




* Merrill’s response to repeated requests for comment is described in the Epilogue. Ross said he was unable to comment because of company policy.

* Though it’s not what hedge funds are all about—if you fall for the hype. As Barron’s observed at the time, “Hedge funds, it bears recalling, are supposed to make money in both up and down markets. That’s why investors agree to pay the general partner a generous 20% fee on any trading profits.”

* A company called Capital Research and Management Co. was truly the Ward Cleaver of this particular fund family, dispensing sage advice. In addition to being the corporate father, it was also the “investment advisor” that managed the funds. “Investment advisor,” by the way, is Mutualingo for “the people hired to run the fund, and who always keep their jobs even if they suck eggs year after year.”

* More Mutualingo. This sounds more like that Nixon-era program of giving federal money to the states than what it is—kickbacks.

* Letter-writing campaigns by special-interest groups and their dupes seem to have a hypnotic effect on the SEC, as we’ll be seeing in Chapter 17.

* Hedging via futures contracts is a good thing, and the futures industry would like you to think that it is a necessary thing, and that tampering with it would mean the demise of the entire financial system. Not so. For a while in 1936, government banned options on futures—a standard product nowadays—and in the 1950s, futures on onions were prohibited because of pressure from farmers in the Midwest. The world did not end.

* Not only was Askin one of those unsuspecting investors, but history was to record that Kidder was hoist by its own “unsuspecting” petard. The firm was pummeled by those same interest-rate fluctuations in 1994, and also by the alleged chicanery of CMO trader Joseph Jett. Kidder later maintained that Jett took advantage of complexities in the CMO biz to hoodwink the firm into thinking that he was a terrific trader, when he was really playing games with the computer system. Jett heatedly denied any wrongdoing.

* I should point out, in the interests of fairness and full disclosure, that Julian sued the author and his then-employer, Business Week, for libel in early 1997 after I reported on some earlier lousy performance by the Robertson funds. He later dropped the suit after his performance improved, and we ran an editor’s note acknowledging that. Unfortunately for investors who took that as a buy signal, Julian proceeded to drive his funds off a cliff.

* Actually this was a rare example of Artie’s publicity hunger backfiring just a bit. His grasp of the Lebed case was so tenuous, and his comments so rehearsed and robotic, that he was chopped into bits in that Times Magazine article.

* Commenting on an SEC microcap “initiative,” and responding to a BW puff piece on the subject, Byron said this: “What we have here isn’t a bold new anything from the SEC, it’s simply the latest effort at public-relations damage control from a bunch of Beltway bureaucrats who’ve missed the boat on virtually every major Wall Street swindle for the last 30 years.” (New York Post, March 15, 2005.) Such on-target commentary is becoming rare in the financial press.

* The ordinarily voluble Levitt is curiously silent on the subject of microcap fraud in his memoirs. Perhaps he didn’t think any self-aggrandizement on that subject was necessary, because the media had already done the job for him. One example was a September 1997 story in Business Week, in which Levitt—“one of the most powerful and effective SEC chairmen in memory”—was credited with “cleaning up unsavory behavior in the over-the-counter market and cracking down on rogue brokers.” In what must have confused any readers who noticed, I took the opposite position in a cover story three months later—a piece on the rise of chop houses called “Ripoff!”—saying that regulators had “barely dented” a very real and growing problem.

†Merrill later clarified its position in a legal filing, conceding that the “smoking gun” note was written after its ostensible filing date of February 17, 2000. However, Merrill maintained that, at the session that wasn’t taped, Ross denied that the note had been written after he learned about the claim.

* In my 2003 book, Born to Steal, I described how one scam artist, Louis Pasciuto, continued to engage in scams long after the FBI began closing in. Boiler rooms kept operating even after a full-press law enforcement effort snared Pasciuto and dozens of others.

* “Mr. Robertson still hasn’t sold a share of US Airways, faithful to the airline,” the Wall Street Journal reported on the day Robertson went out of business in March 2000. The Journal quoted “one person familiar with the matter” as saying Robertson was “too long to be wrong.” On Wall Street, love means never having to say you’re sorry—or wrong.

* Something roughly similar to that actually happened. A book called Trading with the Enemy, an account by a former employee of hedge fund manager and cable TV guru Jim Cramer, had to be recalled because of a serious error—and the few unpulped copies did become collector’s items. Needless to say, that error was not deliberately planted by the publisher, which practically had kittens when it was uncovered.

*Barron’s swiftly ran a story shredding the BW piece, and Welles shot back with a letter attacking the Barron’s piece, and Barron’s shot back with an editor’s note attacking Welles’s response to the Barron’s story attacking Business Week.

* Stock can be loaned out to short-sellers only from margin accounts in which the shares are held in book-entry form, otherwise known as “Street name.” If a shareholder asks for his stock certificates, the stock cannot be loaned to the shorts, and any stock that is already loaned is called back—thereby forcing shorts to buy back the stock they had sold short. That is a quintessential short squeeze.

† No relation to the reputable Boston money management firm State Street Corp. The dirty State Street was also known as White Rock Partners.

* ICI, understandably, has not clutched Brent Pierce to its corporate bosom. SEC documents in 1999 and 2002 listed him as president. ICI said in January 2003 that Pierce was currently a consultant to ICI, and that he was “the owner of ICI during a brief period of 2000 for purposes related to litigation” (whatever that means). In March 2003, ICI said Pierce was “neither a director nor officer of ICI.”

* I’ll modestly consign to a footnote my pro-naked-shorting piece, “Don’t Force the Shorts to Get Dressed,” which ran in BW on December 8, 2003.

* Opponents of naked shorting seized on Boni’s conclusion that naked shorting was more widespread than previously believed, but ignored the stuff about short curbs increasing volatility and hurting liquidity.

* This deliciously ironic moment went largely unnoticed by the media. “At yesterday’s hearing, Porush, calling himself ‘humbled and humiliated,’ apologized to Stratton’s customers, who he said ‘didn’t get a level playing field’ at the brokerage,” said Newsday, the only news media outlet to cover his May 2002 sentencing. Judge John Gleeson responded that he didn’t believe Porush was sorry.

*See footnote, page 168.

* The company later contended that it had no knowledge of the “IPO.”

* The punch line, which I must omit for space reasons, involved the purchase of neckties.

* One NYSE factotum, copresident Robert G. Britz, walked away with a lottery player’s fantasy—a million bucks a year for life—when he retired in 2005 at the ripe old age of fifty-five.

* It would also be nice if the NYSE updated that vital number more often than once a year—particularly since far more esoteric numbers are available monthly, weekly, or even daily.

* The Waaco Kid really moseyed into the briar patch on this one. Louis Pasciuto, Mob stock peddler extraordinaire and the subject of my book Born to Steal, later told me that he was paid cash to peddle that stock to suckers throughout the land. Several Mob figures were charged with manipulating shares of the stock.

* They’re actually quite a bit more than that, as we’ll be seeing in Chapter 9.

* One of the nonblinkers was the author, a recipient of both awards.

* Paul B. Farrell actually went through the whole twelve steps in the MarketWatch Web site on April 24, 2005. I’m not sure I agree with all of them, but he’s on the right track. Amen, brother!
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INTRODUCTION
THE BATTLE OF TRENTON

On August 20, 2004, a man by the name of Rand Groves walked into the Mercer County Courthouse in Trenton, New Jersey, on a task that just about any knowledgeable person would view as utterly futile. The legal system can produce miracles like Clarence Gideon, whose handwritten petition to the U.S. Supreme Court guaranteed the right to counsel for future generations. It can establish social policy, save lives, and send corporate executives to prison. It can restrain presidents and resolve age-old grievances. But there are certain things the legal system cannot do. Rand Groves was asking for too much.
The title of his lawsuit said it all: Rand Groves v. Merrill Lynch Pierce Fenner & Smith Inc. and Llewellyn G. Ross and National Association of Securities Dealers Inc. One man against the most powerful brokerage firm in the world and the primary regulatory organization for all of Wall Street. It was absurd, and not just because he didn’t have a lawyer. Rand Groves was trying to get an American court in the year 2004 to reverse an unjust decision of a securities industry arbitration panel.
Such a thing could not be allowed to happen. It would be against all the principles of modern securities law.
In a 1987 United States Supreme Court ruling, Shearson/American Express Inc. v. McMahon, it became the law of the land that nothing that might come between a broker and his client would ever again be adjudicated by a judge and jury, as is theoretically guaranteed by the Seventh Amendment to the United States Constitution. The standard “arbitration clauses” in account documents, which most customers signed without even reading, took precedence over the Constitution. The Shearson ruling held that even cases of the most serious kind, alleging securities fraud, had to be batted out in closed-door arbitration proceedings.
Once that principle was established, it became a kind of holy thing to Wall Street and the two regulatory agencies that operate arbitration systems, the NASD and the New York Stock Exchange. Whenever anyone has sought to tamper with the arbitration system without the consent of Wall Street, as was recently attempted by the California state legislature, the Street has closed ranks and fought back with the unflinching support of the government agency that oversees the securities industry, the Securities and Exchange Commission.
Rand Groves was unlikely fodder for such a confrontation. He was a marketing consultant, fifty-two years old, an erect six-footer with graying sandy hair, a neat mustache, and steel-rimmed glasses. He had a wife, three children approaching college age, and a house in Princeton Junction, New Jersey. He had a night-school MBA and once worked for a major advertising agency.
Groves was the embodiment of a social phenomenon that goes by several names. The media calls it the Investor Class. George W. Bush calls the Rand Groveses of this country an Ownership Society. It is a slogan that resonates with the natural yearnings that people have nowadays for empowerment and control of their own financial destiny, their own retirement savings and health-care costs, free of the heavy hand of government.
Groves used to feel that way. In fact, he still did as he cleared the metal detectors, checked his cell phone and took the elevator to the courtroom. It’s hard to let go of fantasies.
In 1999, Groves performed marketing work for a couple of companies, both of which granted him a generous allotment of stock options. These were Internet companies, so the underlying stocks were worth a great deal of money by late 1999, $5 million or so, all on paper and carrying various kinds of restrictions and mumbo jumbo that Groves didn’t entirely understand. His primary concern was that his entire financial well-being was tied up in two volatile Internet stocks. So he did what people do in such situations, which was to seek expert guidance to help him manage this theoretical onslaught of paper wealth.
Firms of standing and prestige stood ready to lend a hand, their offices friendly and welcoming. There was Goldman Sachs, the prestigious investment bank whose former CEO was now a senator from New Jersey. There was Morgan Stanley, whose name conjured up images of unimaginable, robber-baron-era wealth. In years to come its gently comical ménage à trois TV commercials would portray a firm whose brokers were so “unusually devoted to your dreams,” so obsessively focused and involved “one client a time,” that they became a kind of marital third wheel, cheering on the kids at football games and making vacation-home plans while gazing longingly at the receding tide.
One firm was already anchored in Groves’s mind—the “King of the Brokers.” Merrill Lynch’s reputation was beyond reproach. Its treatment by the media was respectful, deferential. Its handling of the media was distant, correct. An invitation to its annual press dinner, at the Securities Industry Association annual meeting in Boca Raton, was highly coveted—a sign of status and acceptance by Wall Street’s premier brokerage.
Merrill’s public image, despite occasional but not disproportionate lumps during the analyst scandal of the new millennium, was essentially unblemished. Its advertising in the late 1990s was lofty in tone and content, establishing Merrill as a valued friend and advisor. Merrill took the position that people need to run their lives like a business, and that Merrill stood ready to provide expert assistance.
To Groves, these ads spoke directly to the heart. Every word resonated. Merrill employed “consultants,” not brokers. They were there to “help,” not sell. “They weren’t in the brokerage business, they were in the wealth management business,” Groves later recalled. One Merrill ad that sung out to him was published as an insert in the New York Times Magazine of April 25, 1999. “Your Life, Incorporated,” it began. “Corporations like to refer to themselves as ‘families.’ Shouldn’t it be the other way around?” The ad went on for several pages to describe its seven hundred analysts in twenty-six countries, “all linked to one account. Yours.” It said that a Merrill Lynch FC, or Financial Consultant, is an “advocate in your corner, helping you create opportunities in every department of your financial life.”
The last page contained a simple pledge: “We hold ourselves accountable for making suitable recommendations based upon your goals, risk preference and time horizon.”
It was a long text ad, of the kind that companies reserved only for their smartest, most select, high-end customers. It was flattering, it pushed the right buttons, and it worked.
Groves was a marketing professional. He knew all about the “hidden persuaders,” as the ad-biz critic and commentator Vance Packard called them when the mysterious power of advertising was being explored, like the nucleus of the atom, back in the fifties and sixties. Groves knew the hypnotic spell of advertising slogans…Ban Takes the Worry out of Being Close…Silvikrin Puts the “Ooh” in Shampoo…Us Tarryton Smokers Would Rather Fight Than Switch…as they are drummed into our heads year after year. He knew Packard’s writings and he was savvy to hype and image-management. Yet the Merrill ads had had their intended effect long before a handwritten note arrived in the mail from Llewellyn G. Ross, a Financial Consultant in the Private Client Group of Merrill’s office in Lawrenceville, New Jersey, just outside Princeton.
Ross was dapper, gray without being grandfatherly, a Princeton man in his sixties. He was always impeccably dressed, and reminded Groves of the post–Mission: Impossible Peter Graves, serious and debonair. Ross was the head of a small marketing company before he joined Merrill. The two men had worked together briefly several years before. And now here he was, a financial expert, a late-career change that put him on the cutting edge. Groves was impressed. He did find it a little odd that a man with a marketing background was now an expert Financial Consultant, but he suppressed his doubts. Ross was with Merrill, and Merrill knew what it was doing. Groves opened his account in November 1999.
All of the above is pretty much agreed to by all the parties concerned (except that Merrill claims that Groves contacted Ross and not vice versa). From here on things get disputatious and sullen and prickly, which is not surprising considering that litigation ensued. What nobody denies is that Groves wound up losing his nest egg, though how that happened—whether the fault was Merrill’s or Groves’s or the unseen hand of the market or the malevolent karma of generations past—remains in dispute.
As Groves tells the story, Ross did not generate the expert advice that he had expected. A “financial plan,” for which Groves paid $250, turned out to be boilerplate that didn’t deal with his primary conundrum, which was that all his wealth was concentrated in two Internet stocks. In the first months of 2000 Internet stocks were not doing very well. The Internet bubble was ending, but that was not known at the time. There had been brief dips and corrections in the past, including a particularly ferocious one in late 1998, and in early 2000 there was no way of knowing for sure what was going on. The decline in Internet stocks seemed to many people to be a “blip,” a “correction,” a “buying opportunity,” and not the rapids just upriver from the Horseshoe Falls.
Luckily, help was at hand. Ross, either at his own initiative or at Groves’s urging—depending upon whose story you believe—consulted the best mind available on such matters. Merrill’s in-house expert on all things Internet-related, the famed analyst Henry Blodget, was contacted for an opinion. What he actually said is in dispute. Blodget either indicated to Groves, through Ross, that Groves’s main holding was unlikely to fall below ten dollars, or he offered no opinion, depending upon whose story you believe.
What no one disputes is that the blip turned into a belch that turned into outright, prolonged retching throughout 2000 and into the following year. By the end of 2000, Groves was transformed from a paper millionaire to a paper thousandaire with $53,000 in his account. By mid-2001 he was a hundredaire and then a nothingaire. It was all over. His paper windfall was gone, but not the tax bill it generated. Groves was broke.
In April 2002, Groves hired an attorney and filed a claim against Ross and Merrill, using the only remedy permitted by a standard clause in the account agreement that he had signed in 1999—an arbitration panel organized by NASD Dispute Resolution, Inc. His claim contended that Ross was inexperienced and not properly supervised, had failed to provide proper investment advice, and was therefore responsible for the disaster that ensued. He asked for $4.2 million in damages. Merrill and Ross, through their attorneys, denied all the allegations.
If one despises lawyers as so many people do, and is upset with the trend of what George W. Bush describes as “junk lawsuits,” the Wall Street system of resolving customer complaints is a dream. There are no junk lawsuits. In fact, as a result of the Shearson decision and several others, there are no lawsuits. Instead there is a dispute-disposal mechanism very much unique to Wall Street. Ordinarily, arbitration involves bringing a quarrel to a neutral forum, such as the American Arbitration Association. Wall Street likes to keep things within the family. Its form of arbitration differs from ordinary arbitrations in small ways and large, none of which was apparent to Groves at the outset (not that it would have mattered if they had been apparent, as there wasn’t a thing he could have done about it).
As in ordinary arbitrations, papers are exchanged, and they are much simpler and freer of the legalese and Latin expressions and attestations and other lawyer-speak nonsense that is so prevalent in courts today. Advocates of arbitration are particularly enthused about that, as well as that there are no costly pretrial depositions, in which both parties take down testimony from each other in advance of trial. This is done to assist in the calm and orderly weighing of the evidence, without surprise to either party. Groves felt that no surprises were likely in his case. It seemed pretty clear-cut to him. He liked the arbitration process—its simplicity, its no-nonsense approach to things.
Arbitration has the salutary effect of being an educational process for the laypeople who are caught up in it, and Groves was no exception. He learned some things he didn’t know before.
For example, he learned that the Merrill Lynch “Private Client Group,” which conjures up images of “private bankers” snifting brandy at the Club, was actually a name Merrill slapped on all its brokers. Wall Street firms rarely used the words broker and stockbroker anymore. They had long abandoned those terms in favor of the more soothing, more professional “financial consultant” or “financial advisor.” By the late 1990s, the “B-word” (and, of course, the official term, “registered representative”) was rarely to be found outside of legal papers and regulatory filings.
In replying to the allegations, Merrill Lynch tended to drift a bit from its advertising and portrayed Groves as an individual who didn’t need much help at all from Merrill. As a matter of fact, anyone reading its reply might have gotten the impression that Merrill was a kind of deep-discount brokerage that just executed trades for customers who were in full command of all the finer points of investing. The firm pointed out that Groves’s account was nondiscretionary, meaning that Groves called the shots, not his broker. Merrill’s reply went on to say that Ross on several crucial occasions recommended that Groves sell his holdings before the roof fell in. That was quite the opposite of Groves’s position, so it would be necessary for the arbitrators to listen carefully to the parties, weigh the evidence, and decide which of them—Groves or Ross—was telling the truth.
Groves read the legal paperwork with a growing anger. The denials, and the deviations from the truth as he had experienced it, annoyed him. So did the effort to skirt responsibility. As he saw it, he had relied on Ross and Merrill in very much the way a patient relies on his physician to care for his health. He would explain that to the arbitrators and they would understand, when the time came for the hearing. They would believe him.
After a leisurely procession of still more paperwork and routine delays, two years went by. A standard delay, similar to what Groves might have experienced in a New Jersey court, if not a bit longer. (The Securities Industry Association maintains that arbitration is “generally much swifter and more efficient than court proceedings,” but plaintiff attorneys tend to dissent from that sentiment.) It was now early 2004, and Groves was feeling increasingly desperate. His entire financial destiny, the one he wanted to control, was tied up in all the wealth that had vanished in 2000 and 2001. The arbitration hearing was his only
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