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			It is difficult to get a man to understand something 
when his salary depends on his not understanding it.

			UPTON SINCLAIR

		

	
		
			Prologue

			One of Many

			January 22, 2001, 5:30 P.M. Darkness has settled over the East Coast, but the mood is sunny in the executive suites at the Islandia, New York, headquarters of Computer Associates. The world’s fourth-largest independent software company has just released its quarterly earnings for the three months ending December 2000, and the report is a good one. Sales and profits are higher than Wall Street anticipated.

			No one will benefit from the news more than Charles Wang, the chairman of Computer Associates, and Sanjay Kumar, the company’s chief executive, good friends who have just bought the New York Islanders professional hockey team. Wang owns 30 million shares, more than $1 billion, of the company’s stock. Kumar, a relative pauper, has about $200 million in Computer Associates shares. Those fortunes will grow the next day, as investors bid Computer Associates’ stock up almost 6 percent.

			After issuing the report, Computer Associates holds a conference call to discuss its results with the Wall Street analysts who follow the company. Kumar can’t resist bragging. Although the software industry is in its worst downturn in a decade, his company has demonstrated its strength. “We’re extremely pleased with the performance we pulled off,” he says.1

			If she had been on the call, that news would have come as a surprise to Mary Welch. Welch, a Computer Associates sales rep, had been fired by the company a week earlier, one of three hundred employees laid off as 2001 began. Like most of the fired employees, Welch was told she would not receive any severance pay, because she had been dismissed for poor performance. Yet she had received a positive job review only two weeks before. Welch and many other fired employees believed that Computer Associates wanted to avoid paying severance by disguising a company-wide cutback as individual firings. The layoffs were necessary because the company’s sales had plunged in the December quarter, the fired employees claimed. “They did a mass layoff,’’ Welch said.

			At the time, Welch’s complaints seemed nothing more than the gripes of a disgruntled ex-employee. After all, Computer Associates’ financial statements showed that business had been better than ever in the December quarter, with sales up 13 percent and profit up almost one-third. Surely the company couldn’t just make up its results.

			But Mary Welch was right. Thanks to an audacious accounting trick, Computer Associates had found a way to rewrite its financial statements. The company had divorced the reality of its business, a business in decline, from the profit-and-loss picture it presented to Wall Street. Breaking the most basic conventions of accounting, it was rebooking sales and earnings that it had already reported.

			Computer Associates was not a penny stock operating in the shadows of the market. It had eighteen thousand employees, tens of thousands of shareholders, and a market value of more than $20 billion, more than Nike or Federal Express. Yet no one—not the analysts paid to decipher the truth of Computer Associates’ fortunes, not the accountants legally required to certify its books, not the mutual fund managers who bought its stock, and most certainly not the regulators who oversaw the U.S. securities markets—had blown the whistle on the company’s accounting maneuvers.

			There are fourteen thousand publicly traded companies in the United States. Expecting all of them to be honest is unrealistic. Like any town of fourteen thousand, the market is bound to have its share of grifters and shoplifters. But the deception at Computer Associates was dangerous precisely because it wasn’t an aberration. By January 2001, all manner of companies were abusing accounting rules to mislead their investors, seemingly without fear of being caught. A strange madness had gripped the market. Even its most solid citizens were running red lights and breaking windows. And the police were nowhere in sight.

		

	
		
			Introduction

			System Failure

			On Wall Street, not all numbers are created equal.

			New home starts. The consumer confidence index. Retail sales. Overnight television ratings. Unemployment claims. PC shipments. Casino winnings in Atlantic City and the Las Vegas Strip.

			The figures roll out every day from government agencies and industry trade groups and independent analysts. Watching them all is impossible; most speed by unnoticed.

			But one set of numbers burns brighter than the rest. Every three months, publicly traded United States companies report their sales and profits to their shareholders. Those quarterly announcements are the lodestar that investors—and these days, that’s most of us—use to judge the health of corporate America.

			It makes intuitive sense that corporations must regularly tell their shareholders how much money they have made or lost. What’s your weekly paycheck? Did you get a bonus last year? All in all, how much money did you make? You know the answer, without much trouble. Why shouldn’t Exxon and General Motors?

			They should, and they do. Every quarter they add up their sales and costs, and figure out where they stand. Then they tell the world, in press releases and conference calls and most important in reports that they file four times a year with the Securities and Exchange Commission, the federal agency that regulates U.S. stock markets. To be precise: Three quarterly reports, or 10-Qs, submitted to the S.E.C. within forty-five days after a quarter ends. One 10-K, the big one, the audited annual report, to be filed less than ninety days of the end of a company’s fiscal year. Qs and Ks, in Wall Street shorthand.

			Qs and Ks are monuments to numbers. Revenue. Selling, general, and administrative expenses. Operating income. Interest paid. Columns of huge numbers, eight, nine, or ten figures long, fall down the page in black and white to land with a bang disguised as a whimper at one small number: earnings per share.

			Earnings per share is usually no more than a couple of bucks, an unprepossessing sum compared to the giant figures above. But its small size is deceiving. Multiply a dollar or two per share by hundreds of millions of shares, and you have real money. A stray penny on the 10 billion shares that General Electric has outstanding turns out to be $100 million.

			Even within a profit report, not all numbers are equal. For traders and investors of all sizes, earnings per share is the ultimate benchmark of a company’s success or failure. Has it risen from the previous quarter and the previous year? Has it met the “consensus”—the average estimate of the Wall Street analysts who follow the company? More than any other number, earnings per share determines whether a company’s shares will rise or fall, whether its chief executive will be rewarded or fired, whether it will build a new headquarters or endure a round of layoffs.

			On Wall Street, a place of little subtlety, earnings per share is known simply as “the number.” As in “What was the number for Pfizer?” Earnings per share is the number for which all the other numbers are sacrificed. It is the distilled truth of a company’s health. Earnings per share is the number that counts.

			Too bad it’s a lie.

			—

			Under the best of circumstances, the figures in a quarterly report—earnings per share most of all—are approximations, best guesses based on a thousand other best guesses. Earnings reports are about accounting, and the accounting that big companies use to measure their financial health has as much in common with the way you balance your checkbook as a five-alarm fire has with a backyard barbecue.

			If you’re like most people, your paycheck is your main source of income. Over the last few years, if you work for a publicly traded company, you may have gotten some stock options too. Those are nice, but the local grocery store prefers cash, so if you’re wise, you won’t figure options as income, either, until you cash them in.

			Then there’s the other side of the ledger: spending and saving. The distinction is usually clear, although the line blurs at your mortgage payment, since part of that is going to build equity in your home. Still, your personal accounting is relatively straightforward. You can easily compare how much you’ve earned and how much you’ve spent, because you get paid in cash and you spend cash (or use a credit card, which you pay off within a few weeks).

			But big companies measure their costs and revenues in a very different way. Instead of simply counting the cash they are making and spending, they use something called “accrual accounting.” Under accrual accounting, a company books revenue when it makes a sale, not when it actually receives the cash for the sale. It books an expense when it agrees to buy something, not when it actually pays. Accrual accounting also recognizes that companies invest in assets that will last many years, and it allows the companies to spread the cost of those assets over their life. For example, an airline doesn’t expense the entire price of a new plane up front. Instead, it recognizes the cost of the plane over many years, as the aircraft’s value “depreciates.”

			In theory, accrual accounting makes sense. Cash accounting can make companies appear to be losing money just when their business is ramping up and they’re making lots of sales for which they’ll be paid in the future.*1

			But what makes sense in theory can be abused in practice. Because they’re not simply measuring cash inflows and outflows, companies need to make hundreds of assumptions to calculate their earnings each quarter. They must estimate everything from how much money they will earn on their pension funds to how quickly their assets will lose value.†2 With so many assumptions to make, even honest companies sometimes make mistakes. Those that want to cheat have an almost infinite number of ways to do so. They can book sales to customers who won’t ever be able to pay them. They can hide ongoing, day-to-day expenses as investments in long-lived assets. They can shift research and development expenses to supposedly independent partners. They can make sham deals with other companies, swapping overvalued assets in a way that allows both sides to book a profit on the trade.

			Used properly, accrual accounting is about timing, not about creating profits where none exists. Over the long run, the profits that a company reports under accrual accounting should jibe with the cash it receives and spends. Over the long run, companies that make sales to customers who can’t pay will have to admit that their clients are deadbeats. Over the long run, a company can’t hide operating expenses as capital spending, because it will wind up with a balance sheet full of nonexistent assets. Over the long run, all the accounting and financial tricks in the world can’t turn a failing business into a success.

			But they can in the short run. And sometimes, with enough tricks, the short run can last a long time, long enough for executives to make tens or even hundreds of millions of dollars selling stock whose value has been inflated by pumped-up earnings.

			—

			Given the importance of the number, and the ease with which it can be manipulated, you might expect that investors would look at earnings per share with a skeptical eye. You might think they would carefully read the footnotes buried at the bottoms of Qs and Ks, and examine a company’s cash flows to see whether its profits have any basis in reality.

			But you’d be wrong. As a rule, before 2002, most individual and professional investors didn’t worry much about accounting. As long as a major accounting firm certified that a company’s financial statements were prepared according to GAAP, or “generally accepted accounting principles,” shareholders took them at face value. Investors held as an article of faith that the quality of corporate financial reporting in the United States was better than anywhere else. Watched over by the Securities and Exchange Commission and independent accountants, American companies had no choice but to tell Wall Street the truth. U.S. markets were the fairest and most honest in the world.

			Like most deeply held beliefs, this shibboleth overlooked inconvenient realities. The S.E.C. had never been given a budget large enough to check every financial statement for irregularities. Accountants had always had to balance their responsibilities to investors with their paychecks, which came from the companies whose books they audited.

			Still, if history was any guide, investors had reason to be confident. The combination of mandatory corporate disclosure and federal oversight seemed to have worked since its creation in 1934. Sure, the concept behind the number—that public companies could precisely calculate their earnings each quarter—was a lie. But as long as companies prepared their financial statements in good faith, it was a white lie. Companies might not always be able to calculate their profits exactly, but if they made honest estimates they ought to be close. And for two generations they had been close. Aggressive accounting gimmickry had been uncommon, and overt fraud rare. Most financial statements were reasonably accurate. There had been exceptions, especially during the 1960s, but they never caused investors to question the markets’ overall integrity. In fact, in some important ways, markets appeared to be growing fairer as the twentieth century progressed. Outright manipulation of individual stocks faded, and the S.E.C. aggressively pursued insider trading cases.

			But as the bull market of the 1990s turned into a boom and then a bubble, a few regulators, short-sellers, and journalists warned that the accuracy of corporate financial statements, the core of the system, was slipping. Accounting gimmickry had grown widespread and increasingly dangerous, they complained. The number of earnings restatements soared in the late 1990s, and several big public companies admitted or were caught committing accounting fraud.

			“We are witnessing an erosion in the quality of earnings and, therefore, the quality of financial reporting. Managing may be giving way to manipulation; integrity may be losing out to illusion,” Arthur Levitt, chairman of the S.E.C., said in a prophetic 1998 speech in New York. “Today, American markets enjoy the confidence of the world. How many half-truths, and how much accounting sleight-of-hand, will it take to tarnish that faith?”

			But with the Nasdaq and Standard & Poor’s 500 index setting new highs on what seemed a daily basis, Levitt’s speech, and similar grumblings, were mostly ignored. Wall Street, the accounting industry, and corporate executives insisted the system of oversight and disclosure was as solid as ever. Most individual investors were inclined to agree, pouring money into mutual funds and their retirement accounts. Wall Street’s complacency about the quality of earnings persisted even after the Nasdaq bubble burst in the spring of 2000—and, amazingly, even after Enron collapsed in the fall of 2001. By March 2002, the S&P 500 index, the most important barometer of the overall market, stood at 1,170, compared to 1,130 when Enron filed for bankruptcy in December.

			To be sure, at 1,170, S&P 500 had fallen about 24 percent from its peak two years earlier. But that loss was concentrated in technology and telecommunications companies, which had been crushed by the slowdown in demand for computers and Internet services. Most other stocks had hardly fallen; many had risen from their levels of 2000. Considering that the United States had endured both a recession and a terrorist attack the previous year, stock prices in March 2002 reflected extraordinary investor confidence, a confidence seventy years in the making.

			In a matter of months, that confidence disappeared. During the spring of 2002, dozens of cases of serious accounting gimmickry came to light at blue-chip, Fortune 500 companies. Qwest, a giant telecom company, said that it had improperly overstated its profits by $1.6 billion. Dynegy, an energy trader, admitted that it had inflated its cash flow by hundreds of millions of dollars. Bristol-Myers Squibb, one of the world’s largest drug companies, acknowledged juicing its sales figures by encouraging its distributors to buy more product than they needed. I.B.M. was discovered booking profits from asset sales—which by their nature are one-time gains—as operating earnings. Every week seemed to bring another disaster, another S.E.C. or criminal investigation of accounting irregularities: Global Crossing. Computer Associates. Adelphia Communications. AOL Time Warner. Nvidia. Halliburton. Whole sectors of the market, most notably cable and telecommunications companies and energy traders, found themselves unable to sell new stock or bond issues at any price, so deeply did investors distrust their financial statements. Enron’s auditor, Arthur Andersen, which had eighty-five thousand employees worldwide and a ninety-year history, broke apart and collapsed after being criminally indicted for obstruction of justice.

			Then, at the beginning of June, Manhattan prosecutors indicted L. Dennis Kozlowski, the chairman of Tyco International, a huge conglomerate that for months had angrily denied allegations of accounting gimmickry, on criminal charges of sales tax evasion. (Prosecutors would later expand the charges, accusing Tyco’s three top executives of stealing hundreds of millions of dollars from the company.) Tyco’s stock, which had stood at $60 in December 2001, fell as low as $8. The drop cost investors $100 billion, more than the collapse of Enron. And on June 25, the telecommunications giant WorldCom admitted that it had outstated its profits by $4 billion. Less than a month later, WorldCom filed for Chapter 11, the largest corporate bankruptcy in history.

			For many investors, the revelations at WorldCom and Tyco were too much to bear. The scope of the fraud at WorldCom was unprecedented, while the charges against Kozlowski put in high relief the greed that corporate chieftains had shown during the 1990s boom. Kozlowski had been one of the most highly regarded executives in the United States only a few months before, fawned over by Wall Street analysts and the subject of a rave Business Week cover article in May 2001. Now he was being arraigned in a Manhattan courthouse among petty thieves and drug pushers. Could any chief executive or any financial statement be trusted? Was the spectacular growth that the U.S. economy and companies like General Electric had shown during the 1990s real or a mirage?

			Between March and October of 2002, the Dow Jones industrial average fell more than 2,000 points. The S&P 500 dropped by about one-third, closing on October 9 at 777, its lowest level in five years. In seven months, $4.3 trillion in stock market wealth—$15,000 for every American—simply evaporated. From its March 2000 high, the S&P 500 had fallen nearly 50 percent, the worst bear market since the Depression.

			The crash was particularly difficult for older Americans who had counted on stocks to finance their retirements. “I didn’t want to become one of those doddering old professors who can never afford to leave,” John Saxman, a Columbia University professor, said in July. “Now I’m sixty-three, and every time I try to think about a specific retirement date, I look at my quarterly reports and realize I can’t.”1 But the pain was not confined to a few or a few million unlucky investors. U.S. economic growth, which had been very strong during the first quarter of 2002, stalled as companies pulled back on new hiring and new investments in plants and equipment. Osama bin Laden had hardly slowed the American economy; Dennis Kozlowski and Bernard J. Ebbers of WorldCom and Kenneth Lay of Enron brought it almost to a halt.

			—

			I first considered writing this book in the fall of 2001 when Enron collapsed. As a financial investigative reporter at The New York Times, I had seen plenty of bad accounting and corporate fraud. Still, I was stunned to see a company as large and supposedly as profitable as Enron implode in a matter of months. Sure, big companies had gone bankrupt before. But usually there were plenty of warning signs, and the problems were easy to understand, if not to fix. A labor war had destroyed Eastern Airlines; heavy debt from a hostile takeover had forced Federated Department Stores, the owner of Bloomingdale’s and Macy’s, into bankruptcy. Enron, however, had just disappeared. The assets that it listed on its books didn’t seem to exist at all.

			So I was taken aback when the market ignored Enron’s collapse. As I began writing in the spring of 2002, I expected I would have to offer lots of specific examples to convince readers that the problem of bad accounting had become pervasive. But Tyco and Global Crossing and the rest of the rogues made that case beyond a reasonable doubt. The most important question now is not what happened at WorldCom or Enron or Arthur Andersen or any individual company or accounting firm. It is why the system as a whole failed, why accounting and financial reporting at so many companies became criminally shoddy.

			The answer has many threads. The ethical collapse of the accounting industry, vast increases in executive pay, and severe budget problems at the S.E.C. contributed to the crisis. The decline in Wall Street research, the extraordinary growth of mutual funds, and investors’ insatiable demand for Internet stocks also played a part. Even the falling cost of trading stocks can be counted as an indirect cause. And in the final two-thirds of this book, I’ll offer a comprehensive look at the changes of the last two decades.

			But to truly understand what happened at the end of the 1990s, investors need to look back further than the beginning of the most recent bull market in 1982. The real answer requires a (brief) explanation of the history of accounting and Wall Street in the twentieth century, beginning with the boom and bust of the 1920s and the creation of the S.E.C. in 1934. For the seeds of the system’s failure were present from the very start.

		

	
		
			Part I

			
				That was Then  . . .

			

		

	
		
			Chapter 1

			Boom and Bust

			It had been a very long week for J. P. Morgan Jr.

			Morgan—the world’s leading financier, the personification of Wall Street—had endured days of testimony before the Senate Banking and Currency Committee about his firm’s misbehavior during the 1920s boom and the crash that followed. Under pointed questioning by Ferdinand Pecora, a hard-charging New York prosecutor who was the committee’s chief counsel, Morgan admitted that he and many of his partners had not paid any taxes in 1931 and 1932, with the Depression at its worst. He acknowledged that earlier, at the height of the bubble, his firm had offered government officials the chance to buy shares in a hot new company at a below-market price. With 25 percent of all Americans unemployed, with banks failing and farmers starving, these revelations did not elicit great warmth. A generation later, The New York Times would call the inquiry “remarkable for its unfriendliness even in that year of bankers’ general unpopularity.”1

			That year was 1933. And on the first day of its sixth month—Friday, June 1—at 10 A.M., in a Senate hearing room crowded with reporters and photographers, Morgan and his aides waited for another difficult day to begin.

			Then the midget showed up.

			The reason Lya Graf came to the Senate that day has been lost to history. Her employer, the Ringling Brothers and Barnum & Bailey Circus, was in town, but Graf had no obvious reason to make her way to the Capitol. Perhaps Ringling was looking for some easy publicity; a Ringling press agent named Charles Leef had accompanied her. Perhaps she just wanted to see Morgan in the flesh. If so, both circus and midget got their wishes. Ray Tucker, a reporter for the Scripps-Howard news service, saw Graf in the crowd outside the hearing room and pulled her in. “I’m going to introduce you to J. P. Morgan,” Tucker said. And he did. Photographers swarmed and reporters rushed to capture every word of the not-very-interesting conversation between Morgan and Graf (Morgan: “I have a grandson bigger than you.” Graf: “But I’m older.”) Then Leef, the press agent, picked up Graf and popped her onto Morgan’s lap.

			In pictures of the incident, Morgan looks stunned and Graf amused, her arms spread wide.2 Richard Whitney, the president of the New York Stock Exchange and a Morgan flunky, quickly sent Graf off, and Morgan recovered his composure.

			But he could not recover his reputation. In a moment he was transformed from a powerful plutocrat to a confused old man. It is impossible to imagine Morgan’s father, the original J.P., who had been America’s central banker before America had a central bank, being caught in a similar indignity. Morgan Sr. ended market panics, steadied the economy, and saved Wall Street from itself; he did not truck with midgets, or senators. Morgan Jr. could not stop the crash of 1929 or end the Depression. He had tried and failed. For that Morgan might have been forgiven—the economic crisis was too big for any private citizen to fix—but he and his well-paid factotums had failed in a second, inexcusable way. They had failed to understand how serious the Depression had become and how much America now distrusted financiers and big business. And so Morgan and the rest of Wall Street’s Old Guard had become nearly irrelevant to the bitter national debate over how to save capitalism from itself. Commentators wrote later that the incident had “humanized” Morgan, as if a man who treasured power and discretion, whose firm did not advertise or even put its name on its front door, wanted to be humanized. As if humanization was not the ultimate embarrassment.

			A midget sat on J. P. Morgan’s lap. It would be two generations before Wall Street and corporate America again ran so far amok during a boom or were so badly humiliated in the bust that followed.

			—

			A few years before that Friday morning, the nation’s attitude toward Wall Street had been very different. In Once in Golconda, John Brooks summed up the peak of the frenzy as well as anyone ever has, in words eerily familiar today:

			Let us try, as best we can, to look at Wall Street as it was in August 1929, to catch its essentials. . . . Newcomers have arrived in great numbers. They are men and women who are sacrificing their own vacations, or else have simply chucked their jobs, to spend their days sitting, or more likely standing, in the brokerage customers’ rooms watching the quotation board report the glorious news. . . .

			Many of those now crowding Wall Street have burned their bridges. They have thrown over their jobs on reaching some predetermined goal, a paper net worth of $50,000 or $100,000 or $200,000; they have bought expensive houses and mink coats for themselves or their wives, and look forward to lives of leisure and affluence. . . .

			All through the days, and long into the evenings, the talk, talk, talk goes on. There are tales of fortunes just made and of fortunes about to be made—above all, talk of fortunes. . . . There is talk about John J. Raskob’s article in that month’s Ladies’ Home Journal entitled “Everybody Ought to Be Rich. . . .”

			On the seventeenth the Ile de France and the Berengaria depart on transatlantic trips, the former eastward and the latter westward, each fully equipped for speculation with floating brokerage offices; when the Berengaria arrives in New York six days later, passengers tell of how every day the office on the promenade deck has been so mobbed that quotations had to be passed by word of mouth to passengers who couldn’t get near enough. . . .

			The madness had been a decade in the making. From a low of 63.90 in 1921, in the deep recession that followed the Great War, the Dow Jones industrial average had climbed steadily higher. By 1925 the Dow had more than doubled. After a pause in 1926, it leaped ahead again, finally reaching 381.17 on September 3, 1929. In eight years the Dow rose sixfold, by far the greatest gain in the history of the index up to that point.

			In the generations since, economists and financial historians have exhaustively parsed the boom. Most have agreed broadly on its causes, from easy margin requirements that encouraged speculation to technological advances that spurred economic growth and brought electricity and cars to millions of Americans.*3 But there was at least one more factor in the decade-long rally, one less widely discussed. When the bull market began, stocks were cheap.

			In the early 1920s, prudent investors usually stayed away from stocks, buying bonds instead. Many investors viewed the New York Stock Exchange and its weaker cousin, the Curb Exchange, as little more than casinos. And they were right to be cynical. Trading on inside information was common, and stock manipulation widespread; stock prices would swing wildly on rumors of “bear raids” and “short squeezes.”*4 “All the bubble blowers of other days, the moonshine promoters, green goods, and shell game men, financial pan-handlers and wildcat exploiters, and skin-game fakers . . . are now engaged in the stock selling game,” a Pennsylvania congressman thundered in 1919.3

			Nor could investors expect much protection from the authorities. State regulation was minimal; despite the congressional bluster, federal laws against stock manipulation hardly existed. The New York Stock Exchange, popularly known as the Big Board, functioned more or less as a private club, following its rules sporadically—usually when their enforcement would benefit its members. Even the press, that beacon of democracy and fair play, could not be trusted. Financial reporters from The Wall Street Journal and The New York Times were later discovered to have taken hundreds of thousands of dollars in bribes in return for pumping stocks in print.4

			“Nearly all of those who traded in stocks frankly called themselves speculators,” Benjamin Graham, the first and greatest stock analyst, wrote of the era in his memoirs. “They did not draw too fine a distinction between their financial operations and racetrack or other betting.”5 In fact, Graham recalled drolly, before the 1920s brokerage firms routinely handled bets on the outcome of presidential elections for their clients, but “this genial practice was outlawed some years later when the stock exchange went all out for respectability.”

			A dearth of reliable financial information about companies contributed to the market’s anything-goes nature. A few years before, Morgan Sr. had bemoaned the day when “all business will have to be done with glass pockets.”6 He need not have worried. The attitude of bankers and executives was that investors should cash their dividend checks and keep their questions to themselves. (In 1899, Henry Havermeyer, the president of the American Sugar Refining Company, was asked if he thought that corporations had the right to “offer stock to the people—to the whole community—and that the community then has no right to a knowledge of what the earning power of the stock is.” In the best nineteenth-century robber-baron style, Havermeyer replied, “Precisely.”)

			The Big Board did not even require the companies it listed to report their profits to investors. It did make companies provide shareholders with a balance sheet listing assets and debts at least once a year.*5 Most companies went beyond that minimum, putting out an income statement at least once a year. But they often took the notion of an income statement quite literally, telling shareholders how much money they had made or lost—and nothing more. At least one company, Pocahontas Fuel, offered investors only its balance sheet. Fewer than half the companies on the Big Board provided shareholders with full financial statements, including sales, interest costs, dividends and taxes paid, and one-time gains and losses.7

			“It is not an exaggeration to say many corporate executives and investment bankers elevated opacity to a hallowed business principle,” a trade group of financial analysts would later complain. “Information, such as it was in businesses beyond the railroads, was guarded jealously and understood to be emphatically private. Good information was almost by definition ‘inside’ information.”8

			So it is no surprise that many investors avoided stocks entirely as the 1920s began. But not every stock was rigged, and most companies were not frauds. The market’s grime hid spectacular bargains in first-rate companies like U.S. Steel, which had been profitable and paid regular dividends through good years and bad. Their prices look almost absurdly low today.

			The most basic measures of stock valuation are the dividend yield and the price-earnings (P/E) ratio. The dividend yield measures how much cash a shareholder receives each year, relative to the price of a share of stock. For example, if General Motors trades for $100 and pays an annual $4 dividend, G.M. has a dividend yield of 4/100, or 4 percent. The P/E ratio compares the price of a share to annual profits per share. If G.M. made $8 a share last year, it has a price-earnings ratio of 100/8, or about 12.5.

			P/Es and dividend yields rise and fall with interest rates, economic growth, and investor confidence. But in general, low P/E ratios and high yields are a sign that stocks are cheap compared to alternative investments like bonds or real estate. Over the last century the average P/E of big American stocks has been about 15, and the average yield 4 percent. But that average figure has masked wild swings, and P/Es have rarely been lower, or yields higher, than they were in the early 1920s. General Electric, paying a dividend of $12 a share in 1921, could be had for $110, a yield of 11 percent. Overall, at a time when high-quality bonds paid 5 percent, the market’s P/E ratio was below 10, and its dividend yield above 6 percent.9

			With bargains like that at a time when the economy was growing solidly and inflation was quiet, stocks were all but certain to rise.

			—

			Rise they did, haltingly at first, then with increasing confidence as the decade progressed. And as companies like General Motors and Radio Corporation of America reported soaring sales and profits, investors realized something exciting about stocks that they had hardly understood before. As the economist Edgar Lawrence Smith explained in a 1924 book, Common Stocks as Long-Term Investments, a stock was not just a junior-grade bond that needed to pay a high dividend to compensate investors for its extra risk. Bonds paid fixed interest rates. But dividends on a stock were not fixed. They could rise as a company expanded and became more profitable. Bonds might offer safety, but stocks offered growth. In fact, if a company was growing quickly, it might be to shareholders’ advantage to accept a low dividend now so that the company could reinvest its cash in its business and make much more money later.

			Other economists and academics, such as Yale’s Irving Fischer, seconded Smith’s optimistic view. And investors saw for themselves how quickly companies could grow in a strong economy. Between 1915 and 1926, profits at the Computing-Tabulating-Recording Company (which later would change its name to International Business Machines) rose from less than $700,000 to $3.7 million, a fivefold increase.10 C-T-R’s dividend more than tripled, and its stock rose at a similar pace.

			“During the postwar period, and particularly during the latter stage of the bull market culminating in 1929, the public acquired a completely different attitude toward the investment merits of common stocks,” Graham wrote in 1934, in the first edition of Security Analysis, his seminal work on stock valuation. (Graham, who at the time was managing money and teaching a class at Columbia University on investing, coauthored the seven-hundred-page book with David Dodd, a Columbia professor.) “The new theory or principle may be summed up in a sentence: ‘The value of a common stock depends entirely upon what it will earn in the future.’”11

			And as Graham noted sardonically, once that principle was established, investors could justify paying almost any price for a fast-growing company. Investors no longer needed to research the quality of a company’s management, whether its stock was too expensive relative to its growth prospects, or whether a bond might be a better investment. “Making money in the stock market was now the easiest thing in the world. It was only necessary to buy ‘good’ stocks, regardless of price, and then to let nature take her upward course,” Graham wrote. He was especially critical of investment trusts, the predecessor of mutual funds, which became very popular in the late 1920s.12 “The investment process consisted merely of finding prominent companies with a rising trend of earnings, and then buying their shares regardless of price. Hence the sound policy was to buy only what everyone else was buying. . . . The original idea of searching for the undervalued and neglected issues dropped completely out of sight.”

			What was true for professional investors was doubly true for individuals. Americans in the 1920s had lived through repeated market panics and recessions so deep they would be called depressions today. They had watched the New York Stock Exchange close for four months in 1914, after war began in Europe. To the extent they had paid attention to the market at all, they had seen that it was a dangerous place for outsiders, a place where manipulation was rampant and outright fraud not uncommon. Yet, as the bull market progressed, it took a remarkably short time—years, not decades—for small investors to put aside their fears and plunge into the market. Millions of Americans enthusiastically bought stocks, and many sought out the fastest-growing, riskiest issues, such as R.C.A. and Electric Power & Light and Wright Aeronautical Corporation, which rose from $8 a share in 1922 to $280 a share in 1928.

			If there was one moment that signaled the beginning of the transition from bull market to bubble, it was August 2, 1926. On that day the Dow Jones financial news service reported that Thomas Cochran, a Morgan partner, had said that “General Motors running at its present rate is cheap at the price, and it should and it will sell at least one hundred points higher.”13 For a man of the House of Morgan to tout a stock publicly was unusual, to say the least, and G.M. stock promptly rose 11½ points, or more than 6 percent. A few days later G.M. announced it would split its stock 3 for 2. Its shares surged again. The boom had begun.

			It continued for the next three years, fueled by margin and easy credit and talk of a new era of prosperity. Americans should “regard the present with satisfaction and anticipate the future with optimism,” President Calvin Coolidge said in December 1928.14 Somewhere along the way, the public seemed to forget that investment was risky and speculation more so, that stocks could fall as well as rise. The games being played by market manipulators like Jesse Livermore and Michael Meehan became paradoxically reassuring. Wall Street might be a casino, but it was a casino rigged for the benefit of all its players, a money machine that would never stop giving. “Many speculators came to believe that a few powerful individuals were able to cause prices to rise and fall almost at will and that the Exchange would not prevent them from so acting,” Robert Sobel, a financial historian, wrote in a chronicle of the era. “In large measure they were right.”15

			—

			Were investors clamoring for companies with uncertain pasts but bright futures, companies whose shares could double one month and double again the next? Then Wall Street would give them what they wanted, and more, without looking too closely at what it sold.

			Top-tier banks like Morgan had once hesitated to underwrite (a fancy word for sell) offerings of new or risky companies. Historically, the banks had been the most important gatekeepers against fraud, putting their reputations behind the stocks and bonds they sold. But as the boom progressed, the lure of high underwriting fees led the banks to lower their standards. By the late 1920s, even the most prestigious firms had succumbed to their own worst instincts and were pumping out dubious issues. The National City Company, a corporate forerunner of today’s Citigroup, had sold Peruvian government bonds even though its own experts had warned that they might not be repaid. Goldman, Sachs poured out investment trusts whose main function appeared to be buying shares in other investment trusts. In less elevated circles that capital structure might have been called a Ponzi scheme. Lee, Higginson & Co., a reputable New York broker, sold almost $150 million in securities for Ivar Kreuger, “the Swedish Match King,” without bothering to examine the Match King’s books, which were utterly fictitious. “You Swedes are blockheads,” Kreuger, perhaps the greatest con man of the twentieth century, told a friend. “You haggle about giving men money. But when I get off the boat in New York I find men on the pier begging me to take money off their hands.”16

			Kreuger was not alone. In 1924, investment banks and companies sold about $800 million in stock to the public. By 1929 stock sales had soared tenfold, to $8.2 billion.17

			Along with the flood of new issues came a flood of accounting gimmicks, often invisible to investors until much later, that companies used to inflate their reported profits.18 Like John Brooks’s description of Wall Street’s atmosphere in August 1929, many of the tricks will ring familiar to sophisticated investors today. Companies:

			•  hid ongoing expenses in large one-time charges;

			•  failed to account for losses that their subsidiaries had suffered, or passed money to subsidiaries that the subsidiaries then returned to them as profit;

			•  avoided accounting for their
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			FOR MY BROTHER DAVID, 
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