spirit, a natural desire to avoid
conflict within the board team, and sometimes friendship and loyalty - have also
pulled board members in that direction… [And] limitations on time and resources
have made it difficult for even well-intentioned directors to do their pay-setting
job properly. (p. 4)
Dissident shareholders contemplating putting forward their own director slate
have confronted substantial obstacles. As a result, the director slate proposed by
the company has almost always been the only one on the ballot. … The key to a
board position is, therefore, getting one‘s name on the company slate. And, thus
far at least, CEOs have had considerable, and sometimes decisive, influence over
the nomination process. (p. 25)
CEOs have a great deal of power apart from their influence over board
nominations. They have substantial control over the firm‘s resources, and their
position sometimes gives them significant influence outside the firm. CEOs can
use this power to benefit individual directors directly or indirectly. In the past,
CEOS have displayed considerable willingness to use their power to reward
friendly directors in myriad of ways. (p. 27)86
As a company leader, usually as a board member, and often as board chair, the
CEO has some say over director compensation. … The CEO can choose to either
encourage or discourage director pay increases. (p. 30)
Board members responsible for overseeing top executive compensation normally
rely on outside consultants who are most likely to be rehired if they make compensation
awards that please the CEO.
Directors have economic incentives and psychological tendencies that would
probably produce outcomes favorable to executives even if the information and
advice provided to the directors came from individuals focusing solely on
shareholder interests. But the providers of information and advice have their own
incentives to favor executives. This has been true not only for firms‘ human
resources departments, which are subordinate to the CEO, but also for
compensation consultants. Compensation consultants have faced strong incentives
to please, or at least not to anger, the CEO. As Warren Buffet remarked,
compensation consultants ―had no trouble perceiving who buttered their bread.‖
… [T]he basic goal of compensation consultants is to justify whatever it is the
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Keep in mind that director pay skyrocketed along with CEO pay in the long stock market boom that
began in the early 1980s.
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CEO wants to make. After all, who‘s going to recommend these consultants to
other CEOs? (Bebchuk and Fried 2004, p. 38)87
Boards also failed to prevent the widespread practice of allowing top executives
to ‗backdate‘ their stock options, changing the date at which they were originally granted
to a prior date when the stock price was substantially below the current price, putting
their options ‗in the money.‘88 And if the company fails to hit the performance target that
triggers performance-based pay, the Board will often set an easier target retroactively. ―If
the executive‘s performance falls short of the original target, it is too often the target that
is reset, often surreptitiously, in the company‘s financial footnotes‖ (Lorsh and Khurana
2010, p. 33).
As Lehman Brothers' stock plummeted in the crisis, the Board "was still loyally
Fuld's board." At a meeting, one member assured Fuld that "I know you guys have done a
good job. This was just bad luck. We're one hundred percent behind all of you" (Sorkin
2009, p. 294). In a September 2008 conference call, ―Mr. Fuld followed his
announcement that the firm had lost $3.9 billion in the third quarter by declaring, ―I must
say the board‘s been wonderfully supportive.‖ Four days later Lehman filed for
bankruptcy, costing shareholders $45 billion.‖ GM Shareholders lost $52 billion during
the tenure of Rick Wagoner as GM chairman. In 2008 as his firm teetered on the edge of
bankruptcy, Wagoner said: ―I get good support from the board. We say, ‗Here‘s what
we‘re going to do and here‘s the time frame,‘ and they say ‗Let us know how it comes
87

Moreover, it is always assumed that the firm has above-average top executives, so consultants typically
suggest that the firm‘s CEO receive above industry-average compensation, the effect of which is to
constantly ratchet up average CEO compensation.
88
There is a substantial literature on dysfunctional compensation schemes for top executives of
nonfinancial firms that induced them to maximize short-term stock price increases because pay was
dominated by stock options. (See, for example, Bebchuk and Fried 2004 and Lorsh and Khurana 2010.)
This puts the long-term health of the firm at risk. CEOs are rewarded with opulent pay packages loaded
with stock options when their firms generate high revenues and profit in expansions. Like rainmakers, they
are still paid handsomely when markets crash. When stock prices fall, wiping out the value of recently
granted stock options, top executives simply have the Board backdate their options to a time when stock
prices were even lower, thus making their options valuable once again. See for example ―Backdating
Likely More Widespread,‖ Wall Street Journal, August 18, 2009. This article discusses a recent study that
identified ―141 companies with such advantageous options-granting practices that the researchers
concluded they were highly likely to have been involved in backdating.‖ Of course, this is illegal.
As noted above, as a result of increasingly generous pay schemes for top executive centered on
stock options since the late 1980s, and the secular rise of stock prices over the past two decades, top
executive pay has skyrocketed. The ratio of average CEO compensation to the pay of the average worker
was in the mid-20s in the 1960s and increased the mid-30s by the late 1970s. It accelerated rapidly after
1980, hitting 299 in 1998 and was still 275 in 2006 (Bernstein, Mischel and Shierholz 2009, p. 221).
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out.‘‖ (New York Times, Taking Away Director‘s Rubber Stamps,‖ January 17, 2010).
There is thus no realistic hope that Boards of Directors will be the agents who restrain
rainmaker compensation, thereby reducing their incentive to take excessive risk.
Capital Markets: We have seen that neither institutional nor individual holders of equity
capital restrained the compensation schemes of rainmaker financial firms. However, the
financial firms we have been analyzing are highly leveraged institutions. Thus, their
ability to grow over time is strongly influenced by those individuals and institutions that
provide debt capital to the firm and thereby codetermine the quantity of borrowed funds
available to the firm and the cost of these funds.
The main forms of borrowed funds that fueled the spectacular growth of
investment banks in the past two decades were ‗repos‘ (sale and repurchase agreements)
and ‗security credit from households.‘ These are both undependable, short-term credit
sources that should never have been used to finance very risky, long-term, potentially
illiquid assets such as MBSs and CDOs.89 The McKinsey Global Institute estimated that
in 2006, 70 percent of total assets held by the top five US investment banks was funded
with short-term debt (McKinsey Global Institute 2010, p. 29). Diamond and Rajan argue
that investors preferred very short-term to long-term lending to big investment banks
because of ―the complexity of bank risk-taking and the potential breakdown in internal
control processes‖ (cited in Rajan 2009b).
A repo is a transaction in which the borrower sells a security to the lender with the
promise to repurchase it in the near future at a price above the sale price. This price
differential generates an interest yield on the loan. It is a collateralized loan, with the
security as the collateral. In 2007, according to Federal Reserve flow of funds data, net
repos were 38% of total investment bank liabilities. The big banks relied on repos to a
greater extent than did smaller brokers and dealers. ―The former top US investment banks
funded roughly half of their assets using repo markets…‖ (Gorton and Metrick 2009, p.
10).
Lenders in the repo market are primarily institutional investors such as mutual
funds, pension funds, banks and large nonfinancial firms. They often have substantial
sums of money that they do not intend to invest in longer term assets in the immediate
89

Some CDOs have a thirty year maturity.

81

future. Since there is a limit on the size of bank deposits that are insured by the
government, large institutions need a safe, short-term, interest-bearing form in which to
hold their money. In normal times, repos are safe because they are collateralized, and
often over-collateralized, with safe securities. A $40 million dollar repo loan may involve
$50 million worth of securities as collateral: the difference is called the ―haircut.‖
Lenders were quite content to get an attractive interest rate on the seemingly wellcollateralized use of their funds in the boom, and therefore happily provided large
investment banks presumed to be super-safe with huge amounts of relatively cheap shortterm financing.90 91According to the New York Federal Reserve Bank, the ―primary
dealers‖ of Treasury securities, which recently included four of the five independent
investment banks and several of the large investment banks that were part of financial
conglomerates, had repo liabilities of $450 billion in 1994, and about $1.5 trillion in
2000.92 This rose dramatically to $4.5 trillion in 2008. Repo liabilities of large Wall
Street investment banks more than tripled to $1.6 trillion in 2008 from $500 billion in
2002, an annual rate of increase of more than 20%. (Wall Street Journal, ―Fed Debates
New Role: Bubble Fighter,‖ December 3, 2009).93 An added attraction of repo financing
as a source of funds for investment banks is that the SEC does not require them to be
counted as debt when determining whether the investment bank is within required
leverage ratios. Repo loans ―are not included in a broker-dealer‘s aggregate indebtedness
for purposes of calculating the minimum requirement [for capital]. This means that the
aggregate indebtedness standard does not limit the amount of assets the broker-dealer
could take on through financing transactions‖ (Sirri 2009).
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An attractive attribute of repos for lenders is that they can use the collateral given to them by the
borrowers as collateral for loans of their own, for example as collateral against a derivative position. The
reuse of collateral is referred to as ―rehypothecation.‖
91
In his book about the rise and fall of Long-Term Capital Management, a hedge fund organized by a set of
the most prestigious academics, traders and former regulators on Wall Street, Lowenstein explains how the
firm acquired $2 billion worth of Treasury bonds without putting up any of their own money through use of
the repo market. "No sooner did Long-Term buy the off-the-run bonds than it loaned them to some other
Wall Street firm, which then wired cash to Long-Term as collateral. Then Long-Term turned around and
used this cash as collateral on the bonds that it had borrowed. … "Long-Term pulled off the entire $2
billion trade without using a dime of its own cash" (Lowenstein 2000, p. 45, emphasis in original).
92
Data in this paragraph are taken from Adrian, Burke and McAndrews 2009.
93
I am grateful to Jennifer Taub for calling this to my attention.
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From the late 1990s through 2003, about half the repos issued by primary dealers
were overnight loans, but this increased to almost two-thirds by mid-2008.94 In addition,
while the most common forms of repo collateral are Treasury securities and agency
securities, in the recent boom investment banks increasingly used private mortgagebacked securities as well. While less liquid securities that could lose their value rapidly in
a crisis were used as collateral for about 45% of large investment bank repos in 2005, this
rose to about 65% just before the crash.
The next largest source of investment bank borrowing, also short-term in nature,
is ―security credit by households.‖ This source constituted about 28% of liabilities in
2007. They are customer cash-balances held in margin accounts at investment banks that
rapidly expand in booms and shrink in busts. Though labeled ―household‖ accounts, they
include securities held by investment banks for hedge funds. Hedge fund data are not
included directly in the flow of funds; rather, their activity ends up in residual sectors. In
this case, the residual sector that includes hedge fund securities is ―households.‖ It would
appear that rapidly rising hedge fund activity was responsible for much of the rapid
growth in ―security credit by households‖ in the run up to the crisis, a source of funds that
would obviously evaporate in the event of a crisis.95
Lowenstein explains why large financial firms were enthusiastic financiers of
hedge fund speculation during the boom of the late 1990s. This explanation can be
applied as well to the financing of investment bank speculation in the recent boom. This
represents another form of the ―destructive competition‖ discussed above.
Save for the Fed, the only ones who could restrain derivative lending were the
banks. But Wall Street never polices itself in good times. The banks' own balance
sheets were steadily ballooning; by the late 1990s, Wall Street was leveraged 25
to 1. Awash with liquidity if not quite drowning in it, the banks had to find an
outlet for their capital. The most tempting targets were hedge funds. "People were
looking at the good side of the world," noted Steve Friedman, a trader and hedge
fund manager at Bankers Trust. "I could borrow any amount I wanted and the
[interest] rates kept coming down. I'd get calls from banks saying, "Hey, we got
another fifty million for you - we got a hundred million!" As banks relentlessly
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Rajan explains that in bubbles, short-term loans are attractive to banks because ―they seem relatively
cheap compared with long-term capital,‖ and are attractive to capital markets because ―the costs of
illiquidity appear remote‖ (Rajan 2009a, p. 399).
95
Information in this paragraph was provided by private correspondence with a flow-of-funds staff
member.
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chased the fund business, they silently relaxed their standards, marking down the
risk of possible negative news. (Lowenstein 2000, p. 106, emphasis in original)
Lowenstein notes that during booms, it takes "uncommon courage to refuse to lend, for it
would have meant squandering business to the competition." He quotes a top executive
from Merrill Lynch: "the whole market was pressuring us [to lend to hedge funds]. To
suffer the organization telling you that you are losing business - it takes a tremendous
amount of courage to stand up and say, 'I'm not going to do it" (Lowenstein 2000, p.
130).
It is obvious that creditors failed to restrain reckless investment bank expansion in
the boom. Rather, they provided these banks with an ever-increasing supply of cheap,
short-term, precarious credit that could evaporate overnight if trouble erupted in financial
markets. Capital markets did, however, punish investment banks severely in the crisis,
threatening their solvency. As the boom evolved, reliance on overnight finance increased
rapidly, while the collateral used in overnight repos became riskier.96 This made
investment banks increasingly vulnerable to any deterioration in financial markets. ―The
amount of funding that investment banks were doing through overnight repo agreements
surged between 2004 and 2007; they were rolling over one-quarter of their balance
sheets every day prior to the crisis, making them vulnerable to a sudden loss of
confidence‖ (The Economist, ―Rebuilding the banks,‖ May 14, 2009, p.12, italics added).
As we have seen, an increasing percent of the collateral used in repo loans were shaky
securitized bonds issued by the bank-created special investment vehicles to finance,
among other things, residential mortgage backed securities. When fear that mortgagerelated securities such as CDOs were worth far less than their face value and that the
monoline insurance companies that guaranteed payment on the highest tranches of CDOs
would never be able to pay those they had insured began to spread, lenders refused to roll
over their repos.97 Investment banks lost access to up to 50% of their credit sources,
putting both liquidity and solvency at risk.

96

―Instead of pledging easy-to-trade Treasury securities, banks used highly rated but hard-to-value tranches
of securitized pools of assets – including subprime mortgages. When investors lost faith in the ratings on
these securities, their values plunged‖ (Financial Times, ―Move to halt bank over-reliance on short-term
funds,‖ September 28, 2009).
97
See Gorton and Metrick 2009.
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Government Regulators: The radical deregulation process that began in earnest in the
early 1980s under Ronald Regan in the US and Margaret Thatcher in the UK has been
well chronicled.98 Investment banks in particular ended up with extraordinarily loose
regulation. For example, from 1975 to 2003, the US Securities and Exchange
Commission (SEC) limited investment bank leverage to 12 times capital. However, in
2004, under pressure from Goldman Sachs chairman and later Treasury Secretary Henry
Paulson, the SEC, by unanimous vote, raised the acceptable leverage ratio to 40 times
capital and made compliance voluntary (Wall Street Watch, 2009, p. 17). This allowed
large investment banks to generate asset-to-equity ratios in the mid to upper 30s just
before the crisis: Merrill Lynch‘s leverage ratio shot from 17 in 2004 to 33 in December
2007. The Chairman of the SEC later acknowledged that the program ―was
fundamentally flawed from the beginning, because investment banks could opt in or out
of supervision voluntarily.‖ Moreover, ―nearly one-third of the firms under supervision
had failed to file the required documents‖ under the voluntary system, and the SEC ―had
not adequately reviewed many of the filings‖ of the firms who did submit documents
(New York Times, ―S.E.C. Concedes Oversight Flaws Fueled Collapse,‖ September 27,
2008). It turned out that the large investment banks had been subject to phantom
regulation.
Ross Levine 2010 makes a similar point. He argues that that the SEC had no idea
of what was going on in the investment banks they regulated. On March 11, 2008, three
days before the New York Fed had to make an emergency loan of $25 billion to Bear
Stearns in a failed attempt to prevent its collapse, the Chairman of the SEC said: ―We
have a good deal of comfort about the capital cushions at these firms at the moment‖ (p.
22). Levine notes that in 2004, the SEC exempted the five largest investment banks from
the ‗net capital rule‘ in place for three decades that required that they maintain reasonable
minimum capital standards. They were allowed instead to use their own mathematical
models of risk to determine their required capital levels. ―The investment banks
responded by using more debt to purchase more risky assets without putting
commensurately more of their own capital at risk. Leverage ratios soared from their 2004
levels, as the banks ‗models indicated that they had sufficient capital cushions‖ (p. 23).
98

See, for example, D‘Arista 1994 and Tymoigne 2009.
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Since the SEC had no understanding of the complex models used by the banks, they
ended up with zero regulatory control over them. The SEC‘s head of market regulation
promised to hire high-skilled supervisors to evaluate the risk associated with investment
banking activities, but ―if fact, the SEC had only seven people to examine the parent
companies of the investment banks, which controlled over $4 trillion in assets.‖ When
Cox became chairman in 2005, the SEC ―eliminated the risk management office and
failed to complete a single inspection of a major investment bank in the year and a half
before the collapse of those banks‖ (p. 24). In other words, the SEC simultaneously
weakened the regulations designed to limit the risk undertaken by the big investment
banks, and failed to enforce the feeble regulations that remained. Levine concludes his
discussion of the SEC as follows: ―The purposeful elimination of supervisory guardrails
supports a charge of gross negligence, without malice, in facilitating the financial crisis‖
(p. 25).99
In the depths of the recent crisis, with massive government funds allocated to save
the global financial from total collapse, the conventional wisdom was that the
government would be forced to tightly regulate the system, including radically altering
bank compensation schemes, to avoid yet another catastrophe in the future. However, the
Obama administration has shown no inclination to significantly tighten the leash on
financial firms or to reign in the bizarre bonus system. See Crotty 2009 for more
discussion of this issue. It now looks as if the new financial regulatory regime that will
eventually emerge will be too weak to deal with the excesses built into financial markets
and the compensation schemes of the rainmaker financial firm. There is quite likely to be
new serious crises on the horizon.
Market Competition: The explosion of bonus payments coincided with an explosion in
the assets, net revenue and profit of large investment banks. Figure 7 shows that the total
assets of the top five independent investment banks grew from about one trillion dollars
to well over four trillion dollars from 1997 to 2007, while net revenue (gross revenue
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Levine‘s main point in this paper is that, in general, regulators understood that tearing up the restraints on
risk taking would lead to a crisis and recognized in the mid-2000s that the crisis point was near, yet they
refused to take any actions that might have prevented the crisis from taking place. He specifically disputes
the self-serving claim made by regulators after the fact that neither they nor anyone else knew beforehand
that serious problems had been building up in the financial system. ―Thus, a comprehensive assessment of
the causes of the crisis must evaluate why policymakers made choices‖ that made a crisis inevitable.
Unfortunately, Levine does not attempt to answer this question.
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minus interest payments) rose by 160% from 1997 to 2006. It seems reasonable to ask
why this period of high growth and of high profit (that would have been much higher if
rainmakers did not receive such large rents), did not trigger a wave of new entrants to the
business. New entrants, either from new firms or from smaller firms not currently in
competition with the giant investment banks that rule the industry, could have lowered
the revenues of the dominant firms, forcing them to lower rainmaker compensation. New
investment banks could take advantage of the chronic excess supply of highly qualified
university graduates who seek entry into the investment banking field but cannot find
jobs there. These potential rainmakers would have worked for lower compensation than
currently employed rainmakers receive, eventually giving the new firms a competitive
advantage. This could not happen overnight because of the apprentice system discussed
in the next section, but it might have taken place over the intermediate run if there were
no strong barriers to prevent it.
Section IV1 b discussed the economies of scale and scope that constrain
competition in many important financial markets. Ironically, the degree of competition in
markets dominated by the largest investment and commercial banks has actually
diminished as a result of the crisis they caused and the bailout that ensued, increasing
market control by the surviving giants. The crisis thinned out the ranks of powerful
commercial and investment banks, while increased government support for the remaining
giants solidified their market power.100 It is now even less likely than it was before the
crisis that the forces of market competition will force large banks to end their destructive
compensation policies.
Today the “top four banks have combined assets of $7.4 trillion, or 56% of the
U.S. banking sector's total. A decade ago, the top four's $2 trillion of assets accounted for
38% of the total‖ (Wall Street Journal, ―Solving Everything but the Problem,‖ December
16, 2009). Haldane 2010a notes that the share of the top three US banks in total bank
assets remained between 10% and 15% from 1935 until the late 1990s. It then rose
dramatically to about 40% by 2008, but ―currently stands at above 50% (chart 35 and p.
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For example, 76% of the debt guaranteed by the FDIC was issued by six giant banks - including
Goldman and Morgan Stanley, with the remaining 24% split among the other 14,225 eligible institutions
(Cambridge Winter Center for Financial Institutions Policy 2010, p. 7). Government guarantees assured
that the giant banks could borrow without limit at low interest rates. In an industry with exceptionally high
leverage, this constituted a tremendous boost to profits and bonuses.
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19). S&P predicts that Morgan Stanley and Goldman Sachs will now be more dominant
in investment banking. ―While principal risk may decline, they should be able to take
market share in advice, underwriting, trading and prime brokerage owing to less risktaking by their peers and fewer competitors in the marketplace‖ (S&P Industry Surveys
2009a, p. 3).101 JPMorgan has become Wall Street‘s biggest derivative player. Its
contracts were recently 40% of the derivatives held by all banks.102 The top five banks
control 95 percent of the over-the-counter derivative market (Taibbi 2009). The credit
default swap market is now more tightly controlled by the top banks than it was just a
few years ago. Five banks now control half of the global credit default swap market and
90 percent of the US market for swaps of all kinds.103 ―This concentration has increased
since the beginning of the financial crisis, as several counterparties have exited the
market‖ (Financial Times, ―A stronger infrastructure will cut CDS vulnerability,‖
October 20, 2009). Four banks accounted for 60% of worldwide M&A activity in the first
three quarters of 2009 (S&P 2009b).
A New York Times piece argued that ―a new order is emerging on Wall Street
after the worst crisis since the Great Depression – one in which just a couple of victors
are starting to tower over the handful of titans that used to dominate the industry.‖ It
continues: ―one may be forgiven for thinking little has changed in banking since 2007,
except a move toward state-sanctioned oligopoly‖ (Two Giants Emerge from Wall Street
Ruins,‖ July 16, 2009). A Financial Times article concludes: ―The traumatic upheaval
that has roiled Wall Street during the past two years has produced – surprisingly quickly
– a widely acknowledged new pecking order in the world of high finance: Goldman
Sachs in trading and JPMorgan Chase in banking, have become the undisputed industry
leaders, with a hand in nearly every deal or trade. Clients can try to avoid these two, but
only at their own peril‖ (―A new battle looms on Wall Street.‖ August 4, 2009).
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They are clearly wrong about principal risk: Goldman reported surprisingly high profits in the second
quarter of 2009 based primarily on successful gambling with Goldman money.
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Cited in Robert Reich‘s blog of July 16, 2009, http://robertreich.blogspot.com/2009/07/goldman-andjpmorgan-two-winners-when.html.
103
See Financial Times, ―The ghosts of AIG prosper,‖ September 24, 2009 and New York Times, ―In
Tough Stance, Democrat Finds Few Allies,‖ May 15, 2010..
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After Bear Stearns failed, Merrill Lynch was absorbed by Bank of America, and it
was clear that the Treasury and the Fed were going to force Lehman Brothers into
bankruptcy, John Mack, CEO of Morgan Stanley said the following:
all of the competitors have basically been eliminated. … Just think about this:
Every one percent in equity market share we gain is billion dollars in revenues… I
think that once this turmoil abates, and it will settle down, the opportunities going
forward are unbelievable. … I believe with all my heart that this firm and our
competitor, Goldman, have unique opportunities now.
His chief financial officer observed that: "There is Darwinism here… Weak people are
being taken out. Strong people, I believe, are going to do very, very well." (Sorkin 2009,
p. 377)
When Goldman announced third quarter 2009 profits that were four times larger
than in the preceding year, the Financial Times noted this ―underscored its status as one
of the winners from a crisis that eliminated two rivals – Lehman Brothers and Bear
Stearns – and hobbled others such as Citi, Merrill Lynch and UBS‖ (―Goldman and Citi
highlight divide,‖ October 16, 2009). A Financial Times editorial warns of rising market
power in investment banking.
As with the wider banking market, the investment banking field has contracted
thanks to the crisis. Two large players –Lehman and Bear Stearns- have
disappeared, while others have been forced to contract. Fee levels are rising in
some areas. The UK insurer Prudential is paying $1bn to underwrite its $20bn
rights issue. A few years ago, underwriting fees were closer to 2 per cent than 5
per cent. (―Fat fees, fewer banks,‖ March 21, 2010)
Lenzner 2010 presents data consistent with these trends. He reports that in 2009, the six
largest bank holding companies had a cumulative $51 billion in pretax income while
holding companies ranked from 16 to 971 lost a cumulative $19 trillion. The four largest
holding companies garnered 82% of all trading revenue. Lenzner comments that the
―proprietary trading operations of an oligopoly of banks, saved from disaster by Uncle
Sam‘s largesse and subsidized with cheap money from the central bank, was the single
driving force behind the restoration of their fortunes and the renewed surge in stock
prices.‖ He underscores the point that the combination of increased market power in a
few hands combined with virtually free money from the Fed had turned the gambling
casino character of proprietary trading into a sure thing after 2008. Trading in this period
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was not only highly profitable, but almost risk-free as well. ―Goldman Sachs, Bank of
America and JPMorgan Chase did not lose money during any single trading session of
the 2010 first quarter. This … bears testament to the payoff from the Wall Street bailout
of 2008, which resulted in the elimination of competition and the concurrent
strengthening of the few giants left standing.‖
Consumers also have to deal with banks that are armed with increased market
power. According to the Washington Post, the four largest banks now issue one of every
two mortgages and about two-thirds of credit cards (Banks ―Too Big to Fail Have Grown
Even Bigger,‖ August 28, 2009). The Wall Street Journal reports that more than half of
US residential mortgages are being made by just three large banks. At 52%, their share
was ―just over double these banks‘ market share in 2005.‖ In servicing [mortgages], their
share is 49%, compared with 22% in 2005 (―Uncle Sam Bets the House on Mortgages,‖
September 18, 2009). The rise in market power affects almost all important areas of
finance.104
The Financial Times capital markets editor Gillian Tett argues that ―the system is
drifting into a pattern where the most dominant lenders are becoming more dominant
than ever‖ (Tett 2009b). A Financial Times editorial concludes that ―the real problem in
finance is a lack of competition, as the consistently high profit margins of banks suggest,‖
margins fattened in part by an exceptionally low cost of borrowing by financial
institutions whose debt is guaranteed by the US government (―A mighty financial sector
is less troubling if banks can be allowed to fail safely,‖ August 28, 2009). Senior
Financial Times columnist Martin Wolf argues that ―in some ways, the oligopolistic
banking system that has emerged from the crisis is riskier than the one that went into it‖
(Financial Times, ―The challenges of managing our post-crisis world,‖ December 30,
2009).
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It is difficult to get coherent up-to-date data on concentration in financial markets. Representative
Maurice Hinchy (Democrat, New York) made the following assessment of the current situation.
"Today, just four huge financial institutions hold half the mortgages in America, issue nearly twothirds of credit cards, and control about 40 percent of all bank deposits in the U.S. In addition, the
face value of over-the-counter derivatives at commercial banks has grown to $290 trillion, 95
percent of which are held at just five financial institutions. We cannot allow the security of the
American economy to rest in the hands of so few institutions." (in Scheer 2009)
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The combination of a commitment by the government to rescue financial
institutions that are too big to fail with the Fed‘s commitment to fight inflation by raising
interest rates if and when inflation rises when there is no financial crisis ensures that
rising concentration will continue in the future. Henry Kaufman 2010 explains that when
the Fed tightens policy, it decision ―will fall most heavily on institutions that are not too
big to fail. When some of these (small and medium-sized) institutions fail they will
inevitably be absorbed by their too-big-to-fail counterparts. In this way monetary policy
will continue to foster a concentration of the financial system into a shrinking number of
players, as in recent years.‖
Moreover, the Fed has assured giant banks that ―its benchmark overnight interest
rate would remain at virtually zero, its level for the last year,‖ and would continue to be
―exceptionally low‖ for ―an extended period‖ (New York Times, ―Fed Will Hold Down
Rates, Citing Tenuous Recovery,‖ December 16, 2009). In March 2010, the Fed again
made this announcement. After suggesting in April that it might begin to raise interest
rates in the near future, in June the Fed again indicated it was unlikely to end its near-zero
interest rate policy any time soon.105
Assured cheap funding guarantees that dominant firms in oligopolistic markets
will continue to reap exceptionally fat profit margins as the gap between investment
opportunities and their cost of debt capital will continue to remain large.106 The Federal
Reserve 2010 reported that the return on equity at the ten largest US commercial banks,
which had achieved historic highs in the halcyon years from the early 1990s through
2007 before collapsing to near zero in 2008, rebounded modestly in 2009. The rest of the
banks (who also rang up record profits in this era) suffered losses in 2009.107 This
divergence in performance reflects ―the ability of the largest banks to generate income
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The Wall Street Journal published an article entitled ―Easy Money to Stick Around a While‖ on June 7,
2010. It argued that ―the odds that Mr. Bernanke will soon reverse the easy-money policies that have
greased the wheels of the financial system since the crisis began are far smaller than they seemed just a few
months ago.‖
106
The New York Times‘ Gretchen Morgenson argued that the ―Fed‘s rock-bottom interest rate policy
bestows huge benefits on banks because it allows them to earn fat profits on the spread between what they
pay for their deposits and what they reap from their loans. These margins are especially rich on credit
cards, give their current average rate of 14 percent and up‖ (―This Bailout is a Bargain? Think Again,‖
April 16, 2010).
107
The 10 largest banks saw their return on equity fall to 1.9% in 2008 and then rose to 3.8% the next year,
while the next 90 largest banks had an ROE of minus 1.7% in 2009 followed by minus 2.6% in 2009.
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from specialized activities in which other banks do not generally participate. Indeed,
large banks, taken together, posted a small profit last year, as trading revenue [from
gambling] rebounded to pre-crisis levels with the improvement in capital markets and
income from net servicing fees …‖ A key source of increased earnings was the
substantial inflow of deposits into large banks as investors fled risky assets for the safety
of insured deposits, combined with the ―very low interest rates‖ on those deposits that
resulted from the Fed‘s near-zero interest rate policy. This gap is helping fuel current
bubbles – in commodities, emerging economies and Asian real estate. ―Hedge funds and
Wall Street dealing desks view [the Fed‘s commitment to sustain near-zero interest rates]
as an open invitation to borrow was much as they can and invest it in risky assets‖
(Financial Times, ―Is Ben Bernanke descended from the Bourbons?,‖ January 8, 2010, p.
9). Firms such as Goldman Sachs that have been the most aggressive in using cheap Fed
money to gamble, have generated the largest revenues, bonuses and profits since the
financial rebound began. ―Trading accounts for more than half the recent revenue of Wall
Street firms, according to analysts. This suggests a continued dependence on volatile
investment profits…‖ (Wall Street Journal, ―Much Talk, But Little Changed on Wall
Street,‖ January 4, 2010). The Bank for International Settlements has expressed fear that
cheap and assured central bank credit is leading banks into yet another round of
dangerous gambling. According to the BIS, ―The prolonged assurance of very cheap and
ample funding may encourage excessive risk taking‖ (Financial Times, ―Sense of unease
awaits financiers in Basel,‖ January 9-10, 2010, p. 5).108
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This is the latest episode in the Fed‘s post early-1990s role as ‗serial bubble blower.‘ The Fed kept
short-term interest rates extremely low in the period following the recession of 2001. The federal funds rate
fell below 2% late that year and remained at 1% in 2003 through the first half of 2004. The Fed committed
itself to raising this rate only slowly and steadily whenever it decided to end its super-easy monetary
policy, which it did. It began to tighten in mid-2004, but the federal funds rate only surpassed 4% in late
2005. This policy gave institutional speculators the assurance that they could continue to use cheap money
to buy risky assets without fear that the Fed might boost rates rapidly and without warning.
In its latest policy commitment the Fed has, in effect, promised not to repeat the policy move it
made in 1994, when it sharply increased interest rates in an episode that led to large losses in bond markets.
Referring to the Fed‘s 1994 actions, Sorkin writes that ―The chain of events caused Wall Street firms to
rack up enormous trading losses, and the damage at Goldman was eventually so severe that it had to push
back its plans to go public‖ (Sorkin 2009, p. 167). The 1994 policy taught an important lesson: if Wall
Street speculates too aggressively it may get burned. The Fed‘s recent policy, on the other hand, assures
Wall Street that they can gamble profitably without fear that the Fed will pull the rug out from under them
– a prime example of the creation of moral hazard by the Fed.
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A second implication of the Fed‘s commitment to keep rates extremely low is that
it forces investors who either desire or need high returns to shift to riskier, higher-yield
securities. Critics of this policy argue that it merely repeats the error committed by the
Fed after the recession of 2001.
By keeping rates low and, importantly, loudly promising to keep them low, the
Greenspan-Bernanke strategy triggered a global search for higher yielding
investments. Geniuses on Wall Street met that demand by turning subprime
mortgages into ersatz safe short-term securities. The global demand was almost
insatiable, and the fees irresistible to Wall Street and mortgage originators. When
they ran out of worthy borrowers, these outfits made mortgages to anyone who
could sign his or her name because Wall Street was eager for product to sell to
hungry investors. (Wall Street Journal, ―Bernanke's Puzzling Bubble Logic,‖
January 14, 2010)
By 2009 the Fed was blowing bubbles yet again. Taibbi 2010 described the problem.
But by the end of 2009, the unimaginable was happening: The bubble was reinflating. A bailout policy that was designed to help us get out from under the
bursting of the largest asset bubble in history inadvertently produced exactly the
opposite result, as all that government-fueled capital suddenly began flowing into
the most dangerous and destructive investments all over again. Wall Street was
going for the reload. A lot of this was the government's own fault, of course. By
slashing interest rates to zero and flooding the market with money, the Fed was
replicating the historic mistake that Alan Greenspan had made not once, but
twice, before the tech bubble in the early 1990s and before the housing bubble in
the early 2000s. By making sure that traditionally safe investments like CDs and
savings accounts earned basically nothing, thanks to rock-bottom interest rates,
investors were forced to go elsewhere to search for moneymaking opportunities.
Now we're in the same situation all over again, only far worse. Wall Street is
flooded with government money, and interest rates that are not just low but flat
are pushing investors to seek out more "creative" opportunities. (It's "Greenspan
times 10," jokes one hedge-fund trader.) (Taibbi, 2010)
An important conclusion follows from the general discussion in this section.
Rainmakers control investment banks and other important financial institutions and run
them in their own interests and against the interests of the firm and the objective interests
of its shareholders because in modern financial markets with current government
regulation nothing can prevent them from doing so.
Why Doesn‟t the Chronic Potential Excess Supply of Rainmakers Eliminate Rents?
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The basic answer is the same as that offered in the previous section. The current
bonus-based compensation system that gives rainmakers an exceptionally high percent of
revenue is optimal for them, so they pay themselves high rents whether or not the firm
could cut compensation and still keep their rainmaker slots filled with talented people. No
one who could restrain them is willing to do so. Perhaps that is all that needs to be said
about it. However, rainmakers cannot publicly defend the system on the basis of naked
self-interest.
The most widely used justification of outsize bonuses by representatives of
financial firms is that there is a chronic excess demand for rainmakers that leads to
intense inter-bank competition for their talents. If Merrill Lynch won‘t pay a top trader
$40 million a year, it is argued, he will go to another investment bank or to a hedge or
private equity fund who will meet his compensation demand. In 2009, Morgan Stanley
lost money but paid over $14 billion to its employees – a 17% increase over 2008, a year
in which the firm was profitable. Its CFO defended the firm‘s rainmaker compensation
policy. ―Morgan had to compete for talent: Do I think the industry is overpaid? Yes. Can
we jeopardize the franchise [by lowering compensation], being St Sebastian and getting
pierced by arrows. No. There is no point in being martyrs here‖ (New York Times,
―Morgan Stanley‘s Quarter is Weak. Unlike It‘s Pay Pool,‖ January 21, 2010). "The
market sets these rates, not us," says one head of investment banking in London. "If we
could pay people less, we would. We're all trying to pay as little as possible" (Financial
Times, ―Tripped up,‖ January 25, 2010). In a book on investment banking, Davis 2003
argued that rainmakers are ―well known for their ability to ‗walk‘ if their perceived
financial needs are not met‖ (p. 2).
Financial commentators generally agree that if top executives at the big banks
wanted to cut bonuses and acted in concert to do so, it could be done. However, they
don‘t seem to want to do it. The issue came up in February 2010, when leaders of
powerful US and UK banks held one of their biannual ―secret dinners‖ at which they
discuss issues of mutual interest. Several leading British bankers ―suggested that the
sector should… do more to reduce the vast bonuses paid to staff.‖ They argued that ―if
the industry worked together to agree that pay levels - and bonuses - should come down,
it would work in the interests of all, because it would cut back overall costs at such a
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sensitive time.‖ One said: ―The situation is made worse by the constant merry-go-round
of banks poaching staff from each other, pushing up the costs for all.‖ However, these
British bankers were met by stiff opposition from US investment banks JPMorgan,
Morgan Stanley and Goldman Sachs, whose executives clearly like the system the way it
is now. ―Some of the US bankers were furious about attempts to reduce pay throughout
the industry, arguing that any such move smacked of socialism and would be fiercely
resisted. … It‘s not the way the Americans like to go about their business (Independent,‖
US Banks Veto ―Socialist Pay‘ in Secret Talks,‖ February 28, 2010). US rainmakers are
apparently happy with the system as it is.
On the other hand, a recent cross-country analysis of top bank executive
compensation by Reuters showed that ―the highest paid British, French or Swiss chief
executives… earned approximately 14 percent of what the highest-paid American chief
in the group made in 2008. Clearly, there‘s not much risk of losing top executives to
lower-paying jobs abroad‖ (Lindblom and Shaffer 2010).
We first critically evaluate the chronic excess demand argument, then present an
exploratory alternative explanation of why a potential chronic excess supply of
rainmakers does not eliminate their generous rents.
The rainmakers‟ „chronic excess demand‟ defense of their compensation schemes.
One problem with this defense is that, as noted, the highest paid rainmakers are in
the hedge and private equity fund industries. Thus, any bonus, no matter how large, can
be justified by claiming that the rainmaker will quit and move to another bank or to a
fund if he – and it usually is a he – is not paid the bonus he demands.109 However, this
cannot be a general defense of high rents because the number of available top-pay
rainmaker jobs in hedge and private equity funds is modest compared to the army of
rainmakers in investment and commercial banks. Only a small percent of bank
rainmakers could possibly exercise this option, while a massive influx of rainmakers out
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When Obama met with the heads of the thirteen biggest banks in the White House in March 2009 in the
depth of the crisis, they told him they wanted to exit the TARP program as soon as possible to avoid any
constraints on compensation because ―the limits on bonuses and pay would hinder their ability to compete
for talent‖ (Heilemann 2010).
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of investment banks could sharply lower hedge and private equity funds compensation
levels.
Another major problem is that the defense cannot explain the practice of paying
an outsize proportion of firm net revenues to rainmakers in periods when the industry is
shedding jobs. As we have seen, exorbitant bonuses were given to rainmakers from 2007
through the first half of 2009. Moreover, increasing shares of the bonuses were in the
form of retention or guaranteed bonuses rather than firm-based or individual performance
related bonuses, which is inconsistent with the justification for the bonus system. Yet we
know there was no excess demand for rainmakers because the financial sector, including
hedge and private equity funds, was shedding jobs, not hiring over most of this period.
―Analysts estimate that as many as 25,000 Wall Street traders lost their jobs in the year
ending March 31, 2009, or about 10% of the financial-services job losses reported by the
federal Bureau of Labor Statistics‖ (Wall Street Journal, ―Wall Street's B-List Firms
Trade on Bigger Rivals' Woes,‖ August 11, 2009). ―Over all, head counts at the 12
biggest global investment banks were cut, on average, by about a fifth in 2008,‖ so we
know there was an excess supply of rainmakers, yet the argument that we can‘t cut
bonuses because other firms will steal our staff continued to be offered (New York Times,
April 12, 2009, ―Crisis Altering Wall Street as Big Banks Lose Top Talent‖). A Wall
Street Journal article summarized the problem with this defense nicely.
There is no amount of shame that will deter the bonus class from pressing their
demand, no scandal that will put it off limits, no public outrage over AIG or Enron or
really expensive Merrill Lynch trash cans that will silence the managers' monotonous
warble: "Attract and retain top talent!" And there is no possible objection to inflated
compensation you can make that will not be instantly maligned as senseless
populism… It can't be that hard to "retain top talent" when New York is awash with
unemployed bankers and traders who are no doubt anxious for a chance to prove their
own brilliance. (―Let's Move Their Cheese,‖ May 6, 2009).
Ever resilient, supporters of current compensation schemes argue that large
bonuses are justified in bad years, when the industry is shedding rainmakers. First, they
argue that a new boom will inevitably develop when the crisis is over, and since no one
knows which future market segments will be most profitable - where are rational
expectations when you need them? - it is prudent to pay large bonuses to retain all
rainmakers to make sure the firm is well placed to profit when the boom arrives, no
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matter what its form. This argument anticipates that there will be an excess demand for
some kinds of rainmakers in the next boom, but since its character is uncertain, a kind of
rainmaker portfolio diversification strategy is prudent. A Financial Times piece discussed
the argument.
Uncertainty over the economic outlook also makes it hard for banks to predict
which business areas will be active this year, and therefore which staff they need
to keep happy. … ―The major risk to our business is people. For each vacant seat
there are probably only five people out there who could do it. We‘re hoping
[rival] banks screw up and underpay this year, which would make it easier for us
to hire,‖ says the head of commodities at one European investment bank. … [A
senior executive argues] ―It is a very competitive market and we don‘t believe we
can change the system.‖ This is scant consolation to shareholders in investment
banks, who are effectively subsidizing the payout. (―Banks‘ losses fail to damp
bonus season goodwill,‖ January 15, 2008)
The uncertainty defense is illogical as well as self-serving. As a general decisionmaking principle it would lead every firm – financial and nonfinancial - to invest in every
business and every product that might conceivably be profitable and employ every type
of worker who might or might not be needed in the future. It is as if no hard choices have
to be made in conditions of risk or uncertainty. This is not the way to maximize longterm profits because it leads to expensive chronic overstocking of excess rainmakers
Another defense is the argument that in bad years, rainmakers working in market
segments that were profitable should not be punished by smaller bonuses for the low
profits or losses generated by those in other divisions. This would be more compelling
were it not for the fact that in high profit years bonuses generally rise for everyone in the
firm regardless of how their division performs. The same people who demand high
bonuses when the firm losses money because their unit performed well, demand high
bonuses when the firm makes lots of money regardless of how their unit did. For
example, in March 2008, when AIG‘s directors‘ Compensation Committee considered
how much to pay CEO Richard Sullivan, he ―urged them to exclude the $5 billion in
losses, which were mostly from AIG‘s Financial Products Division. You know, just
ignore them. The board agreed and rewarded Sullivan with a cool $5 billion in cash. Pay
for performance no longer applied‖ (Prins 2009, p. 161). This defense also suffers from
the problem that in many crises, including the current one, massive losses take place in
divisions with a small numbers of employees. Paying all the other rainmakers high
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bonuses will greatly reduce profit or magnify losses. In fact, many investment bank subdivisions did well in 2007 and therefore demanded and received large bonuses.
―However, huge losses from a tiny number of staff – Merrill blew about $20 billion just
on mortgage-related products – more than offset the profits from other successes. …
[Banks] are unable to net that off by docking the vast salaries of the few who cause
havoc. So compensation costs soar as a percent of revenue and investors are left to pick
up the pieces‖ (Financial Times, ―On Wall Street: Thorny subject of big bonuses in tough
times,‖ January 18, 2008).110
AIG is a wonderful example of the problem. Its Financial Products division,
which gambled on credit default swaps, had fewer than 400 employees in a firm with
120,000 workers. AIG Financial Products was a big contributor to AIG‘s rising profits in
the boom, but in 2008 the unit lost $40.5 billion. Though the US government owns 80%
of AIG‘s shares and invested $180 billion in the corporation, AIG nevertheless paid the
377 members of the division a total of $220 million in bonuses for 2008, an average of
over $500,000 per employee. Seven employees received more than $3 million each (Wall
Street Journal, ―AIG Faces Growing Wrath Over Payments,‖ March 16, 2009). Many of
these were retention bonuses awarded to prevent key employees in the division that
destroyed the firm from quitting, a bizarre outcome that generated enormous popular
revulsion. Events such as these led the Financial Stability Forum to propose as a core
compensation principle that ―compensation systems should link the size of the bonus pool
to the overall performance of the firm‖ (2009, p. 3, emphasis added).111
While the „potential‟ excess supply of rainmakers is huge, the „effective‟ excess supply
may be too small to substantially reduce rents.
As shown by Philippon and Reshef 2009, the rainmaker pay premium has been
rising since the early 1980s and the demand for financial firm rainmakers has certainly
110

Bonus-setting practices differ to some degree across firms. Many rely heavily on the performance of the
rainmaker's division and some emphasize firm performance as well. I know of no data that would allow us
to be more specific about the industry's practice in this regard.
111
Joseph Cassano was the man who led AIG's FP division's conversion into a giant hedge fund that
insured other firm's risky structured products against default through credit default swaps with virtually no
collateral to compensate for the risk involved. When his empire began to show massive losses, AIG
replaced him as division head, but retained him as a consultant with a fee of one million dollars a month
(Sorkin 2009, p. 162).
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risen rapidly over this period, so there would appear to be at least superficial evidence in
support of the chronic excess demand thesis. However, at the same time generations of
students from the most prestigious as well as non-elite colleges and universities have
tried to obtain jobs with a career path leading to rainmaker status in big investment banks
and other financial firms. ―The new American dream was to make tens of millions of
dollars on Wall Street or as a hedge fund manager in Greenwich, Connecticut‖ (Johnson
and Kwak 2010, p. 109). These students majored in economics, finance, business, math,
physics, engineering and the social sciences, and many had MBAs and Ph. Ds. Wall
Street began to attract
―not only graduates of business schools and Ph.D. programs in math and science,
but twenty-two-year-old college students with no background or expertise in
anything at all. As investment banks began descending onto Ivy League campuses
and tempting students with stories of ―client impact,‖ dinners at expensive
restaurants, and glimpses of much greater wealth, seniors who had never
wondered what a bond was suddenly wanted to become investment bankers. …
Among the economic and political elites, finance became a highly prestigious and
desirable profession. Working on Wall Street became an acknowledged marker
for educational pedigree, intelligence, ambition and wealth. (Johnson and Kwak
2010, p. 117)
Thus, the claim that there was always a chronic and substantial excess demand for
people who wanted to be investment bankers lacks credibility.
Michael Lewis 1989 said that three-quarters of his graduating Princeton class
applied for jobs on Wall Street. The Katz-Goldin study of Harvard graduates showed that
the share entering banking and finance rose from less than 4% in the 1960s to 23% in
recent years. But competition for these jobs in the long-term financial boom from the
early 1980s through 2007 was fierce. The percentage of Harvard graduates who wanted
to become investment bankers but were prevented from doing so by the chronic excess
supply of candidates must have been substantial. Oyer‘s study shows the number of
Stanford University MBAs who wanted to became investment bankers was always far
greater than the number of jobs on offer. Lewis 1989 states that three-quarters of his
graduating Princeton class applied for jobs on Wall Street, and that in 1986 40% of Yale
graduates applied to a single investment bank. Kaplan and Rauh 2007 estimate there were
about 10,000 rainmakers in large investment banks in 2004, yet over the years of
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financial sector growth there must have been at least hundreds of thousands of qualified
students who aspired to be investment bank rainmakers but could not obtain an
appropriate starting position. How can it possibly be that this exploding supply of job
candidates with the desire and the qualifications to become future rainmakers did not
eliminate or at least sharply reduce the rents associated with rainmaker positions?
In Liar‟s Poker, Michael Lewis asked the same intriguing question about the large
bonuses given to rainmakers in Salomon Brothers in the mid-1980s. He noted that there
were 60 qualified applicants for every position in Salomon‘s training program. Yet
―paychecks at Salomon Brothers spiraled higher in spite of the willingness of others who
would, no doubt, do the same job for less. There was something fishy about how supply
met demand in an investment bank. … The money was just there‖ (1989, p. 49, emphasis
added). Lewis expressed surprise that no one ever asked this question: ―Why were we so
well paid?‖ I am not sure that anyone has seriously addressed this crucial question yet.
Lewis provides pieces of an answer in the book. Salomon Brothers was one of
only two investment banks that had serious government bond and mortgage trading desks
when the supply of government bonds exploded, interest rate volatility hit historic highs,
and mortgage-backed securities entered the scene in the early-mid 1980s. Salomon also
had risk-loving traders with at least some experience trading these securities while those
they dealt with had little if any experience – an ideal situation for the bank.112They made
huge gambles in the market described in some detail by Lewis and, with little
competition, Salomon became the most profitable investment bank in history for a few
years, until other banks caught up. The process of catching-up included bidding by other
investment banks for Salomon Brothers‘ mortgage bond traders. Many left Salomon for
huge compensation packages, forcing the firm to pay previously unthinkable bonuses to
those who remained. This process spread large bonuses all around Wall Street.
Lewis‘s implicit explanation of the boom at Salomon Brothers thus combines
elements of luck, the importance of financial innovation in creating temporary monopoly
or oligopoly pricing power, and a stable of rainmakers willing to take large risks in the
112

The human capital endowment of these traders was, as typically measured by economists, miniscule.
―Ranieri created a trading desk in his own image; Italian, self-educated, loud and fat. The first traders had
their origin, like Lewie, in the back office. Among them there was a single college degree (Lewis 1989, p.
94).
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pursuit of revenue and bonuses with little regard for possible long-term dangers. 113 114
There is at best only a minor role in the story for uniquely talented people.
The risk and reward you get for hiring traders with the combination of luck and
obsessive risk-taking discussed here are nicely reflected in a story Lewis tells of a young
trader at Salomon Brothers. He was able to generate $25 million in revenue for the firm
in his first year and $30 million in his second, because of the extremely profitable
environment within which Salomon Brother‘s bond trading department operated in these
years. However, the company was not willing to pay a relatively new trader a substantial
proportion of these revenues, so he went to work at Merrill Lynch the next year for an
initial $3 million. In 1987, when it was no longer so easy to make big money trading
bonds, he lost $250 million in an unauthorized trade. This was the largest loss in a single
trade in the history of Wall Street. The moral of this story is that the traits that make
traders and their firms rich in a boom (especially one in which their firm has substantial
market power) are not so attractive or ―productive‖ when these conditions are no longer
present.
The most important answer to the question of how rainmaker rents could have
been so high for so long is that the people who run these firms have no interest in
lowering rainmaker pay even though a chronic potential excess supply would allow them
to do so because this would lower their own pay. Under current conditions, no one can
make them do it. However, above and beyond this, there are two barriers to entry that can
help preserve rainmaker rents in the face of a large potential excess supply of rainmakers.
I have not seen these barriers seriously discussed in the literature.
First, there appears to be an “apprenticeship‖ process in investment banks.
Investment banks hire more new employees then they need whenever their business is
growing. After an initial trial period, those who do not impress their superiors are fired.
Morrison and Williams 2004 stress the ―up-or-out‖ character of investment banking;
many are hired who fail to survive this trial period. Goldman Sachs is perhaps the most
113

―Ranieri & Co. had a more airtight monopoly than even the people at Salomon Brothers knew. Between
1981and 1985, the only noticeable competition had been First Boston, and even it, early on, wasn‘t a
serious threat‖ (Lewis 1989, p. 134).
114
Note that the benefits of market power from financial innovation need not be temporary. The history of
financial markets in the past thirty years is a history of relentless innovation that sustains market power,
and some key market segments, such as those for OTC derivatives and for hedge and private equity funds,
have been consistently characterized by oligopolistic relations.
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vigorous practitioner of the up-or-out approach. Those who do well are retained by the
firm and assigned to work with more experienced employees. If their progress is
sufficiently impressive, they end up apprenticed to firm rainmakers.115 The ostensible
purpose of the long apprenticeship is not only to allow newer employees to learn their
trades, but also to convince current rainmakers that they can be trusted to accept
important responsibilities in which they can put large amounts of bank capital and
therefore rainmaker compensation at risk. For example, apprentice traders have to
demonstrate over a long period that they can be trusted to employ ever larger amounts of
the firm‘s capital without generating large losses. Keep in mind that there is long list of
rogue traders who ended up severely injuring their firm and its rainmakers. Nick Leeson,
a derivatives trader for Barings Bank, the United Kingdom‘s oldest investment bank, was
responsible for a loss of over 200 million pounds in 1994. This loss led to the collapse of
the bank. More recently, Howard Hubler ―made a gigantic, wrong-way bet on the
mortgage market, costing his firm some $9 billion in 2007 - the single largest loss a
trader has ever incurred on Wall Street - and almost sent Morgan Stanley to fate similar
to that of Bear Stearns and Lehman‖ (New York Times, Will Wall Street Go Free?,‖ May
27, 2010).116 Aspiring M&A rainmakers have to work their way into a group or team of
top firm operatives, then convince the team members that they can eventually generate
large volumes of M&A fees while keeping the firm‘s clients happy. The same process
exists in sales. Lewis explained why his mentor only allowed him to deal with small
institutional investors - those who could commit no more than a few million on each
trade - when he first started his job as a bond salesman.
There was an excellent reason why my jungle guide-manager [mentor] didn‘t let
me lay my hands on the larger investors. His plan was for me to learn on the small
clients so that if disaster struck, the effect on the overall business of Salomon
Brothers would be negligible. It was assumed that I might well put a customer or
two out of business. That was part of being a geek [or rookie]. There was a quaint
expression when a customer went under. He was said to have been ―blown up.‖
Once I‘d learned to do my job, once I‘d stopped blowing up customers, I would
be permitted to advise the big investors. (1989, pp. 163-64)
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Nomi Prins says that when she was at Goldman ―there was a ritualistic mentee-mentor part of the job.
As a managing director, you were assigned someone to mentor‖ (Prins 2009, p. 85).
116
Rainmakers seem to make money no matter what they do. Hubler was allowed to resign quietly with a
severance package worth tens of millions of dollars.
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Morrison and Wilhelm 2004 emphasize the importance of tacit knowledge and
apprentice relations in investment banks during their partnership phase.
Tacit human capital…covers forms of knowledge and skills which do not easily
lend themselves to codification or to arms-length exchange. Such skills include a
wide range of talents such as advising clients, building relationships, reading
market signals [a crucial skill for traders] and negotiating M&A deals which are
essential to investment banking. The skills can only be learnt on the job. While an
MBA program can furnish a student with technical skills, it cannot teach them
how to become an investment banker. Tacit human capital is valuable to clients,
but by its very nature it is hard to measure and virtually impossible to contract
upon. This leads to a fundamental learning problem. Only a skilled agent can
transfer his or her skills to a new hire, typically through a mentoring relationship‖
(p. 2)117
While the individual characteristics of a trainee (whether related to intelligence,
greed, competitiveness or obsession with gambling) no doubt influence his chances for
success, it may well be that the most important determinant of whether that trainee
eventually becomes a successful rainmaker is the particular mentor or mentors he
becomes connected with in the apprenticeship process. Given that almost all the trainees
are smart and well educated, the odds that a trainee adopted by an influential mentor who
is a big ‗producer‘ for the firm will be successful are high. Those mentored by less
successful producers are not likely to fare as well.
As Lewis notes with reference to a trainee named Matty, only the most successful
traders at Salomon Brothers ―could teach Matty how he, too, could dominate a market‖
(1989, p. 83). He also argues that his success as a bond salesman in Salomon‘s London
office was due in large part to two more experienced employees who showed him the
tricks of that trade. Lewis describes in detail the complex strategy suggested by his
mentors that he used to eventually induce an important customer to agree to buy bonds
117

They also argue that the need for an apprenticeship system ended when the big wholesale investment
banks went public in the 1980s and 1990s so they could raise vast amounts of capital. The new capital was
needed to acquire the information processing technology required to support complex financial engineering
and automated trading schemes, and to finance the huge proprietary trading operations that became their
leading source of profit in the recent boom. The ―increasing emphasis within wholesale investment banks
upon financial engineering increased the codifiability of relevant human capital…‖; the ―codification and
dissemination of what was previously tacit knowledge…‖ eliminated the need for mentoring (p. 28). This
caused the costs of market making to fall and made ―trading expertise replicable‖ (P. 28). The trouble with
this argument is that it is incompatible with the existence of huge compensation premiums for traders. Why
would an investment bank interested in maximizing profit pay bonuses of $50 million and more to traders if
anyone with the right training could do the job once it was substantially mechanized or ‗codified‘?
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that Salomon Brothers was desperate to get off its book. This was his biggest sale, and it
got him the only serious kudos he ever received from firm heavy weights. The fact that
traders and salesmen from giant investment banks often deal with customers who are
much less knowledgeable about the products being sold than they are is an important
source of bank revenue. Lewis describes a push to sell shaky bonds in Salomon‘s
inventory (that later defaulted) for more than they were worth. From the loudspeaker on
the trading floor boomed: ―C‘mon people, we‘re not selling truth!‖ (1989, p. 62).
Time has not eroded the attraction of this ‗trick‘ of salesmanship.118 Beginning in
early 2007, Goldman Sachs, the fourth largest CDO underwriter in the country, decided
that many of the MBSs and CDOs on its books were likely to suffer large capital losses
because mortgage defaults were rising rapidly. Goldman‘s inventory of these securities
was especially vulnerable because it bought many of the underlying mortgages from
sleazy brokers such as Long Beach Mortgage Company, Freemont Loan & Investment
and New Century Mortgage, who specialized in the lowest quality, highest risk
mortgages. These firms originated some of the worst performing subprime mortgages in
the country. ―After Goldman Sachs decided to reduce its mortgage holdings, the sales
force was instructed to try to sell some of its mortgage related assets, and the risks
associated with them, to its clients. In response, Goldman Sachs personnel issued and
sold to clients RMBS and CDO securities containing or referencing high risk assets
Goldman Sachs wanted to get off its books,‖ though it never told its clients that is was
Goldman who was dumping the securities (p. 8). Most of the clients relied on credit
agency ratings to assess the risk involved in these securities, but the agencies were being
paid by Goldman to give them absurdly safe ratings. This combination of conflict of
interest and asymmetric information was toxic to Goldman‘s clients. Through this
‗tricky‘ salesmanship, Goldman managed to transfer billions of dollars from its clients to
its own accounts. Instead of losing billions from the collapse of the mortgage related
securities market, Goldman and its rainmakers made billions. You can‘t learn such
fabulous tricks on your own; you can only learn them from experienced rainmakers.
118

Information in the rest of this paragraph is taken from ―Wall Street and the Financial Crisis: The Role of
Investment Banks,‖ a memorandum to members of the Senate‘s Permanent Subcommittee on Investigations
from Senators Carl Levin, Subcommittee Chair and Tom Coburn, Ranking Member, April 26, 2010.
Available at; http://levin.senate.gov/newsroom/supporting/2010/PSI.LevinCoburnmemo.042610.pdf.
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The key conclusion from this line of argument with respect to the question at
issue is that the only rainmaker candidates firms will consider fully qualified for these
important jobs are those already working in financial markets at rainmaker or nearrainmaker positions – no matter how many hundreds of thousands of potential
rainmakers may be available to them. An article referenced above quotes an executive
who said that ―for each vacant seat there are probably only five people out there who
could do it‖ (Financial Times, Banks‘ losses fail to damp bonus season goodwill,‖
January 15, 2008). When markets are expanding rapidly in a boom, there will therefore
be substantial competition for these five. Thus, in spite of the large chronic notional or
potential excess supply of rainmakers, there may never be a substantial effective excess
supply of rainmakers available to bid away the rents.
It is important to understand that this apprentice system, though a natural
institutional component of wholesale investment banking, is not a technologically
determined system. The peculiar properties of the rainmaker firm influence the way the
apprentice system works and help turn it into a means to regulate their compensation
pools. The firm‘s current rainmakers will not want to allow more new people through the
apprenticeship process if that means their own bonuses will be reduced. Current
rainmakers have a material interest in defending their own ability to generate the revenue
that constitutes their claim on the firm‘s bonus pool. New traders compete with existing
traders for access to the firm‘s limited capital base. A new M&A team may erode the
revenues of one with greater seniority. Strategic considerations on the part of the existing
rainmakers will strongly influence the rate at which new members are accepted into and
rise within their ranks.
Conditions of rapid growth in the market are obviously most conducive to
expansion of the rainmaker ranks because the addition of new rainmakers may actually
improve the bonus prospects of existing rainmakers by protecting the firm‘s competitive
position. Since the apprentice system sharply constrains the supply of new rainmakers
available to the firm in an expansion, current rainmakers are able to demand higher
compensation under the believable threat that they will jump ship to a competitor.
Moreover, the addition of especially talented new rainmakers who will add more to the
bonus pool than they withdraw from it is likely to be acceptable to existing rainmakers,
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unless they believe the added competition involved will significantly reduce their share of
the pool. (Competition for bonuses among rainmakers is cut-throat, with threats of
resignation common to reinforce claims on the pool.) And existing rainmakers may be
able to exploit new apprentices, then fire them before they attain full rainmaker status, or
appropriate their contributions to the compensation pool.
Seasoned rainmakers control the flow of apprentices into the firm. To slow it
down, they can simply refuse to pass on the tricks of the trade as quickly or effectively as
possible or slow the rate at which the firm‘s capital is made available to new apprentices.
In other words, their bonuses have to be protected in order for the apprentice system to
function most effectively for them. A firm whose goal is to maximize shareholder returns
might seek to build up a larger group of rainmakers working for smaller bonuses than
would a rainmaker firm whose objective is to maximize bonuses per existing rainmaker.
The apprentice system would not necessarily constitute an insuperable barrier to
the reduction of rents in the long run if the top executives of large banks were determined
to lower bonuses. The formulas used to calculate bonuses for various rainmakers are
conventional; they could be changed if firms really wanted to change them. For example,
firms could use the large ―reserve army‖ of unemployed rainmakers created by the crisis
to ratchet down bonus formulas to lower bonuses at any particular level of net revenues
or to make bonuses a reasonable percentage of profit rather than net revenue. This would
protect shareholders in the crisis and reduce bonuses and raise profit and over succeeding
cycles. But we have seen that even when markets crash, firms do not take advantage of
the substantial excess supply of rainmakers created through job loss to cut bonuses
aggressively. This is because these are not traditional neoclassical or Chandlerian firms
seeking, respectively, shareholder value or the reproduction and growth of the firm itself
in the long run. These firms are run by rainmakers for rainmakers: they seek maximum
rainmaker compensation, not minimum cost.
Second, an ‗old boy‘ informal hiring policy constitutes a barrier to entry. As
Robert Frank and Philip Cook argue: ―The nation‘s elite educational institutions have
become, in effect, the gatekeepers for society‘s most sought-after jobs‖ (cited in Folbre
2010, p. 86). Rainmakers at top financial firms focus their recruiting on a relatively small
set of prestigious private colleges and universities from which the current rainmakers
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graduated and to which they typically remain loyal. A friend who was a rainmaker for
one of the country‘s largest banks told me that he was the only public university graduate
among more than three hundred people with managing director status in his division. In
spite of the occasional token hire from a state school, rainmakers recruit primarily from
their alma maters or schools with equivalent prestige, a practice that substantially limits
the potential supply of fast-track rainmaker candidates. This sharply constrained pool
must then be funneled through the apprenticeship process described above, further
reducing the effective supply of potential rainmakers, thereby helping to sustain the size
of their rents.
How does the „theft‟ of joint rainmaker-bank capital affect rainmaker compensation?
There is a source of high rainmaker compensation not yet discussed. Oyer
observes that Stanford MBAs who are employed by investment banks receive ―invaluable
on-the-job training‖ and build ―task-specific human capital‖ during their careers. The
idea that rainmakers accumulate large amounts of task-specific capital introduces the
question of who gets the benefits from the added pseudo-productivity associated with this
capital. A substantial part of the difference could end up with the rainmaker. This can be
a source of substantial tension between individual rainmakers and top executives. Lewis
1989 describes an emotional confrontation between Salomon Brothers‘CEO John
Gutfreund and his top MBS traders over the appropriate division of revenue generated in
the traders‘ department. When the traders demanded a much higher share of the revenue
for themselves, ―Gutfreund blew up. … He went on about how it was an honor to work at
Salomon Brothers and how the firm, not the people, created the wealth‖ (p. 132).
Consider the concept of the M&A ‗team.‘ The team is usually led by a
particularly successful M&A operative with substantial experience. The leader and the
team will have built up an extensive network of outside business contacts who trust them
enough to do large deals with them. Since the winning of trust takes substantial time and
cultivation, it is a barrier to the entry of new teams. It used to be said that the leader‘s
greatest asset was his ‗rolodex‘ or list of client phone numbers. An interesting question
is: who ‗owns‘ the ‗capital‘ or assets represented by this client network - the firm or the
team leader?
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It is not possible to give a general answer, but a substantial part of this capital,
typically belongs to the team leader and his closest lieutenants. If they leave the firm,
much of the business represented by the clients in their network may leave with them,
causing a serious loss in firm revenue, profit and prestige. ―The headlines of the financial
press are replete with the news of teams, rather than individuals, leaving one firm for
another‖ (Davis2003, p. 48). This gives the leaders substantial bargaining power with the
firm over compensation. Even though the team was created by the firm, required the
firm‘s capital to finance its business, received an initial customer network from its
predecessors without which it could not function, and relied heavily on the firm‘s
reputation to expand the network that underpins its bargaining power, the team
nevertheless may have substantial control over this capital. This power does not
necessarily derive from some unique talent advantage the team possesses relative to other
teams or to potential teams of bright young rainmaker aspirants, though the leader is
likely to be quite good as his job. Rather, it is itself a product of the firm and its
apprenticeship system. Thus, a percent of the extra compensation gained by the team
leader is a kind of ‗theft‘ from the firm and its shareholders because it is generated by the
firm‘s capital, prestige and business network, yet appropriated by the rainmaker. Oliver
Williamson referred to this as the ―hold-up‖ problem (Williamson 1985). In a sense, the
very act of creating such a team involves a potential future loss of the firm‘s existing
network of customers.
A similar argument might be made for top traders, who learn their profession in
one firm but can take that experience with them if they leave, and for those who generate
innovations in products or strategies. Keep in mind that most innovations in financial
firm strategies or products cannot be patented. Of course, as argued above, the revenue
pool that feeds the compensation of the employees discussed here is generated primarily
from ‗false value‘ and oligopoly power.

V. Concluding Observations.
The explosion of financial markets in size and complexity over the past three
decades and especially since the mid 1990s is one of the most significant economic
events of this era. Driven by perverse incentives to take excessive risk that resulted in a
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massive buildup of system-wide leverage, by deregulation that removed restraints on
excessive risk-taking119, by an impressive array of financial innovations (many of which
turned out to be dysfunctional and value destroying), and by the global integration of
national financial markets, the economic influence of financial activity and the political
influence of financial firms reached heights not seen at least since the 1920s.
No doubt there were some positive contributions associated with some
dimensions of this long financial boom. However, on balance the economic and financial
effects of the accelerating expansion of financial markets appears to have been severely
negative. Jean-Claude Trichet, President of the European Central Bank, gave an overall
assessment in 2009 of the effects of the evolution of financial markets. ―Over time, the
creation and assumption of financial risk become the core activity of financial markets.
… At some point, the financial system seemed to be no longer there to primarily to hedge
existing risks, but more and more to create its own‖ (Trichet 2009, emphasis in original).
The rise of finance-led capitalism led to excessive indebtedness among the poor
and, especially, the working and middle classes of most countries. This raised the rate of
economic growth for awhile, but will restrict aggregate demand in the intermediate future
because these debts have to be repaid in a slower growth era. It badly misallocated real
resources. Far too much credit was used to fund the technology and internet booms of the
late 1990s, the mortgage explosion of the 2000s, financial speculation and the financial
sector itself. The trillions of dollars in losses suffered by financial firms is evidence of
misallocation.120 Far too much income was funneled away from ordinary citizens to
119

The total abdication at all levels of government from its responsibility to keep the economy and society
safe from powerful yet dysfunctional financial markets was shameful. Nomi Prins summed up this problem
as follows:
If anyone in the Oval Office, in Congress, at the Federal Reserve, in the Treasury Department, or
in the offices of any regulatory agency had done any serious preventative work, had exposed the
murky Wall Street practices before they blew up in our collective faces, had contained the reckless
trading and borrowing activities, or had rendered financial firms smaller and more transparent - if
any of these people had cared - the crash could have been avoided, or at least would have been less
severe. Millions of jobs and trillions of dollars would have been spared. Billions of dollars of
bonuses wouldn‘t have rewarded the mostly legal but ridiculously risky practices that had such
devastating effects. (Prins 2009, p. 2)
120
Benjamin Friedman has stressed the inefficiency of our current financial system. ―The discussion of the
costs associated with our financial system has mostly focused on the paper value of its recent mistakes and
what taxpayers have had to put up to supply first aid. The estimated $4,000bn of losses in US mortgagerelated securities are just the surface of the story. Beneath those losses are real economic costs due to
wasted resources: mortgage mis-pricing led the US to build far too many houses. Similar pricing errors in
the telecoms bubble a decade ago led to millions of miles of unused fiber-optic cable being laid. The
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financial market rainmakers as well as to top executives at large nonfinancial firms who
received much of their income as stock options and built up impressive financial
portfolios. It was a major contributor to the rapid rise of inequality of the period. It drove
the global economy into a deep and prolonged recession costing many trillions of dollars.
Andrew Haldane, Executive Director for Financial Stability of the Bank of England,
estimates that the present value of expected future economic losses due to the crisis is
―between $60 trillion and $200 trillion for the world economy‖ (Haldane 2010b, p. 4).121
Government deficits caused by the crisis are leading to massive increases in public
indebtedness that will restrict the ability of governments to pursue full employment and
operate in the public interest for many years or even decades to come. The lion‘s share of
these deficits are caused by reduced tax receipts related to the prolonged slow growth
brought on by the financial crisis and not to stimulus programs adopted by governments.
Finance-led capitalism has strongly influenced the activities of the IMF and
World Bank in ways that hurt the developing world. It gave excessive political influence
to giant financial institutions who are now using that influence to prevent the creation of
an effective new regulatory regime or of effective constraints on rainmaker pay. Former
IMF chief economist Simon Johnson and coauthor James Kwak argue that US
government policy toward financial markets is now dictated by a ―financial oligarchy,‖
just as is the case in many Third World countries (Johnson and Kwak 2010).
Virtually all informed analysts who do not represent the interests of financial
firms – and even many who do - agree that the perverse incentive schemes under which
the most important employees of large financial institutions operated were a major
contributor to the financial crisis.122 I have presented evidence that rainmaker bonuses
were shockingly large, even after the markets crashed, and that there is good reason to

misused resources and the output foregone due to the recession are still part of the calculation of how
(in)efficient our financial system is‖ (Financial Times, Overmighty finance levels a tithe on growth, August
26, 2009).
121
Haldane argues that if ―a crisis occurs every 20 years, the systemic levy [on financial firms] needed to
recoup this cost would be in excess of $1.5 trillion per year‖ (Haldane 2010, p. 4).
122
―We believe that the existing approach to compensation offers a poignant commentary on the kind of
society we are becoming. Compensation systems always become in part ends, not means. By emphasizing
particular ends, reward systems condition the behavior of those people who participate in them or feel their
effects. Over time, they shape the business paradigm. And in turn, because business is such a central
cultural institution in American society, they also shape our culture and character‖ (Lorsh and Khurana
2010, p. 35, emphasis in original).

110

believe they are unearned rents rather than a reward for genuine contributions to longterm economic growth. Not even the severe financial crisis or subsequent massive
government intervention to rescue these firms (and thus preserve the jobs of most of their
rainmakers) has affected the practice of paying gigantic bonuses to armies of rainmakers
no matter how their firms perform. Most experienced political observers see little chance
that the perverse compensation schemes that helped cause the recent crisis will be curbed
by legislation. Standard and Poors stated this conclusion as follows:
We think regulators may talk a tough line, but will find it difficult to establish
radical changes to current compensation structures. Too many firms lobbying
with too much money will likely convince these regulators that it will be too
difficult to attract and retain talent with such curbs, and US lawmakers will not
want to put domestic firms on poor competitive footing with their global peers.‖
(S&P 2009b, p. 4)123
In June 2010 the Fed reported to Congress about an ongoing review of compensation
policies at the country‘s largest financial institutions. It acknowledged that most ―of the
bonus and incentive programs that economists say contributed to the worst financial crisis
since the Great Depression remain in place.‖ Fed chairman Bernanke stated that ―We
found that many banks have not modified their practices from what they were before the
crisis.‖ The review revealed that current bonus formulas ―often do not adjust payouts to
account for risks taken by traders or mortgage lending officers,‖ and that bank executives
and directors ―are often in the dark on the pay arrangements of employees whose bets
have a potentially devastating impact on the economy‖ (New York Times, ―Fed Finding
Status Quo in Bank Pay,‖ June 8, 2010).
Many have written about the absurdity of rainmaker compensation schemes in the
business press. But I found only one academic paper (Meunier 2007) that even raises the
question of how it is that giant firms structured so that their top employees enrich
themselves while destroying shareholder value and inevitably endangering the very
existence of their firms are allowed to function without meaningful interference by any
individual, institution, market force or regulatory authority.
The paper offers tentative or preliminary answers to key questions about the
rainmaker financial firm. It argues that the huge revenues generated by rainmaker firms
123

Note the self-serving character of the final argument. As long as one nation involved in global finance
refuses to radically alter perverse incentives, no country has to change.
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in the boom that are the source of their bonuses are created primarily by ‗false value‘ –
incomes generated by transitory boom euphoria and excessive risk-taking, not by longterm contributions to market value - and secondarily by oligopolistic market power. It
provides reasoned criticism of self-serving arguments used to defend rainmaker
compensation schemes and suggests mechanisms through which the enormous potential
excess supply of rainmakers is prevented from creating effective downward pressure on
rainmaker rents. The goal of the paper is to make some initial progress toward answering
the crucial question of how the sole objective of most of the largest firms in what has
become the most powerful industry in the country and perhaps the world can be to enrich
their most influential employees with utter disregard for the disasters this policy entails
for shareholders, firms and the broader economy. Understanding the rainmaker firm is an
essential step in the process of turning financial firms and financial markets into
institutions that will help improve the economic life of the large majority of the
population.
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Figure 1
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Figure 2
Bonuses and Net Earnings for the Big Five Independent Investment Banks
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Source: calculations by author based on data from Compustat. Bonuses are assumed to be 60% of total
compensation. Data for 1988 are not availible.
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Lehman Brothers estimated bonuses and net earnings
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compensation.
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Net Earnings

Morgan Stanley estimated bonuses and net earnings
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Figure 3
Top 5 Investment Banks: total cumulative NOMINAL returns, under the assumption of shares
being bought in the year indicated and held untill 03/25/09
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Source: calculations by author based on Compustat Database. Returns are calculated as a simple average of
cumulative returns for individual investment banks. Monthly returns are averaged to obtain annual data.

Top 5 Investment Banks: total cumulative REAL returns, under the assumption of shares
being bought in the year indicated and held untill 03/25/09
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Source: calculations by author based on Compustat Database. Returns are calculated as a simple average of
cumulative returns for individual investment banks. Monthly returns are averaged to obtain annual data.
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Figure 5
Share of total assets held by top 3, 5, and 7 commercial banks (USA, 1992-2009)
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Source: Calculations by author based on FDIC Statistics on Depository Institutions (SDI) (for data on individual
institutions), Historical Statistics on Banking (for total assets and deposits), and Statistics on Banking (for
aggregate June 2009 data)
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Source: Calculations by author based on FDIC Statistics on Depository Institutions (SDI) (for data on individual
institutions), Historical Statistics on Banking (for total assets and deposits), and Statistics on Banking (for
aggregate June 2009 data).
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Figure 6
Share of total assets held by top 5 US investment banks in total assets held by the US securities
industry (2001-2007)
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Industry and Financial Markets Association (for total securities industry assets)
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Figure 7
Total assets of top 5 investment banks, 1993-2007
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Net revenue of top 5 investment banks, 1993-2007
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