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To the three that I admire most

I have never adhered to the view that Wall Street is uniquely evil, just as I have never found it possible to accept with complete confidence the alternative view, rather more palatable in sound financial circles, that it is uniquely wise.

J. K. Galbraith1
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Preface

This book completes a journey that started in 1978 when I took my first job. I worked for over twenty years as an investment analyst, head of research and chief executive with two British securities firms. My work took me round the world. I made frequent visits to Wall Street, reviewing the firms’ American subsidiaries and meeting clients. My final task as a full time investment banker was to help my employer, Schroders, sell its investment bank to Citigroup in 2000.

It was a good time to leave. I had become increasingly doubtful about the industry I was in and its role in the economy. During my time, the profession appeared to have moved from putting the client first to putting itself first. We exerted enormous pressure on clients to transact. We helped to raise and recycle lots of capital, yet we employees seemed to benefit more than our clients and shareholders. We never seemed to face up to the truth about what we were really doing.

To start with I thought this was a London problem. My first book, The Death of Gentlemanly Capitalism,1 described how the City of London’s investment banks and brokers had lost out to foreign, mainly American, competitors in the years after Big Bang in 1986. I expected that this book would end my interest in finance, but I kept a weather eye on investment banking. Some firms used me as a consultant; others asked my opinion informally; friends in the business kept me in touch with what was happening.

It was hard to ignore: the media was full of the most extraordinary goings-on: the boom and bust of the dot-com bubble, corporate scandal in recession-hit America and lay-offs on Wall Street and in the City. To cap it all, the exposure of uncontrolled conflict of interest at the heart of investment banking came not from the regulators who were meant to be in charge of the investment banks but in the unlikely form of the New York State Attorney General, Eliot Spitzer.

For a year, 2002, Wall Street was on its knees. Then new rules, promises to be more vigilant and rising markets eased the pressure. The investment banking industry regained its equilibrium and the whole episode came to be seen as an unwelcome but inevitable consequence of the 1990s bubble. The consensus appeared to be that Wall Street had received its rap on the knuckles and that capitalism could once again move fairly and squarely forward.

I was less sure. The new rules left intact a business model riddled with conflicts of interest. These are sometimes – in my view incompletely – acknowledged, but even so they are notoriously difficult to manage. I wanted to know whether the integration of so many related activities explained the high profits and regular scandals that have been a feature of the industry for the last twenty years. If so, tackling the symptoms but not the cause of the latest crisis would merely perpetuate the problem.

I wondered where all the money was coming from. I had a sneaking suspicion that if the chain was followed to its logical conclusion Joe Public would emerge as the provider of the rich rewards garnered by the investment banks’ employees and shareholders. If so, further questions would need to be asked about how it is all being done and whether capital is finding its most productive home as it passes through the financial markets. I decided to seek the answers, and this book is the result.

Problems in the investment banking system are often seen as an American issue and much of the evidence in this book comes from the USA. Most of the world’s top investment banks are American, most investment bankers work in the United States and that’s where the most obvious problems have been. But when America sneezes the rest of the world catches a cold and every country with a large capital market is dominated by American investment banks, their business practices and their values.

Britain and other countries that follow the American business model have avoided the most egregious examples of misbehaviour, but do not for a moment think that they are immune from America’s cold. If you look hard enough the games that are played in American capital markets can be found wherever you live. And if you look hard enough you will find that you too are paying the price.

Philip Augar

Cambridge, England, 2004


PART 1
Introduction

1
The Trusted Adviser Takes a Fall

Millennium Eve, 31 December 1999

‘Be Bullish’, thundered Merrill Lynch in its report on the year 1999. America expected little else from a firm that sported a bull as its emblem, but this was not just locker-room talk. It was a rallying cry for a new millennium that appeared to offer endless possibilities to commerce in general and to the investment banks in particular.

Investment banks are the powerful firms that provide advice, securities trading and other financial services to the world’s corporations and institutions. As we shall see, Goldman Sachs, Morgan Stanley and some half a dozen others stand alongside Merrill Lynch as the leading names in the industry.

On Millennium Eve everything that drove their business looked good. A sound economic foundation had been laid during the previous twenty years. Inflation had been brought under control, interest rates were low, employment was rising and the world’s developed economies were delivering solid, reliable growth. From this platform corporations could plan and increase their profits steadily; this, in turn, inspired investor confidence. Beginning in 1982, a virtuous circle had developed, driving stock markets up tenfold. Nearly twenty years later, a few savvy stock market strategists worried about high share prices and the alarming rate at which insiders were selling stocks – but they did not get much air time in the financial news or at the large investment banks. The bull market mentality prevailed and no one wanted to hear otherwise.1

The rosy economic scenario was not the only reason for the confidence, optimism and, yes, excitement that pumped through Wall Street on Millennium Eve. Revolution was in the air. The internet promised to alter people’s lives as dramatically as had the Industrial Revolution in the nineteenth century. New ways of shopping, communicating and working were turning the world on its head. Dot-com cool threatened established hierarchies, vocabularies and business models. This offered enormous opportunities for the investment banks, who thrived on change. They fell over themselves to proclaim their enthusiasm for, as Morgan Stanley put it, ‘the remarkable transformation that is occurring in the world of business generally and with our customers’.2

The investment banks had already inserted themselves neatly and profitably between the bright entrepreneurs with businesses to fund and the people and organizations with capital to invest. New share issues in internet-related companies were creating fantastic profits for investors and investment bankers. In 1999 the average Initial Public Offering (IPO) in America opened at a 72 per cent premium to the issue price and the hottest stocks immediately soared to double, treble or even more than what investors had paid for them. Investment banking profits surged on the back of this IPO explosion and the managers and shareholders of Wall Street’s top firms could congratulate themselves on successfully riding the new economy wave.

Over the previous two decades there had been a subtle change in the status of investment banking. As leader of the free market economy charge of the 1980s and 1990s, it appeared to have joined the great professions. Markets were in the ascendant and share ownership became a popular passion. In bar rooms, around dinner tables and at cocktail parties, a public eager to make money from the bull market listened to the investment banker’s every word.

Their influence was growing. A former director of J. P. Morgan, Alan Greenspan, held the world economy in his thrall as chairman of the Federal Reserve; the outgoing chairman of Goldman Sachs, Jon Corzine, was running for the US Senate; Wall Street was the career of choice for over a third of those graduating from Harvard Business School. When it came to interest rates, exchange rates, regulation, indeed almost any conceivable aspect of government policy, Washington listened to Wall Street: let the market decide appeared to be the answer to every problem.

‘Markets Rule’ was the headline to a tongue-in-cheek article in Newsweek magazine’s first edition of the twenty-first century: ‘Maybe it’s too early for this perpetually rising stock market to join death and taxes as The Only Certain Things in Life. But at this rate, the day is likely to come soon and when it does the next step will seem obvious: the stock market take over of just about every aspect of society.’3

Newsweek had summed up Wall Street’s newfound importance in the national psyche. Everyone was making money, the economy was strong, American-style capitalism was rampant. Investment bankers appeared to be the miracle workers who made it all happen and by the end of the twentieth century they laid claim to a special place in American life ‘fusing the character of a trusted adviser with the capabilities of a global financial intermediary’.4 Admired by business, fêted in the media and with Washington eating out of its hand, the Trusted Adviser ruled supreme.

A Chequered History

It had not always been like that. In fact for much of its 200-year history investment banking in America had been viewed with suspicion. The tone was set in 1792 when twenty-four brokers and merchants met under a buttonwood tree on Wall Street to form what would become the New York Stock Exchange and signed a pledge to ‘give preference to each other in our negotiations’.5 This shady understanding encouraged the idea that brokers looked after themselves first and their clients second and helps to explain why the American public has never been entirely comfortable with securities and banking people. It was summed up by the distinguished Wall Street economist Henry Kaufman: ‘Financiers were held in disrepute by most of the nation’s laborers and farmers, who believed that the “money changers” were producing no products of tangible value. Stock trading and bond trading were considered by many to be forms of gambling.’6

The power and influence of the so-called robber barons of the first age of American big business – men like John D. Rockefeller, Andrew Carnegie and Jay Gould who put together the giant corporations – were not much liked either. Congress passed the Sherman Anti-Trust Act of 1890 to curb monopoly power and glared darkly at the investment banks who appeared to aid and abet big business.

The House of Representatives Banking Committee was formed in 1912 to investigate what was disapprovingly called the ‘Wall Street Money Trust’, and the following year America’s central bank, the Federal Reserve, was set up to keep an eye on money markets. True to what would become form, the Federal Reserve Bank of New York was initially headed by a distinguished Wall Streeter, Benjamin Strong. Smouldering suspicion of Wall Street was kindled after 1914 when Louis D. Brandeis, a future Supreme Court Justice, published an influential book, Other People’s Money, which fingered the private investment banker as the villain of the piece in America’s financial system.7

Distrust briefly gave way to greed during the 1920s as a speculative bubble built up. Beginning in 1924 and picking up steam in 1927, markets rose in anticipation of the emerging mass market for automobiles, radio and electrical goods, which promised a different and exciting future. Middle-class America wanted a piece of the action and the banks and brokers waded in with easy credit for stock purchases and high pressure sales. Banks such as National City Bank underwrote dud securities, ramped them up and then peddled them through branches to naive investors. The stock market soared, and the broker moved from pariah to provider in one easy jump as the public clamoured for, and got, more and more stock.

Of course it was too good to last. The Great Crash of 1929 began on 23 October, the Dow Jones Index fell 40 per cent in three weeks, the speculative issues collapsed and over-geared private investors were ruined. Panic set into the financial system: over ten thousand banks failed, millions lost their money and Wall Street was back under a cloud.

A Senate inquiry was set up in 1932 under Judge Ferdinand Pecora and for two years pored over the banks’ performance. The investment bankers and brokers did not make good witnesses. They looked complacent, greedy and duplicitous: if you had been sold a worthless investment by a National City salesman it did not help much to find out that the bank had been regularly running inter-branch competitions with cash prizes for those who could shift the most stock.8

Take for instance the story of Edgar D. Brown of Pottsville, Pennsylvania. In 1927 the ailing Brown was considering a recuperative visit to California. He answered a National City Bank advertisement: ‘Are you thinking of a lengthy trip? If you are it will pay you to get in touch with our institution because you will be leaving the advice of your local banker and we will be able to keep you closely guided as regards your investments.’ National City Bank switched his $100,000 portfolio from US Government bonds into dubious, high risk stock and bonds and persuaded him to borrow a further $150,000 to invest. Despite the fact that share prices were rising all over the market, Brown’s new portfolio went steadily down. Several complaints brought no satisfactory explanation, so he went into the National City branch in Los Angeles and ‘asked them to sell out everything’. He told Pecora’s inquiry: ‘I was surrounded at once by all of the salesmen in the place and made to know that that was a very foolish thing to do.’ A few weeks later the market crashed and Brown was wiped out. As he told National City: ‘because of my abiding faith in the advice of your company I am today a pauper’.9

Pecora heard many similar stories and was not impressed by the banks’ explanations. He concluded that they had contributed to the crisis by marketing high risk investments to unsophisticated customers, gambling with clients’ deposits, charging excessive fees, favouritism, price manipulation and short selling. The public demanded action.

High profile banking bosses such as Charles Mitchell of National City and Albert Wiggin of Chase resigned in disgrace. The new President, Franklin Roosevelt, introduced a series of laws to tighten up the regulation of the securities and banking industries. A strong national regulator, the Securities and Exchange Commission (SEC), was set up; commercial banking (loans and deposits) was separated from investment banking (securities underwriting and dealing); depositors’ funds were insured against bank failure; and investors were to be protected from unscrupulous salesmen.

Despite the comfort of the new rules and a recovery in the economy and the stock market, the Government remained suspicious. President Truman, who took office following the death of Roosevelt in 1945, was no ally of business or high finance and in 1947 the Justice Department brought an anti-trust case against seventeen leading investment banks. Trusts – concentrations of market power operating against open competition – had been made illegal under the Sherman Act of 1890. The Justice Department now alleged that ‘the defendants as a group developed a system to eliminate competition and monopolize the cream of the business of investment banking’ by agreeing to share underwriting business amongst themselves.10 The hearing began in November 1950 and for three years the investment banks were tied up in complex testimony and legal argument. Finally they persuaded the presiding Judge, Harold Medina, that there was no conspiracy and in October 1953 he dismissed the charges, bringing an end to the interventionist approach to financial markets that had prevailed since the New Deal. Wall Street could relax at last.11

Investment banking was becoming more respectable and stock broking was even listed as a prestigious occupation by the sociologist Vance Packard in his bestselling book The Status Seekers in 1959.12 The Street enjoyed the conglomerates’ merger wave of the sixties and survived the oil crisis of the seventies. But although it was gaining ground, it was not yet a national powerhouse: that change required the major shift in political and economic philosophy that occurred in the last two decades of the twentieth century when free market ideas found favour in Washington. Drawing on the ideas of the eighteenth-century Scottish philosopher Adam Smith, the Chicago School of economists led by Milton Friedman argued that restrictions on trade and business held back growth, heavily influencing the Reagan and subsequent administrations.

Deregulation became the order of the day in the 1980s and 1990s. Many industries – airlines, trucking, utilities, energy, banking, telecommunications in the Telecommunications Act of 1996 – were transformed as governments stood back and exposed them to market forces.13 In parallel, following the work of Professor Alfred Rappaport at the North Western University Business School, creating ‘shareholder value’ was elevated above other goals for management. The movement was given added bite by the increasing use of share options to incentivize top executives and they turned to the investment banks to help them grow earnings per share through financial engineering and mergers and acquisitions.14

The combination of a strong economy, deregulation and shareholder value created a mountain of corporate finance work for the investment banks as companies merged, demerged and refinanced themselves. Now capital was needed to meet the requirement for corporate finance and a new source unexpectedly appeared in 1980 with amendment 401K of the US tax code. This apparently low key tax break was originally intended to encourage employers and employees to put year-end profit shares into pension plans, but it had unforeseen wider consequences. Benefits experts realized that regular salary could also be sheltered from tax in this way and, as word spread, employees rushed to take advantage, pumping money into the fast rising stock market. Employers encouraged this, seeing an opportunity to reduce their burdensome pension obligations. The amount of money invested in 401K plans quadrupled to nearly $400 billion in the 1980s and then quintupled in the 1990s to almost $2 trillion, helping to drive up share prices through sheer weight of money, giving millions of people an interest in the stock market and providing business with a new pool of capital to tap.15

By the middle of the 1980s Wall Street was at the centre of the economic action, serving, on the one hand, the needs of investors with capital to invest and, on the other, companies hell-bent on a dash for shareholder value. As the bull market built in the early 1980s, people on Wall Street began to make serious money. Big deals generated big bonuses. Wall Street became ‘Disneyland for adults’, in the words of one corporate finance executive eagerly anticipating a $9 million bonus in 1986.

But Wall Street’s newfound fame turned sour for a few years in the late 1980s and early 1990s. The huge rewards led to conspicuous consumption, flash spending and growing media interest in life on Wall Street. In the late 1980s Tom Wolfe’s bestseller Bonfire of the Vanities, Michael Douglas’s Oscar-winning portrayal of Gordon Gekko in the movie Wall Street and Michael Lewis’s tale of the Salomon Brothers jungle, Liar’s Poker, picked out some not very attractive characteristics of investment banking people.16

A crop of insider trading and market manipulation cases – notably the Boesky and Milken affairs in America and the Guinness scandal in the UK – revived old memories of greed and corruption in financial circles.17 Ivan Boesky was a prominent risk arbitrageur – someone who takes stock market positions in the hope of profiting from takeover bids – who received a prison sentence and a $100 million fine in 1986 after admitting to trading on insiders’ tips.18

Boesky was well known in financial circles but what shocked the public at large was where the trail led. Boesky turned state’s evidence and named Michael Milken as an insider dealer. Milken was the high profile investment banker who had transformed junk bonds – high risk, high yielding securities – from a backwater of the capital markets into a mainstream financial instrument. Under the leadership of Milken and the firm he worked for, Drexel Burnham Lambert, junk bonds were used to underpin the leveraged buy-outs – demergers funded largely by debt – that refinanced corporate America in the eighties. Using the draconian Racketeer-Influenced Corrupt Organizations law (RICO), US Attorney Rudolph Giuliani, who had also prosecuted Boesky, brought a criminal case against Milken and Drexel Burnham Lambert.

A sordid tale of patronage, favouritism and market manipulation emerged. In 1988 Drexel Burnham Lambert agreed to plead guilty to six felony counts of mail, wire and securities fraud, paid $650 million in fines and restitution and went bust a year later. In 1990 Milken was sent to prison and paid close to $1 billion in fines and settlements. Their downfall was a sensation that damaged confidence in US capital markets and precipitated a collapse of the junk bond market in 1990.19

The junk bond crisis spread out across Wall Street and corporate America as a number of highly leveraged deals – including 1988’s landmark $23 billion takeover of RJR Nabisco by the buy-out specialists Kohlberg Kravis Roberts – struggled under the weight of debt repayments and asset write-downs.20 Surprising victims included the savings and loans institutions who, following deregulation in 1982, had loaded up with junk bonds with the backing and advice of the investment banks. When the junk bond market crashed, they were left with bucketloads of unmarketable and worthless bonds and US taxpayers were faced with a $500 billion bill to bail them out.21

The excesses of the 1980s spilled over into the 1990s. By this time globalization and financial deregulation had spread Wall Street’s influence to the UK. Following revelations from Ivan Boesky about an illegal support operation to keep the Guinness share price high at crucial stages of its bid for Distillers Company, three senior financiers and businessmen, including Ernest Saunders, the Guinness CEO, received jail sentences in Britain in 1990.22 Back in America, Robert Freeman, the head of arbitrage trading at Goldman Sachs, was convicted of insider trading in 1990, fined $1.1 million and given a jail sentence.23 Soon after, Prudential-Bache Securities had to pay $1.4 billion of compensation to investors defrauded during a limited partnership scam described in a study of the case as ‘the most destructive fraud ever perpetrated on investors by Wall Street’.24

In 1991 Salomon Brothers was shamed, suspended and fined after rigging the US Government’s Treasury bond market. In 1995, without admitting wrongdoing, Goldman Sachs and several other banks settled American and British lawsuits from Maxwell Pension Fund trustees who were facing a £400 million hole following fraud at the parent company.25

In the mid nineties, new products, especially derivatives – financial instruments based on movements in other financial assets – led to new scandals. Bank after bank had to admit that they had been tricked by their own derivatives traders and one, the British investment bank Barings, went under.26 Their clients often fared even worse in the hands of bonus-driven salespeople peddling new and increasingly complex derivative products at rip-off prices to customers who did not understand what they were buying.

In one derivatives affair, the structured notes debacle of 1994, eighteen Ohio municipalities lost $14 million; the Louisiana State Pension Fund lost $50 million; City Colleges of Chicago lost $96 million, nearly wiping out its investment portfolio; and the prosperous Californian municipality Orange County lost $1.7 billion and went into bankruptcy.27 Bankers Trust, the specialist derivatives house later bought by Deutsche Bank, later settled claims with Gibson Greetings, Procter & Gamble and other aggrieved customers to whom it had sold complex derivatives at this time for over $100 million in total.

The clients were partly to blame but some investment banks cynically exploited their ignorance of this new and complicated product. Belita Ong, a former Bankers Trust managing director and senior derivatives salesperson, recalled that: ‘You saw practices that you knew were not good for clients being encouraged by senior managers because they made a lot of money for the bank.’ Another salesman reflected: ‘Funny business, you know. Lure people into that calm and then just totally fuck ’em.’28

Despite this catalogue of greed and corruption, just as in the 1920s, the 1990s saw the public put its doubts about Wall Street’s ethics to one side for the opportunity of making a lot of money on the stock market. Share prices, which had been rising steadily since 1982, endured the 1990–1 recession and the setback of an unexpected rise in US interest rates in 1994, but there was no stopping the bull. Between the end of 1994 and Millennium Eve, the Dow Jones Industrial Average and the S&P 500 – both broad indices of traditional ‘old economy’ American business – trebled and the NASDAQ index – dominated by ‘new economy’ Technology, Media and Telecommunications companies – quintupled.

Investing, particularly in equities, became a national obsession in the 1990s. The number of American households owning shares rose from under 40 per cent to nearly 50 per cent and equities rose from being a third of household liquid assets to a half.29 In the second half of the decade new issues – shares in companies coming to the stock market for the first time – got hotter and hotter year by year. Everyone was talking about them. It was the age of wall-to-wall television coverage of the markets, a time when if you were a broker people at parties wanted to talk to you rather than pass on to the interesting looking person in advertising over your shoulder and when investing clubs became as popular as reading groups amongst America’s middle-class ladies.30

Joseph Stiglitz, Chief Economist at the World Bank for most of the decade, was well placed to assess Wall Street’s influence: ‘Among our heroes of the Roaring Nineties were the leaders of finance, who themselves became the most ardent missionaries for market economics and the invisible hand. Finance was elevated to new heights. We told ourselves, and we told others, to heed the discipline of financial markets. Finance knew what was best for the economy and accordingly by paying heed to financial markets we would increase growth and prosperity.’31

And so on Millennium Eve, with the Dow up 25 per cent for the year, its ninth straight annual increase, and the NASDAQ up a towering 86 per cent for the year, it seemed good to be alive, good to be an investor and great to be an investment banker, a Master of the Universe. This time, no kidding.

The Smoking Gun

To begin with, the new millennium went according to plan. In January 2000 news broke of the $166 billion merger between AOL, the iconoclastic internet company, and Time Warner, the ‘old media’ blue chip. Time Warner owned stalwarts of American society such as CNN and the HBO, Time, Fortune and Sports Illustrated magazines, and the Warner Brothers studios. AOL was less than fifteen years old yet already it had 22 million subscribers. The combination excited the pundits, who thought it would create ‘a globally powerful company that combines old media power and content with new media speed’.32 The merger seemed to confirm the convergence of the new and old economies and fired up enthusiasm for internet stocks still further. NASDAQ broke through 5,000 for the first time on 10 March and the IPO market remained strong. Nothing seemed impossible in this best of all possible worlds.

But in the middle of March the internet bubble burst. As often with bear markets, it is hard to identify a single event that precipitated the fall; but once started, it turned into a rout as investors looked hard at the valuations and business plans of the companies they owned. They did not like what they saw. What yesterday had seemed like an exhilarating investment in a bright new future seemed today like a reckless gamble. By the end of the year, the NASDAQ was down to 2,470, bellwether internet stocks like Yahoo virtually halved in a month and a host of once hot new issues dropped 90 per cent in price.

Companies of all kinds, not just those with new economy connections, were left with holes in their finances. Consumer confidence crashed and before you could blink America was officially declared to be in recession in March 2001.33 Desperately, the Federal Reserve tried to stimulate markets with a string of interest rate cuts, but valuations were too high, too many companies had no earnings and, after 11 September that year, global terrorism added a dreadful new uncertainty. The old economy indices, the S&P 500 and the Dow Jones, had already run out of steam in 1999 and by the end of 2001 a full scale bear market had developed. Fortunes were lost and retirement plans hastily revised. In March 2002, barely two years after the market peak, losses totalled $4 trillion. Almost 30 per cent had been wiped off the value of the stock market holdings of 100 million American investors. Events at AOL-Time Warner summed up the extraordinary change in mood. Barely twelve months after the acclaimed epoch-defining merger, the company announced incredible losses of $54 billion for the first quarter of 2002, having been forced to reassess and write down the value of its over-hyped assets.34

The lifeblood of the investment banks dried up as the bear market took hold. Stock market turnover shrivelled and mergers withered. Initial Public Offerings that had offered instant profit opportunities at the rate of two per day in America in 1999 dropped to two per week in 2001 and first-day gains were modest. The investment banks had expanded in the late nineties to cope with the boom. Suddenly they were faced with falling revenues and inflated cost bases. They slashed pay and cut jobs and the industry appeared to be in freefall. In his letter to shareholders at the end of 2002 Philip Purcell of Morgan Stanley characterized the previous thirty months as a period of ‘Revenue declines, layoffs, on-the-job deaths and injuries, clients losing major portions of wealth and retirement savings, discouraged and weary colleagues and people working twice as hard for half the pay.’ Merrill Lynch saw its net earnings fall from $3.8 billion in 2000 to just $0.6 billion the following year. The bright young things who, when the internet bubble burst, had joked that the acronym ‘B2B’ no longer stood for ‘business to business’ but ‘back to banking’ soon found that there were no jobs in banking either.

The investment banks survived – volatility was something that they had learned to live with in the past and they were able to do so again by cutting costs and piling into the few remaining growth areas – but their reputations did not. It was not just the stock market and economic crisis that gave the Trusted Adviser a beating. There was a related twist, the sudden and dramatic reappearance of business scandal in America in 2001. Denied the camouflage of a rising stock market and economic growth, many companies had to own up to fraud, accounting scandals and weak corporate governance. The names Arthur Andersen, Enron, Tyco, Global Crossing and WorldCom became symbolic of corporate malpractice, 250 large American companies had to restate their accounts in a single year and famous names, including the British companies ICI and Marconi, crashed as their acquisition-led strategies failed. At first the investment banks were able to keep out of the mess as attention focused on the CEOs who had presided over the shambles and the auditors who had signed them off. But there was a time bomb ticking away in the offices of Eliot Spitzer, the New York State Attorney General.

Spitzer, the Democratic son of a wealthy real estate developer, had been elected Attorney General in 1998 at the age of thirty-nine. After two years chasing down environmentalist offenders he turned his attention to the investment banks. If the SEC – the federal agency in charge of regulating the investment banks – and the industry’s self regulatory organizations, especially the New York Stock Exchange and the National Association of Securities Dealers, had been up to the mark there would have been little for the state judiciary to do. As it was, prevarication and ineffectiveness left a gaping hole that Spitzer filled. Using 1921 Martin Act powers to investigate securities operations in New York State – effectively the site of America’s investment banking industry, since most stock and bond sales pass through Wall Street – Spitzer’s inquiry dragged the investment banks into the corporate governance scandals.

The story is well known.35 The trail began with disgruntled private investors who had lost fortunes in the internet stock crash of 2000. A case brought against Merrill Lynch by one of its clients, a New York doctor, caught the eye of Spitzer’s investor protection bureau. Led by Eric Dinallo, the bureau wondered why so many investment banking analysts had maintained ‘Buy’ recommendations on technology and internet stocks while their share prices collapsed. Were they just incompetent or was there a deeper explanation? Spitzer’s team used the Martin Act powers to search investment banks’ records and unearthed goings-on that exposed the Trusted Adviser as a sham.

Two departments are at the heart of full service investment banks: brokers, who trade securities for investors, and investment bankers, who advise companies on their financial affairs. The two departments come together when an investment banking client needs to issue securities. Then the broking arm gets involved, using its contacts with investors to distribute the securities, before returning to its routine duties.

This arrangement had always contained the potential for conflict of interest because the investment bank was simultaneously advising buyers and sellers on the same transaction. What might be a good price for the seller was not necessarily a good price for the buyer. If the investment bankers and brokers disagreed, whose view would prevail? Investors were aware that such differences might arise but the banks had always reassured them that these were resolved fairly by internal discussion. This was believable because when securities and investment banking first began working together neither side held the whip hand. Thus both sides were able to portray themselves convincingly as Trusted Advisers.

What the Spitzer investigation revealed was that by the late 1990s any balance of power between the investment bankers representing the issuers and the brokers representing the investors had gone. The late twentieth-century explosion in high margin investment banking work such as mergers and acquisitions and new share offerings gave the bankers and their clients the louder voice. Issuers paid bigger fees than investors and the balance of power swung firmly to them and their banking advisers. With a similar effect to National City Bank’s interoffice competitions of the 1920s, big bonuses were on offer for brokers who helped to win and sell deals. Brokers saw which way the land lay and put the investors second. They became cheerleaders for the issuers and told investors what the investment bankers wanted them to hear.

E-mails were the smoking gun that gave away the Trusted Adviser. Since 2001, the SEC had required investment banks to save e-mails for three years. This provided a mountain of evidence for Spitzer’s team. E-mails retrieved from the major firms provided some juicy sound bites. Jack Grubman, Citigroup’s star telecommunications analyst, was described as a ‘poster child for conspicuous conflict of interest’ by one aggrieved broker. Grubman evidently grew weary of the balancing act he was required to perform: ‘If I so much as hear one more fucking peep out of them we will put the proper rating on this stock which every single smart buysider feels is going to zero.’ A Lehman Brothers analyst admitted that: ‘The little guy who isn’t smart about the nuances may get misled, such is the nature of my business.’ So too at UBS Warburg: ‘A very important client. We could not go out with a big research call trashing their lead product.’ Far from balancing conflict of interest in a ‘professional’ way, and putting the client first, there appeared to be only one priority. In response to the question ‘What are the three most important goals for you in 2000?’ a Goldman Sachs analyst replied: ‘1. Get more investment banking revenue. 2. Get more investment banking revenue. 3. Get more investment banking revenue.’36

The suspicion that cynical, biased research was systemic blew the Trusted Adviser out of the water. Client satisfaction ratings dropped to below 50 per cent, but worse news was to come. Spitzer’s team alleged commission kickbacks from clients to investment banks in return for favours given during Initial Public Offerings.

During the heady days of the internet bubble, many new share issues opened at a massive premium to the price at which they were originally offered to investors, as we have seen. Those lucky enough to get them could multiply the value of their investment several times over in a matter of minutes, hours or days. The investment banks were in charge of allocating these shares to investors and it seemed that they were looking after their friends. Focusing on two leading investment banks, Salomon Smith Barney and CSFB, Spitzer accused them of using generous allocations of hot new issues to elicit extra business from clients. The process became known as ‘spinning and laddering’. Suspicions that an insiders’ club operated were raised by the apparent involvement of many top business people.

A class action complaint on behalf of investors in WorldCom Inc., America’s second largest long-distance telecommunications carrier before it went bankrupt in July 2002,37 alleged how spinning worked: ‘Since 1996, Salomon repeatedly allocated thousands of hot IPO shares to the same top executives of the same telecommunications companies. In return, these executives, who were all in the position to determine or influence the selection of their company’s financial advisers or underwriters, repeatedly directed to Salomon investment banking business worth many millions of dollars.’38

Laddering was a variation on the theme. Andy Kessler, a former investment analyst and hedge fund manager, explained how it worked: ‘Fund managers promised to buy more IPO shares in the open market on the first day of an IPO to ladder the deal, causing or perhaps just perpetuating the first day pop in the share price.’39

As their losses mounted and details emerged of the investment banks’ duplicity, the investing public got very angry. The media turned against the investment banks and ran articles such as ‘How corrupt is Wall Street?’40 One of the first books on the subject was called Wall Street on Trial: A Corrupted State?41 Few other commentators were so kind as to give Wall Street the courtesy of the question mark. The same chat show hosts who had lauded the analysts on the way up gave them a kicking on the way down. The investment banks were hauled up before congressional committees, and even President Bush waded in with a speech to Wall Street pledging ‘to end the days of cooking the books, shading the truth and breaking our laws’ and emphasizing that ‘Stock analysts should be trusted advisers, not salesmen with a hidden agenda.’42

The analysts had fallen a long way short of Trusted Adviser standards. Those who had covered the hottest sectors, telecommunications and the internet, had made the fanciest forecasts, the biggest bonuses and the most extravagant claims. They were at the nexus of the conflicts of interest and when their sectors crashed they, their managers and the entire investment banking profession were denounced.

And so it seemed that the Trusted Advisers were back where they had been over most of the past two centuries: under a cloud. Low in public esteem, in the regulatory spotlight and in the courts, the investment banker was no longer a hero of the market economy. Modern-day Edgar Browns such as the writer Ed Wasserman ruefully blamed their advisers for financial ruin: ‘I lost two-thirds of the money. The market went into free fall. And these guys who I had invested with were paralyzed. I was paying them to manage my money – and they weren’t managing. Finally I putted out of that fund on my own.’43

The Clean-Up

The clean-up started with the Sarbanes-Oxley Act of 2002, which imposed tougher governance rules on business and auditing and contained a separate section relating to investment banking. The SEC was required to draw up rules to ensure that conflict of interest between analysts and investment bankers was properly managed and disclosed. Faced with damaging allegations, together with mounting regulatory pressure as the SEC and other agencies belatedly joined Spitzer, the investment banks needed to draw a line under the affair. In April 2003 ten of them – Bear Stearns, Credit Suisse First Boston, Goldman Sachs, Lehman Brothers, J. P. Morgan, Merrill Lynch, Morgan Stanley, Citigroup’s Salomon Smith Barney, UBS Warburg, and Piper Jaffray – agreed a settlement.

The ten firms, whilst admitting no wrongdoing, agreed to pay $1.4 billion between them and to separate the management of research and investment banking. Analysts were prohibited from receiving compensation for investment banking activities or getting involved in investment banking ‘pitches’ and ‘road shows’. Independent research and investor education were to be provided, and analysts’ historical ratings and price target forecasts made publicly available. All ten firms collectively entered into a voluntary agreement restricting allocations of securities in hot IPOs to influential company executive officers and directors. Two further firms, Deutsche Bank and Thomas Weisel, settled on similar terms in 2004 and paid $100 million between them.

Individual penalties were also meted out. Neither admitting nor denying the regulator’s allegations, two of the highest profile analysts in the saga, Henry Blodgett, Merrill Lynch’s internet analyst, and Jack Grubman, paid $4 million and $15 million respectively to settle the charges and were banned from the securities industry for life. As with previous investment banking scandals, it seemed as though someone had to appear in the dock. This time it was Frank Quattrone, CSFB’s king of technology investment banking. Prosecutors said that two days after a CSFB lawyer told him that the bank was under investigation for the way it allocated stock to investors in lucrative IPOs, Quattrone had forwarded to colleagues an e-mail suggesting that staff ‘clean up’ their computer files. He was found guilty of obstructing justice and received an eighteen-month jail sentence in September 2004. The conviction was later overturned and a retrial ordered.44

The bills for the companies were trivial when seen in context. The huge financial services conglomerates Citigroup, Credit Suisse and Merrill Lynch paid the highest shares, $400 million, $200 million and $200 million respectively. These companies had combined group earnings of $15 billion in 2002. The industry-wide settlement of $1,400 million is less than 5 per cent of the profits earned by the investment banking sector during the period that was investigated.

There was, however, a sting in the tail – class actions from disgruntled investors. In 2004 Citigroup’s provisions and settled claims for WorldCom and other bubble-related litigation was estimated at $9 billion.45 The same year J. P. Morgan Chase set aside $2.3 billion for lawsuits related to the corporate scandals.

At the time of writing there are still class actions in the pipeline but the investment banks’ reputation bottomed out with the settlement of April 2003. Thereafter new rules, management initiatives and rising markets took the heat off. Profits and portfolios recovered, public anger subsided and the political agenda moved on. The episode seemed to confirm a few home truths. Markets over-react on the upswing and again on the downswing. Investment banking is a volatile business. Bull markets lead to sloppiness in investment banks, regulators and boardrooms. Yes, it would probably happen again, but not until the next bubble had formed and burst. And then, as now, market forces could be relied upon to sort things out. The investment banking industry recovered its poise and moved on, bloodied but unbowed. What happened was written off as a temporary blemish on a capital markets model that
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