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A Dirty Job No One Should Do

A lawyer’s self-serving defense of Wall Street pay doesn’t add up.

BY JOHN MILLER

P ure as the driven snow? How about
as dirty as what remains of the
Northeast’s snow piles, covered with
filth a month after record storms?
Eckhaus and his fat-cat clients richly
deserve the scorn that even his friends
have heaped upon them. The pay
packages Eckhaus negotiated are ob-
scene. They cushioned financial fat
cats from the often-disastrous conse-
quences of their actions. And Eckhaus’s
protestations notwithstanding, the
finance industry’s compensation struc-
tures lie at the heart of the financial
crisis. Banking execs and other key de-
cision-makers all along the mortgage
securitization process were induced to
take excessive risks because of the way
they were compensated.

Let’s start with the first link in the
process—the people who made the
mortgage loans to homebuyers. It's
standard practice to pay mortgage
brokers based on the volume of
loans they originate, not the perfor-
mance or quality of those loans. And
since the banks and mortgage com-
panies who employ the brokers bun-
dled up the loans and sold them off
as mortgage-backed securities, they
too had little interest in the quality
of the loans.

The fees garnered by the financial-
services industry from home mort-
gage lending and mortgage securiti-
zation were enormous, as much as $2
trillion in the six years from 2003 to
2008, according to estimates by econ-
omist James Crotty. That figure in-
cludes the fees paid to mortgage bro-
kers as well as the fees collected by
investment bankers who packaged
the loans into securities, the fees paid
to the ratings agencies who gave the
securities their seal of approval, and
the fees paid to yet others who ser-
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viced the securities. Those massive
sums were paid out for short-term
success even when the decisions
those sums rewarded resulted in
long-term losses or failures, a point
Securities and Exchange Commission
chair Mary Schapiro confirmed for the
Financial Crisis Inquiry Commission,
the ten-member panel appointed by
Congress to examine the causes of
the financial crisis.

That the compensation system
has “no rhyme or reason”is the con-
clusion Andrew Cuomo, then attor-
ney general of New York, reached in
his 2009 report on compensation
practices in the U.S. banking system.
The record of Bank of America, for
Cuomo, shows just how little com-
pensation had to do with bank
performance. In 2006, as the bank
raked in profits during the hous-
ing bubble, it paid out $18 billion
in compensation. In 2008, after
the bubble had burst, Bank of
America continued to make compen-
sation payments at the $18 billion
level—even as its net income plum-
meted from $14 billion to $4 billion.
That fall Bank of America took over
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Merrill Lynch, which had just brought
a new investment banking chief on
board—Mr. Eckhaus’s client Tom
Montag—by guaranteeing him a
$39.4 million bonus.

Those giant bonuses paid out to Wall
Street high rollers provoked the ire of
many, especially when they came from
financial firms that received TARP
(Troubled Asset Relief Program) bailout
funds from the federal government, as
was the case
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with Mr. Montag’s millions. The Cuomo
report pays special attention to the bo-
nuses paid out by the original TARP re-
cipients. For two of the nine, Citigroup
and Merrill Lynch, the disconnect be-
tween the banks’earnings and execu-
tive bonuses was especially alarming.
Together, these two corporations in
2008 lost $54 billion, paid out nearly $9
billion in bonuses, and then received
TARP bailouts totaling $55 billion. At
Merrill Lynch, 700 employees received
bonuses in excess of $1 million in 2008.
The top four recipients alone received a
total of $121 million. Merrill's reported
losses for 2007 and 2008, as Crotty
points out, were enough to wipe out 11
years of earnings previously reported
by the company.

The Cuomo report rails against this
“heads | win, tails you lose” bonus cul-
ture. As Cuomo put it, when banks did
well, executives and traders were
showered with bonuses. When the

banks lost money, taxpayers bailed
them out, and bonuses and overall
compensation remained sky-high.

The consequences of such a per-
verse compensation system are disas-
trous, as Crotty explains:

It becomes 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 and since
they continue to receive substantial bo-
nuses even in the crisis, they have a pow-
erful incentive to pursue high-risk, high-le-
verage strategies.

So go ahead and blame Wall Street for
the crisis. Not to would indeed be ab-
surd. The bonuses Eckhaus’s clients
and others took home were the most
deformed element of a compensation
system that enabled the risk-taking
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that pushed the financial industry into
crisis. Those bonus babies deserve
your scorn. Throwing them out with
their dirty bathwater, the whole com-
pensation system, is the first step to-
ward curbing the destructive behavior
they helped to perpetuate. EF

JOHN MILLER, a member of the
Dollars & Sense collective, is a professor
of economics at Wheaton College.
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