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FOREWORD

We think we’re number one, but we’ll leave that for others to decide.” Back in 1983, when John Whitehead, then cochairman of Goldman Sachs & Co. made that statement to a reporter from New York magazine, the investment bank was already well on the way to becoming one of Wall Street’s iconic firms. Its bankers proclaimed that they were “long-term greedy”; the denizens of Goldman weren’t the type, they declared regally, to try to capture every fraction of a penny of fees and profits, particularly if there was even a question that they might be doing so at the expense of a client relationship. Goldman Sachs even felt itself to be above some businesses—no advising hostile bidders on takeover strategies, for instance; that was far too messy. Then there were some potential clients that a Goldman Sachs banker didn’t want to be seen lunching with, much less transacting business with. Goldman’s clients were the crème de la crème; preserving the firm’s name and reputation by choosing who to deal with and what deals to do was more critical than grabbing at an extra few thousand dollars in fees.

Occasionally, something unpleasant would happen to remind Goldman bankers of the solid business reasons behind those lofty principles, such as the firm’s brief but damaging relationship with Robert Maxwell. Many Goldman partners had felt skittish about accepting the media tycoon as a client; his checkered past included his being dubbed by a British government inquiry as “not a person who can be relied on to exercise proper stewardship” of a public company. But the allure of earning big fees overrode those concerns—that is, until Maxwell vanished off his yacht into the sea near the Canary Islands and a new investigation revealed that he had looted a billion pounds from his employees’ pension funds. British regulators hit Goldman with a fine for its role in the fiasco in 1993; the size of the fine was somewhat less important than the public humiliation, however. Partners vowed that never again would Goldman Sachs be named and shamed in such a manner.

And yet, in the summer of 2010, Robert Khuzami, head of the enforcement division of the Securities and Exchange Commission, stood triumphantly in front of a group of reporters and an array of television cameras broadcasting his words globally. He announced that Goldman Sachs had agreed to pay a fine of $550 million—the largest penalty the SEC had ever imposed on a Wall Street firm—to settle a civil fraud case the agency had filed only months earlier. But Khuzami and the SEC had won more than their $300 million share of that settlement: Goldman had agreed to acknowledge publicly that the “fundamental basis” of the agency’s lawsuit was accurate. Goldman had failed to live up to its own standards and disclose everything that German bank IKB might have wanted to know about the mortgage securities deal, dubbed Abacus, that lay at the heart of the suit. Specifically, the SEC had claimed Goldman hadn’t fully explained to IKB and other potential investors buying the Abacus package of synthetic mortgage-based securities that hedge fund manager John Paulson had played a key role selecting the specific securities in that transaction—indeed, that the deal was being done at his initiative because he wanted to find a way to profit from what he expected would be a big decline in the value of the securities he chose. That’s precisely what happened: Paulson walked away a billion dollars richer, while IKB became one of the first financial institutions to fall victim to the global financial crisis and require a bailout.

Goldman Sachs, the envy of Wall Street, now found itself under scrutiny for all the wrong reasons. Instead of its peers and rivals trying to figure out what it was doing to earn the astonishing rates of return it delivered like clockwork to its investors, regulators and legislators were putting its business under a microscope. To insiders, it seemed as if everything for which Goldman was once famous and lauded—its creativity in devising and structuring new products; its risk management prowess; the market insight displayed by traders deploying the firm’s own capital to generate returns; the firm’s ability to develop relationships with power players in Washington as well as on Wall Street—now rendered it infamous. Suddenly, everyone was asking what Goldman Sachs had done to earn the gargantuan profits in recent years; profits that had left other Wall Street CEOs green-eyed with envy and fuming at their own inability to measure up.

But this book—conceived in early 2008, as Bear Stearns collapsed and Wall Street waited, holding its breath, for the next shoe to fall—is not the story of the transformation of Goldman Sachs from Wall Street’s most envied to its most reviled power. Rather, it’s the tale of the ways in which Goldman and the other Wall Street firms that sought to emulate its success underwent a fundamental transformation, and the impact of those changes for Wall Street, its clients, and the financial system as a whole. That transformation—which led to Wall Street being run solely in the interests of Wall Street entities themselves, with clients now viewed as counterparties—paved the way for the financial crisis whose ripple effects continue to reverberate on both Wall Street and Main Street. For the latter—indeed, for most of us—Wall Street’s value lies in its role as a financial utility or intermediary. But as the financial results of Goldman and its rivals demonstrated all too clearly, that’s not where the profit lay. And ever-bigger profits were what Wall Street’s own investors—the shareholders who bought stock in Goldman Sachs, Merrill Lynch, Lehman Brothers, and other firms—demanded, loud and clear.

The SEC’s fraud lawsuit against Goldman Sachs simply made public what many Wall Street insiders had long known: clients need to be able to look out for themselves. Wall Street firms are dealing cards from the bottom of the deck to their friends, while saving the low-value cards for other clients. In case there was any doubt of what Goldman bankers really thought of the deals they were taking to their clients, investigators rapidly made public a series of embarrassing e-mails and other documents. In one, top Goldman banker Tom Montag wrote of another mortgage-backed securities transaction—Timberwolf—that it was “one shitty deal.” Certainly by the time John Paulson came knocking on its door, Goldman knew that being “long” subprime real estate in the spring of 2007 was likely to be a risky bet for anyone agreeing to take the other side of the trade that Paulson wanted to do; after all, the firm was pushing its team to unload their own exposure to others as rapidly as possible. In an e-mail to a friend, Fabrice Tourre, the banker who structured the deal (and who has not yet been able to settle the SEC’s charges against him) wrote of the CDO transactions he was crafting, “the whole business is about to collapse any time now … Only potential survivor, the fabulous Fab!” In another e-mail, the head of Goldman’s structured products correlation trading desk warned Tourre that “the cdo biz is dead” and that “we don’t have a lot of time left.” None of that gave Goldman Sachs bankers a reason to stop, it seems. Even Bear Stearns had turned away John Paulson, concerned at the ethical implications of allowing a hedge fund manager to choose which securities he would bet against and thus which securities Bear would have had to coax a client to buy outright.

“In the old days, we would never have done business with just anyone who showed up on our doorstep,” insists one former Goldman Sachs partner, who says the revelations left him “shocked and dismayed.” In the old days, before Goldman Sachs sold stock to the public and its culture began to change irrevocably, “the question would have been ‘John Who? Do we know this guy? What is he asking us to do? What are the consequences of this? Is this someone we want and need a relationship with?’ Above all, we were always prepared to say ‘no.’ ”

But by the dawn of the twenty-first century, saying “no” to deals wasn’t how Wall Street worked anymore. From the mortgage brokers who underwrote the now-notorious “no income, no-docs” home loans all the way up to the investment bankers who just couldn’t turn away a John Paulson, even when they had ethical reservations or, as Fabrice Tourre admitted, the securities that they were creating for their investors were “monstrosities”; the very word “no” seemed to have vanished from the lexicons of those toiling within the financial system. And the pressure was on to say “yes” to any deal that could generate a few pennies a share in quarterly earnings, because each and every investment bank and commercial bank was well aware of the extent to which its own return on equity fell short of that being generated by the Midas-like bankers at Goldman Sachs. Swiss banking giant UBS hired a consulting firm to advise it on the best way to generate profits; Goldman alumnus Robert Rubin, who had moved on to work for Citigroup, only reluctantly acknowledged to colleagues that his new firm had neither the trading skills nor the risk management prowess to beat Goldman at its own game. (That didn’t stop Citigroup from trying, of course.) Top bankers at Merrill Lynch & Co. knew to steer clear of their temperamental CEO Stan O’Neal on days that Goldman Sachs released its earnings. “Why can’t we earn numbers like that?” he demanded of one subordinate in mid-2005.

The problem for Wall Street wasn’t what Goldman Sachs did. It was the attitude that lay behind those actions, combined with the fact that its rivals and eager imitators tried to beat Goldman at its own game. When O’Neal’s underlings set out to beat Goldman’s return on equity, they succeeded in wiping out a decade’s worth of profits by taking gargantuan risks in collateralized debt obligations (CDOs) made up of subprime mortgages. The fallout from UBS’s effort to chase Goldman Sachs cost the Swiss bank billions of dollars in losses and writedowns. So far, much of the scrutiny of the financial crisis has been devoted to identifying and analyzing its proximate causes: the boom in risky, subprime lending; the role that securitization and derivatives played in amplifying that risk and spreading it throughout the financial system; and the inadequate risk management methodologies that were exposed by the crash. These are easier to understand and to grasp—but they also create the illusion that since we can name them so readily, they can be fixed with a few well-considered and carefully designed reforms.

There are deeper-seated causes, however, that are far more significant systemic issues that both Wall Street and Washington have yet to address. What purpose does Wall Street serve? What do we have to do to restore public confidence that it can act in the interests of all its stakeholders, not merely those who run it and view it as a way to generate vast profits for themselves? Certainly, Goldman Sachs envy hasn’t abated on Wall Street, even if most of its rivals admit that they’d prefer to be known for its Midas touch than the Abacus transaction. And as long as they keep chasing Goldman Sachs, and what Goldman is doing to earn its hefty profits is weakening the integrity of the financial system, then real reform is still far distant. The Financial Crisis Inquiry Commission’s final report touched on this when it noted that both bankers and regulators “ignored warnings and failed to question, understand and manage evolving risks within a system essential to the wellbeing of the American public. Theirs was a big miss, not a stumble.” Nor were those members of the FCIC who signed on to the report optimistic about the future. “Some on Wall Street and in Washington with a stake in the status quo may be tempted to wipe from memory the events of this crisis.”

True, the playing field has never been a level one for those on Wall Street. Back in 1940, Fred Schwed wrote what has now become a classic book, Where Are the Customers’ Yachts? In it, a visitor to Manhattan is being shown the sights near Wall Street, including a yacht basin around the Battery. “Look, those are the bankers’ and brokers’ yachts,” his guide points out. “Where are all the customers’ yachts?” asked the naive visitor. The punchline was obvious: Wall Street didn’t make enough for its clients for them to own yachts. Not much has changed, except that in the wake of the financial cataclysm, some of Wall Street’s customers have begun to feel as if they are setting out to sea in leaky rowboats, without their bankers and financial advisors being either ready or willing to dispatch a life raft in case of emergency.

The reason Wall Street exists and the reason it was bailed out by the American taxpayer is that it plays a vital role in our capitalist economy. We need Wall Street—and we need Wall Street to remember that function. But today’s Wall Street is far from serving that “utility” role, and it remains to be seen whether the regulatory reform proposals will convince Goldman Sachs and its rivals to reconsider their raison d’être and redefine their responsibilities to both their clients and to the financial system itself. None of the survivors can resume chasing Goldman Sachs and lusting after its profits if what Goldman Sachs does and the others try to do in order to earn that rate of return succeeds in undermining the health of the financial system as a whole. If there is one lesson we all, from the Oval Office on down, need to learn from the crisis, that’s it.
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INTRODUCTION

The Chase

Does Wall Street owe the American people an apology?”

Tom Casson* heard the question—the one on the minds of every American taxpayer furious at the very idea of footing the bill for Wall Street’s excesses in the shape of the $700 billion bailout package under debate in a Senate hearing room—from the television on the trading floor just outside his office. He saw himself as part of Wall Street—it was where he had spent nearly all his working life—so the very idea that some senator from who knows where thought he should apologize to the country piqued his curiosity immediately. “Why would I and the rest of my guys do that?” he wondered. Still, listening to either Treasury secretary Henry “Hank” Paulson or Federal Reserve chairman Ben Bernanke struggle to answer the question in a way that would keep the members of the Senate Banking Committee happy had to be more fun than just watching the red lines on his Bloomberg terminal that signaled stock and bond market index levels inching their way lower and lower with every passing minute. In search of distraction, Casson got up from behind his desk and ambled toward the trading floor. Leaning against the glass wall that separated his small fiefdom from the hurly-burly of the floor, he waited for the answer.

It wasn’t what he expected to hear. After a lot of hemming and hawing, Ben Bernanke finally replied that to most of America, “Wall Street itself is a … is a … is an abstraction.” Casson felt as if he’d accidentally stuck his finger in an electrical socket. He stood upright, staring at the television in astonishment. What had Bernanke just said? Can he really have just described Wall Street as an abstraction? In Casson’s eyes, Wall Street couldn’t be less abstract—it’s where businesses find capital, where investors with capital find places to put it to work in hopes of earning a return. Over the decade that he had toiled on the Street, Casson had raised money for some of those companies and helped others to negotiate multibillion-dollar mergers. Now the politicians were demanding that he and his colleagues apologize for what they spent their lives doing? Even worse, the head of the Federal Reserve—the individual who was the public face of banking regulation and monetary policy making—couldn’t find a better word to describe Wall Street than abstraction. Months later, Casson was still bemused. “How could anyone say that Wall Street was an abstraction?” he wondered aloud. What had happened to make even the Fed chairman blind to Wall Street’s real value?

The details of what happened during the weekend in September that preceded those Senate hearings, the weekend of frenetic deal making, hectic negotiations, and never-ending meetings within the Fed’s fortress-like New York headquarters involving nearly every top figure on Wall Street, have by now been told and retold. We know that Merrill Lynch held its board meeting to approve the sale of the firm to Bank of America at the St. Regis Hotel in Manhattan; that Securities and Exchange Commission (SEC) chairman Christopher Cox accused a British counterpart of being “very negative”; that Hank Paulson commuted to the negotiations downtown from a suite at the Waldorf Astoria in midtown Manhattan. We even know the favorite route for the dawn runs by Timothy Geithner (then head of the New York Fed, who would succeed Paulson at the Treasury Department in the New Year) along the southern tip of Manhattan.1 We know what happened—the names of the firms that failed, and those that rapidly returned to making money hand over fist. (We still don’t know the names of those institutions saved from disaster by last-minute help from the Treasury Department, but if media organizations make a compelling freedom-of-information case to the courts, that information won’t be long in coming.) We know the proximate causes of the crisis: too much leverage, too much risk, and too much subprime lending.

This book will take you on a different journey. Instead of rehashing every detail of what happened to Wall Street, I’ll take you behind the scenes and show you just why our financial system came so close to falling over the edge of the abyss. How did we reach the point where Wall Street was in so much jeopardy that the staid and somewhat self-important Paulson was willing to go down on one knee in front of House of Representatives Speaker Nancy Pelosi—a Democratic politician most investment bankers distrusted and even roundly disliked—to beg for her assistance in passing a financial aid package for the surviving firms, including his own alma mater, Goldman Sachs? Above all, what had happened to Wall Street that Bernanke could describe it as an “abstraction” and be greeted not with howls of outrage or confused questions by his audience but rather with nods of acknowledgment and understanding?

Truth is, Wall Street isn’t an abstraction but a kind of public utility. That’s a characterization liable to make those who work on the Street bristle in indignation. But in many ways, the financial system of which Wall Street is a critical part bears an uncanny similarity to any power company or water system. When you come home at the end of the day, you count on being able to flick a switch and see your lights come on; in the morning, you rely on being able to turn on a tap and get clean running water for your shower. You almost certainly rely on Wall Street in the same unconscious way. Wall Street offers us an array of investment ideas for our retirement portfolios; Wall Street institutions finance our entrepreneurial dreams and lend us the capital we need to help us buy homes, cars, and even birthday gifts for friends and family. (Sure, they make money doing that—but so do the power company and the water company.)

From its inception Wall Street had been there to serve Main Street, and it took that role seriously. “It was valued; serving your corporate clients, if you were an institutional firm like Morgan Stanley, or investors, if you were a retail-oriented firm like Merrill Lynch, exceedingly well was the ticket to success on Wall Street,” says Samuel Hayes, professor emeritus at the Harvard Business School. The problem is that from the 1970s onward, serving as a public utility and performing these intermediary functions for the people on both ends of the “money grid” (investors and companies needing capital) just wasn’t as profitable as it used to be.

That’s the starting point for this book, which will explain just how and why Wall Street drifted away from its core intermediary function and morphed from utility to casino, under pressure from those running Wall Street firms and from their investors. Both of those groups put a priority not on fulfilling Wall Street’s role as a utility but on finding the most profitable products and business strategies, of which subprime lending and structured finance were only the latest—and, so far at least, the most toxic—manifestations.

Eventually, these insiders came to treat Wall Street as if it were any other business, only as valuable as the profits they could extract from it. Instead of turning to proprietary trading or structured finance only to supplement their returns from the less profitable utility-like or intermediary operations, many Wall Street firms deemphasized Main Street altogether in favor of catering to Wall Street clients: hedge funds, private equity funds, and their own principal investing and proprietary trading divisions. Nor were there any incentives for Wall Street residents to question their collective transformation from quasi-utility to self-serving, risk-taking, profit-maximizing behemoth. Compensation policies across the Street rewarded bankers and traders for turning a blind eye to the needs of the money grid; regulators—agencies charged with ensuring that utilities operate in the public interest—ended up catering to Wall Street rather than trying to rein in its worst excesses.

When utilities come under too much systemic stress, they fail. Think of the electricity system, and what happens when its managers fail to plan for the hottest summer days, when everyone turns on the air conditioner full blast and the demand for power peaks. Like millions of others living in the northeastern United States, I experienced that firsthand one muggy August afternoon in 2003, when the power to everything from elevators in high-rise office buildings to streetlights on Manhattan’s busy roadways flickered off—and stayed off for much of the next twenty-four hours. Suddenly, I realized just how important the power grid was to my life. I joined thousands of others who had to walk home along the darkened New York streets, through the heat and humidity. Eight miles and many hours later, there was no cold water to ease the pain from my blistered feet (the lack of electricity had caused a plunge in water pressure) and no food (there was no way to cook anything); I couldn’t even find a cold drink to revive me.

Thankfully, the reasons for the blackout were relatively straightforward. Someone had decided to take a power plant offline, meaning that its output wouldn’t be available to customers on one of the hottest days of the year. A bad call. When electricity demand spiked, that put a strain on the high-voltage power lines. Since electricity companies know that can happen, causing power lines to sag dangerously low, they make an effort to keep trees and foliage trimmed back. That didn’t happen at one utility—another bad call—and the power lines brushed against some overgrown trees, triggering a series of failures that cascaded throughout the region’s power grid.2

The 2003 blackout was an accidental phenomenon. But imagine if in the years leading up to the blackout, the power companies had been overrun by a new breed of managers, extremely bright and imaginative engineers armed with MBAs. Imagine that they had been given a completely different mandate by shareholders: blackouts don’t happen too often (the last big one was in 1965), so if preparing for one consumes too much capital or limits profits too much, don’t bother with it. And imagine that those engineers, in order to maximize profits, decided to use all the money they had saved by not investing in backup capacity and maintenance to build and operate a casino, or some other business that would generate a much higher return in the short run. Finally, imagine that regulators were asleep at the switch and let them do it. Happy shareholders would have richly rewarded the engineers for their efforts right up until the last minute. And even after the blackout (which would have been far more catastrophic and longer-lasting than that of 2003), while all of us were struggling in the dark, those investors and the engineers would have had more than enough money to buy their own generators to provide power to their mansions.

In a nutshell, that’s what happened to Wall Street as it morphed from being an intermediary to being a self-serving, risk-taking machine for generating profits. As long as times were good, few participants stopped to ask questions about this transformation, including those who have today become some of the Street’s harshest critics. And even now that we’ve experienced the near blackout of the financial system, the fingers of blame are pointing to individuals—Richard Fuld, at the helm of Lehman Brothers, for instance, or Christopher Cox, the chairman of the SEC, who looked the other way as Bernie Madoff ran his Ponzi scheme and as the investment banks his agency regulated teetered on the edge of disaster. If we ever are going to be able to devise wise policies for Wall Street and ensure the future health of the financial system, we have to take a hard look at more than just the proximate causes of the debacle, such as subprime lending or the activities of pot-smoking, bridge-playing Jimmy Cayne at Bear Stearns. We need to understand how to make the money grid work properly. Maybe just being an intermediary doesn’t generate enough in profits to sustain the system anymore—but that doesn’t mean that people running the utility should feel free to toss caution to the wind and start speculating on a host of new and risky businesses.

Bankers are trying to clear up the mess they have made, while in Washington, regulators and policy makers are running around in circles trying to analyze what went wrong and to put in place a new set of rules that will prevent the financial system from coming so close to the brink again. But none of these very smart people is either admitting to or acting on the biggest problem of all: the fact that while Wall Street is as important to our economy and society as any other utility, it doesn’t work like one. Let’s say that Morgan Stanley decided, as a result of the events of the last two or three years, to pare back the amount of risk it is willing to take. It shuts down its proprietary trading desk, says it won’t act as a principal and invest alongside its clients in businesses, and limits its involvement in risky products such as synthetic credit default swaps. It even decides to turn away underwriting assignments if its bankers conclude that the stocks or bonds the firm would be underwriting would add to the level of risk in the system. Instead, Morgan Stanley focuses on wealth management, on building a commercial banking franchise, or on market making (facilitating the two-way flow of trading in stocks or bonds). What would happen next?

Well, none of these is a high-growth business that will lead to big annual jumps in profitability. Before long, the impact of this decision would show up in the bank’s quarterly earnings; with each fiscal quarter, the gap between Morgan Stanley and its rivals would widen, in both absolute levels of profitability and the rate of growth in profits. The bonus pool would shrink, and if this risk-conscious move was one that only Morgan Stanley had made on its own initiative (and not part of a government-mandated change affecting the entire industry), the bank’s most talented and skilled employees would be lured away to work for competitors. Ultimately, the investors in Morgan Stanley, those who have purchased its stock in hopes of seeing the value appreciate, would stage a rebellion. It wouldn’t take long before they’d protest to the bank’s management team and demand that the managers do whatever it takes to keep up with the returns being posted by their peers. If those managers stick to their guns, the investors’ next stop would be the offices of the company’s directors. It’s pretty easy for anyone to imagine what would happen next to the executives who had decided that shunning high-risk but profitable businesses was a good idea. “Give us a new management team, with some guts, that’s willing to go out and do what it takes to capture whatever profits are going!” shareholder A would demand. Since the board’s absolute duty is to maximize value for shareholders, it wouldn’t take long for it to capitulate.

Do you think that couldn’t happen? Well, it did, over the course of the last two decades. Over that period, Goldman Sachs emerged as the rival to beat, or at least to try to mimic. The firm seemed to have a Midas touch: in the decade leading up to the financial crisis, it generated an average annual return of 25.4 percent on shareholders’ equity, while the four other large investment banks earned an average return on equity (ROE) of 15 percent annually in the same time frame. No wonder Goldman’s rivals were furious as they fended off complaints from their own shareholders. It was clear to every other Wall Street CEO that chasing Goldman Sachs was the only way to boost their personal wealth and simultaneously keep their cantankerous shareholders pacified.

What Goldman was doing, however, was something very different from the traditional business of Wall Street. By 2007, the year that it posted record profits of $11.6 billion and distributed a bonus pool that was even larger ($12.1 billion) among its employees, Goldman was getting only about a third of those earnings from serving Main Street clients; the rest came from investing and trading for its own account. It had become commonplace for Goldman’s rivals to refer to the firm, scornfully, as a hedge fund disguised as an investment bank, even as they scrambled to mimic the strategy. The problem was that they weren’t moving into these businesses because they believed they had a competitive advantage or the most talented bankers and traders. They were doing it just to keep pace with the market leader. And while Goldman Sachs, as we’ll see, managed to steer clear of some of the subprime mess, those firms that were just trying to chase Goldman Sachs didn’t have the tools or the people to help them properly manage the new risks they were taking.

During those years, when everyone was chasing Goldman Sachs, there was every incentive to just keep doing so and not much encouragement to stop and rethink the strategy. John Costas, former head of investment banking at UBS and one of the Swiss bank’s most powerful deal makers, says the system worked in such a way that everyone was under pressure to do whatever it took to grab the extra percentage point of market share or return on equity and to ride roughshod over naysayers. “For a decade, from 1999 through the middle of 2007, anytime you stopped participating, by not adding more risk or by not aggressively pursuing more transactions, you were wrong.” In other words, chasing Goldman Sachs was a strategy that paid off for so long that Wall Street’s leaders were ill equipped to recognize that it might not always continue to do so.

Nor was it possible to sit out the dance, to not try to emulate Goldman’s golden touch. With the benefit of twenty-twenty hindsight, deciding back in 2003 or 2004 not to get caught up in the business of repackaging subprime mortgages into collateralized debt obligations (CDOs) looks great. At the time, it would have been untenable, says one former senior banker. “What was happening at the bank that did that? The investment analysts are downgrading it, the shareholders are unhappy, and the employees are unhappy because the bonuses aren’t as fat as those their friends are earning. The press is all over the bank, saying it’s not as well run as the other bank.” That, he argues, is the kind of thinking that sealed the doom of some of Wall Street’s most venerable names.

That kind of thinking is still alive and well on Wall Street today, even after the near apocalypse. The quest is already under way for the next “new new thing,” the next product or strategy that will help firms such as Goldman Sachs and its rivals earn massive profits in the short run while creating new risks for the financial system. Perhaps it will be something that Goldman Sachs pioneers, or something that is launched by one of the new boutique institutions. The one certainty is that Wall Street’s mind-set remains unchanged. Left unchecked, every firm will again overlook risk in hopes of gaining a dominant market share in that new product. The financial system has been saved from destruction, but as long as the mind-set of “chasing Goldman Sachs” lingers, it hasn’t been reformed.

As the worst of the crisis recedes into the distance and Wall Street battles to return to business as usual, Goldman Sachs is once again the firm that all its rivals want to emulate, at least when it comes to financial performance. As David Viniar, the firm’s chief financial officer, told a reporter in 2009, “Our model never really changed”3; by the end of 2009, Goldman was again rewarding its employees with one of the biggest bonus pools in its history and had returned to reporting astronomically high earnings. Once again, a relatively small proportion of those profits came from serving Main Street. Wall Street is still oriented toward serving itself—its shareholders and employees—and as long as that collective mind-set endures, we run the risk of another systemic shock.

There is no point sitting around and waiting for Wall Street to apologize to us, individually or collectively. Nor can we content ourselves with the idea that bankers are twenty-first-century cartoon villains and demand that they get their just deserts. It’s not even reasonable for us to indulge in bouts of nostalgia for the banking system of the past. True, in hindsight, the 1960s look like a golden age but we can’t just wipe out innovations such as high-speed trading based on computer algorithms that didn’t exist then. Nor can we force investment banks to return to the days when they weren’t large publicly traded corporations but partnerships that valued long-term relationships over short-term quarterly profits. We can’t turn back the clock to a time when hedge funds and private equity funds were a tiny sideshow on Wall Street. What we can and must do is understand the way Wall Street functions today and try to align that more closely with its special role in our economy and society.

This book isn’t another anecdotal history of the subprime crisis of 2007 and 2008. Rather, it’s the tale of how Wall Street’s metamorphosis from a utility serving Main Street to a business that took extraordinary risks to maximize its own profits at the expense of that utility function set the stage for that crisis. It’s an analysis of where we stand today and where we need to go next—to a world where, instead of blindly chasing Goldman Sachs in hopes of replicating its success, the players that make up Wall Street identify ways to emulate the strengths and avoid the flaws that lie within the business model of Goldman Sachs and seek out their own paths to success. Above all, those strategies must be based on their own competitive strengths and be pursued in a way that doesn’t jeopardize Wall Street’s core utility function.

The story is told through the eyes of those who lived it, such as Tom Casson—the bankers, traders, research analysts, and investment managers who have spent the bulk of their professional lives on Wall Street. Some of them can recall firsthand the events of the 1970s, when new technologies and new rules began to reshape the world they inhabited. It’s the story of how Wall Street came to be seen, even by one of its devotees, as an “abstraction.” With any luck, the next time Bernanke uses that phrase to describe the money grid, he’ll be met with howls of outrage.


* Here and throughout the book, a name followed by an asterisk is a pseudonym for a all Street professional. Casson, as is true of many of his colleagues still working on Wall Street, does not have permission to speak openly to the press or book authors about what they see happening around them; while their CEOs do, it’s rare to find them frank and forthcoming. In cases such as that—where speaking openly and honestly about what individuals on Wall Street witnessed and experienced would have caused trouble for my sources with their employers or investors, and where simply using an anonymous source would have made following the narrative unnecessarily difficult for the reader—I have chosen instead to gives these sources a pseudonym. In cases where that is done, their name is followed by an asterisk when they first appear. When senior Wall Street officials declined to be quoted on the record for this book, I have not given them pseudonyms, but simply cited them and referred to their roles on the Street, but not their firms. Reporting this book at the height of the crisis in the winter of 2008 and spring and early summer 2009 proved particularly challenging, as many of these individuals were focused on what was going to happen in the next twenty-four hours or the following week, not what happened in past decades or what might happen over the next decade. “How can you ask us to predict that?” said Fred Joseph, former boss of junk-bond king Michael Milken, who went on to cofound a boutique investment bank but who, sadly, died in late 2009. “We can’t predict what we’ll have to deal with in a month or two, and how that will change our options.” This book reflects the views and thoughts of some two hundred individuals whose lives are tied to Wall Street in one way or another and who, like Joseph, made that effort.
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