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“What were they smoking?” asks the cover of the current issue of Fortune magazine. Underneath the headline are photos of recently deposed Wall Street titans, captioned with the 
staggering sums they managed to lose.

Skip to next paragraph 

 

Paul Krugman. 
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The answer, of course, is that they were high on the usual drug — greed. And they were encouraged to make socially destructive decisions by a system of executive compensation 
that should have been reformed after the Enron and WorldCom scandals, but wasn’t.

In a direct sense, the carnage on Wall Street is all about the great housing slump. 

This slump was both predictable and predicted. “These days,” I wrote in August 2005, “Americans make a living selling each other houses, paid for with money borrowed from the 
Chinese. Somehow, that doesn’t seem like a sustainable lifestyle.” It wasn’t.

But even as the danger signs multiplied, Wall Street piled into bonds backed by dubious home mortgages. Most of the bad investments now shaking the financial world seem to 
have been made in the final frenzy of the housing bubble, or even after the bubble began to deflate.

In fact, according to Fortune, Merrill Lynch made its biggest purchases of bad debt in the first half of this year — after the subprime crisis had already become public knowledge.

Now the bill is coming due, and almost everyone — that is, almost everyone except the people responsible — is having to pay.

The losses suffered by shareholders in Merrill, Citigroup, Bear Stearns and so on are the least of it. Far more important in human terms are the hundreds of thousands if not 
millions of American families lured into mortgage deals they didn’t understand, who now face sharp increases in their payments — and, in many cases, the loss of their houses — 
as their interest rates reset.

And then there’s the collateral damage to the economy.

You still hear occasional claims that the subprime fiasco is no big deal. Even though the numbers keep getting bigger — some observers are now talking about $400 billion in 
losses — these losses are small compared with the total value of financial assets. 

But bad housing investments are crippling financial institutions that play a crucial role in providing credit, by wiping out much of their capital. In a recent report, Goldman Sachs 
suggested that housing-related losses could force banks and other players to cut lending by as much as $2 trillion — enough to trigger a nasty recession, if it happens quickly.

Beyond that, there’s a pervasive loss of trust, which is like sand thrown in the gears of the financial system. The crisis of confidence is plainly visible in the market data: there’s an 
almost unprecedented spread between the very low interest rates investors are willing to accept on U.S. government debt — which is still considered safe — and the much higher 
interest rates at which banks are willing to lend to each other. 

How did things go so wrong?

Part of the answer is that people who should have been alert to the dangers, and taken precautionary measures, instead blithely assured Americans that everything was fine, and 
even encouraged them to take out risky mortgages. Yes, Alan Greenspan, that means you.

But another part of the answer lies in what hasn’t happened to the men on that Fortune cover — namely, they haven’t been forced to give back any of the huge paychecks they 
received before the folly of their decisions became apparent.

Around 25 years ago, American business — and the American political system — bought into the idea that greed is good. Executives are lavishly rewarded if the companies they 
run seem successful: last year the chief executives of Merrill and Citigroup were paid $48 million and $25.6 million, respectively.

But if the success turns out to have been an illusion — well, they still get to keep the money. Heads they win, tails we lose. 
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Not only is this grossly unfair, it encourages bad risk-taking, and sometimes fraud. If an executive can create the appearance of success, even for a couple of years, he will walk 
away immensely wealthy. Meanwhile, the subsequent revelation that appearances were deceiving is someone else’s problem.

If all this sounds familiar, it should. The huge rewards executives receive if they can fake success are what led to the great corporate scandals of a few years back. There’s no 
indication that any laws were broken this time — but the public’s trust was nonetheless betrayed, once again.

The point is that the subprime crisis and the credit crunch are, in an important sense, the result of our failure to effectively reform corporate governance after the last set of 
scandals.

John Edwards recently came out with a corporate reform plan, but it didn’t receive a lot of attention. Corporate governance still isn’t regarded as a major political issue. But it 
should be. 

Next Article in Opinion (6 of 18) »

Tips

To find reference information about the words used in this article, double-click on any word, phrase or name. A new window will open with a dictionary definition or encyclopedia 
entry. 

Past Coverage

●     Consumer Prices Rose 0.3% in October, as Expected (November 16, 2007) 
●     SQUARE FEET; Near Seattle, Tribal Casinos Lead to Even Bigger Bets (November 14, 2007) 
●     ECONOMIC SCENE; Housing's Down, Market's Off, Oil's Up and That's Not So Bad (November 14, 2007) 
●     Stocks Soar on Hopes Fed By Wal-Mart and 2 Banks (November 14, 2007)

Related Searches

●     Economic Conditions and Trends 
●     Housing 
●     Mortgages 
●     Banks and Banking
Next Article in Opinion (6 of 18) »

http://www.nytimes.com/2007/11/23/opinion/23krugman.html?_r=2&hp&oref=slogin&oref=slogin (4 of 8)11/23/2007 5:50:04 PM

http://www.nytimes.com/2007/11/23/opinion/23brooks.html
http://www.nytimes.com/2007/11/16/business/16econ.html?fta=y
http://www.nytimes.com/2007/11/14/realestate/commercial/14tribe.html?fta=y
http://www.nytimes.com/2007/11/14/business/14leonhardt.html?fta=y
http://www.nytimes.com/2007/11/14/business/14stox.html?fta=y
http://query.nytimes.com/search/query?ppds=des&v1=ECONOMIC+CONDITIONS+AND+TRENDS&fdq=19960101&td=sysdate&sort=newest&ac=ECONOMIC+CONDITIONS+AND+TRENDS&rt=1%2Cdes%2Corg%2Cper%2Cgeo
http://query.nytimes.com/search/query?ppds=des&v1=HOUSING&fdq=19960101&td=sysdate&sort=newest&ac=HOUSING&rt=1%2Cdes%2Corg%2Cper%2Cgeo
http://query.nytimes.com/search/query?ppds=des&v1=MORTGAGES&fdq=19960101&td=sysdate&sort=newest&ac=MORTGAGES&rt=1%2Cdes%2Corg%2Cper%2Cgeo
http://query.nytimes.com/search/query?ppds=des&v1=BANKS+AND+BANKING&fdq=19960101&td=sysdate&sort=newest&ac=BANKS+AND+BANKING&rt=1%2Cdes%2Corg%2Cper%2Cgeo
http://www.nytimes.com/2007/11/23/opinion/23brooks.html

	nytimes.com
	Banks Gone Wild - New York Times


	DHMHMLAPIBFMDAAKHBIJKAMGMDOENEJABE: 
	form2: 
	x: 
	f1: http://www.nytimes.com/2007/11/23/opinion/23krugman.html
	f2: Banks Gone Wild
	f3: Economic Conditions and Trends
	f4: des
	f5: Housing
	f6: des
	f7: Mortgages
	f8: mdes
	f9: Banks and Banking
	f10: des
	f11: call
	f12: 1





