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      Part I
     
 
  
     
      HOW WALL STREET FAILS
     
  
  
  
     
      Chapter 1
     
 
  
     
      WALL STREET AND ITS ROLE
     
 
  
   
    Wall Street is the center of the financial machinery that makes the global economy work.
    
   
    Though Wall Street exists physically—the nexus of Wall and Broad, the location of the New York Stock Exchange (NYSE), within eyesight of the New York Federal Reserve, the American Stock Exchange (AMEX), and the gleaming headquarters of powers like Goldman Sachs, Merrill Lynch, Lehman Brothers—we refer to Wall Street in its conceptual and functional sense.
    
   
    Wall Street as a financial conduit exists as much in lower Manhattan as in midtown Manhattan, or London, or Tokyo, or the electronic sphere.
    
   
    In this sense of Wall Street, physical location is irrelevant, but function is not, because it’s what propels companies and clients.
   
 
  
   
    Wall Street is a large industry, made up of thousands of institutions employing hundreds of thousands of people all over the world.
    
   
    But at the center there is a remarkably small group that drives everything.
    
   
    The top dozen banking firms play a pivotal role in arranging the world’s commercial and financial transactions.
    
   
    The list of a dozen changes periodically as banks merge, get bought out, or fade away, or as smaller firms develop strength in an area and leapfrog some of the larger institutions, but the core always remains quite small.
    
   
    These banks are joined by a few of the largest mutual fund groups and the major stock and futures exchanges.
    
   
    The power of the Street is thus extremely concentrated.
    
   
    What the sector says and does helps decide the financial fate of companies, countries, and individuals.
    
   
    And that, as we’ll see, has far-reaching implications.
   
 
  
   
    The Street, which has performed its pivotal role for decades, can lay claim to many successes.
    
   
    It does many things exceptionally well: mobilizing and placing capital, creating new and innovative financial products, buying and selling physical and financial assets, and advising institutional and personal clients on a range of transactions.
    
   
    It has proved to be remarkably flexible and resilient, adapting to change and weathering crises and dislocations.
    
   
    Its role in global economic growth has been, and remains, unique and vital.
    
   
    There can be little doubt that without Wall Street’s creativity and leadership, financing and innovation would be brought to a standstill and economic progress stifled.
    
   
    Let us not underestimate the tremendous benefits the Street has brought, and still brings, to modern economic society.
   
 
  
   
    But the Street, for all of its importance and strengths, for all of the benefits it is capable of delivering, often fails to do what it’s supposed to do.
    
   
    Perhaps this failure is a by-product of the free market system: the very forces that have allowed the creation of such a sophisticated and adaptable financing framework leave it exposed to misuse and abuse.
    
   
    The economic profit incentives that lead to financial innovation, capital mobilization, and wealth and risk transfer can also skew action and behavior, meaning the system doesn’t always function as intended.
    
   
    Unfortunately, we don’t have to look far to find evidence of failure.
    
   
    The headlines of the past few decades tell it all: bad deals, mistreated clients, poorly managed risks, conflicts, fiduciary breaches, fraud.
    
   
    And these aren’t isolated problems that appear once in a blue moon.
    
   
    They happen so frequently that they can’t be dismissed as an aberration or an exception.
    
   
    The Street is routinely in the spotlight for having done something wrong: it’s in court or in front of arbitration panels trying to defend some wayward action; it’s in the news for having lost lots of money; it’s negotiating settlements to appease angry corporate or personal clients; it’s plea-bargaining with regulators for having breached some rule.
    
   
    In fact, it’s hard to think of another industry that stumbles as often and badly.
    
   
    Of course, other industries in the corporate world have problems of their own, including excess inventories, bad acquisitions, flawed strategies, and product recalls.
    
   
    But their misadventures seem to lack the scope and scale of the Street’s and certainly don’t appear with the same frequency.
   
 
  
   
    With just a little digging we find that the Street makes lots of mistakes in its core areas of expertise.
    
   
    Whether it’s raising capital, giving advice, managing risk, or looking after customers, it regularly falls short of its potential and its responsibilities.
    
   
    And most of the failures are financially and reputationally damaging.
    
   
    Insiders and outsiders get hurt when things go wrong: employees and managers, personal and corporate clients, investors, creditors, regulators, and sometimes even industries, municipalities, or sovereigns.
    
   
    Worse, the Street often seems unable (perhaps unwilling) to learn from its mistakes, to recognize and resolve some of the underlying problems.
   
 
  
   
    Naturally, Wall Street doesn’t fail at everything all the time.
    
   
    If that were true, the global economic picture would look decidedly different: stifled growth, limited capital flows, mismanaged investments, excess risks.
    
   
    Happily, the Street is still quite successful at handling much of its business on a pretty even keel: it has been instrumental in building up a $14 trillion global capital market, arranging thousands of worthwhile mergers and acquisitions, funding lots of start-up ventures, creating smooth trading conditions, helping millions of investors manage their wealth, and coming up with clever ways of coping with risks.
    
   
    When it is focused and diligent, the Street can work wonders.
    
   
    And we are by no means condemning Wall Street or issuing a blanket critique of every institution or person working there.
    
   
    There are lots of talented professionals on the Street trying to do a good job; they improve the quality of business dealings and make the place more efficient and secure.
    
   
    Many deserve credit for their efforts because without them things would be far worse.
   
 
  
    
     But Wall Street can do much, much better.
     
   
    For all of the good the Street does and all the triumphs it can claim, should we really look the other way when banks defraud governments or companies to the tune of billions, when they leave institutional and personal investors holding the bag on bad deals or failed strategies, when they put their own interests ahead of everyone else’s?
    
   
    Should we be satisfied when they misrepresent facts and information in order to earn fees, when they sell clients things they don’t need just to generate commissions, or when they don’t do what they are supposed to do to protect clients and investors?
    
   
    Why should we be satisfied with any of these behaviors?
    
   
    These are all elements of Wall Street’s failure; they represent serious flaws and shouldn’t be swept under the carpet or glossed over—yet they often are.
   
 
  
   
    Why does the Street fail in these areas?
    
   
    Largely because it is focused on maximizing profits, sometimes at any cost.
    
   
    How does it fail?
    
   
    Through flawed governance, bad management, poor strategies, conflicts of interest, inadequate skills, poor controls, and weak external checks and balances.
    
   
    And why doesn’t the Street doesn’t fix the problems?
    
   
    Primarily because it is reluctant to alter the profitable status quo and jeopardize revenues and compensation.
    
   
    With diffuse accountabilities and negligible penalties, there seems to be little reason to reform.
   
 
  
   
    My aim in this book is to explore the Street’s failures—how and why key financial intermediaries fall down on the job.
    
   
    Like others who have spent many years on Wall Street, I am concerned with what I see happening.
    
   
    But I’m not despairing, and I’m not interested in condemning.
    
   
    I prefer to be constructive and advance the agenda by proposing ways in which aspects of Wall Street’s less savory behavior can be improved, so that there are more winners and fewer losers, and the triumphs of Wall Street can shine through more often.
    
   
    I’ll explore all of these points in the coming chapters, but first I’d like to set the stage by reviewing a little bit about Wall Street’s role and the nature of its key players.
   
 
  
    
     WALL STREET’S ROLE
    
 
  
   
    Though the Street does lots of things, most of them revolve around five basic tasks: raising capital, giving corporate advice, giving personal financial advice, performing fiduciary duties, and managing risks.
    
   
    We’ll look at how these functions operate, and sometimes fail, in practice in the next few chapters, but let’s start with an overview on how they’re supposed to work.
   
 
  
    
     Raising capital
    
 
  
   
    At its core, Wall Street is about raising capital.
    
   
    In fact, though all of the Street’s functions are important, this one is primus inter pares, because it has a direct impact on everything else that happens: acquisitions, takeovers, and investments occur because of capital.
    
   
    Companies use capital to fund productive assets that generate revenues.
    
   
    Without capital companies cease to function, and economic growth gets choked off.
    
   
    So if the national and global economies are going to produce and expand, companies need access to capital.
    
   
    Though some of this can be generated internally through retained earnings, most of it has to come from two external sources: debt and equity.
    
   
    Debt capital, which represents a corporate liability, is nothing more than a borrowing, an IOU.
    
   
    Equity capital, in contrast, represents a corporate ownership stake.
    
   
    Of course, debt and equity come in many different flavors.
    
   
    Debt includes short-term notes, commercial paper, and deposits; medium-term notes and bonds; secured and unsecured loans; subordinated debentures; and so forth.
    
   
    Equity in its pure form is issued as common stock, but there are a plethora of equity-related hybrids: preferred stock (of various types, including cumulative preferred, noncumulative preferred, redeemable preference shares, and so on) and convertible bonds (again, in lots of varieties, including standard convertibles, mandatory convertibles, reverse convertibles, as well as a stable full of hybrids with clever acronyms, like LYONS, PRIDES, FELINE PRIDES, TOPRS, DECS, PERCS—most just subtle tax- and conversion-related variations on the theme).
   
 
  
   
    So Wall Street firms try to raise capital for their institutional clients.
    
   
    The typical sequence finds relationship managers or investment bankers calling on corporate treasurers, chief financial officers (CFOs), state treasurers, or finance ministers, pitching various ideas, demonstrating the effects of an initial public offering (IPO), equity add-on, or bond on the balance sheet and cash flow of the firm.
    
   
    If there’s some interest, product specialists might join in and start hammering out details (i.e., where to price the deal, whether some aspect of it can be hedged or packaged with a derivative to lower costs, where it will be placed, what kind of aftermarket support will be necessary, whether it should be done on a best-efforts or fully underwritten basis, what kind of research coverage is necessary, and so forth).
    
   
    This stage completed, the company might award the bank a mandate or seek offers from other banks; indeed, the astute corporate treasurer or CFO always shops around, playing banks against one another in order to get the best deal possible.
    
   
    But once a bank has the green light, the syndicate team prepares to launch through premarketing and book-building (i.e., establishing preliminary allocations); this helps identify a proper launch spread (for debt) or price (for equity).
    
   
    Research enters a quiet period (i.e., no disclosure), and on deal date the issue is priced and launched.
    
   
    If it’s a best-efforts deal the bank will place what it can through its institutional/retail sales force and deliver funds to the company.
    
   
    So if the deal is targeted at $100 million but only $75 million can be raised, that’s all the company gets.
    
   
    But if the deal is underwritten (if it is a bought, or fully committed, deal) the bank delivers $100 million to the company and then pumps whatever it can through its sales force.
    
   
    If it gets the pricing right by making it look attractive to the investor base, it’ll get rid of the full $100 million; if it doesn’t, it’ll get stuck with some of the securities—a hung deal.
    
   
    Regardless of the success of the initial placement, the bank is likely to provide research coverage and some amount of secondary trading support, so that there is liquidity in the issue; the secondary trading forms part of the bank’s risk activities, noted below.
   
 
  
   
    If all of this works as it should, 
    everyone wins: a company gets the capital it needs, at a price that is fair and competitive; investors get an investment they find attractive, backed by dependable liquidity and research support; and, banks get fees for the work they’ve done.
    
   
    Fees vary tremendously: from 6–7 percent for US equity issues (3–4 percent for international issues) down to 1 percent for bonds and maybe 0.1–0.5 percent for loans.
    
   
    (Little wonder that all the bankers chase IPOs and equity add-ons and are loath to make loans.)
    
   
    Sometimes, though, Wall Street gets ahead of itself and tries to bring deals to market when it shouldn’t: IPOs that aren’t ready and bonds or loans for companies that are already highly leveraged.
    
   
    We’ll talk more about this in chapter 3.
   
 
  
    
     Giving Corporate Advice
    
 
  
   
    Wall Street also gives companies (and countries) advice on a range of issues, including corporate finance transactions (e.g., mergers and acquisitions (M&A), spin-offs, recapitalizations, privatizations, leveraged buyouts (LBOs), tax shelters), and investment management strategies (e.g., asset allocations, derivative-based speculation).
   
 
  
   
    Companies are constantly changing their stripes: they expand by acquiring or merging at home or abroad, they succumb to outside pressures and sell themselves to a competitor, or they spin off pieces of the firm that they no longer want.
    
   
    Wall Street is on hand to help them arrange these transactions.
    
   
    Most banks have dedicated teams that handle different aspects of the process: relationship managers to build and maintain ties with corporate clients, so that they can provide advice on a range of strategies; corporate finance generalists to help arrange the nuts and bolts of simple (or “vanilla”) transactions; and, specialists to take care of the very tricky structures that might require an added degree of legal, tax, accounting, or financial expertise.
    
   
    The process is extremely involved and typically starts with analysis of potential corporate finance opportunities for client companies.
    
   
    Ideas are pitched to executives, and when a company decides to move ahead, the intense work gets under way: number crunching by teams of junior bankers and analysts, due diligence, preparation of valuations and fairness opinions, arrangement of capital (if needed), and drafting of legal documentation and regulatory disclosures.
    
   
    Everything culminates in the final deal execution (which also includes bankers from the other side of the transaction).
    
   
    Wall Street firms have also found that it can be lucrative to help corporate clients arrange offshore tax structures that help them minimize the size of the checks they send the IRS every year.
    
   
    They have dedicated experts with intimate knowledge of the tax code that dissect client financials to determine potential tax plays that might generate savings; then they go calling on prospective clients with relationship managers to see if transactions can be arranged.
   
 
  
   
    Of course, not all of the Street’s institutional advice is based on corporate finance or tax strategies.
    
   
    Much of it relates to the essential management of balance sheets and income statements: what to do with liquid assets and the investment portfolio, how to manage liability and funding flows, how to alter operating and financial cash flows and, ultimately, how to boost returns.
    
   
    Again, Wall Street has cadres of specialists that help corporate clients arrange suitable deals.
    
   
    Some of them service the investment management sector by marketing deals and products that are geared for mutual funds, pension funds, and other institutional asset managers—lots of vanilla stocks and bonds, usually nothing too spicy.
    
   
    Others take care of hedge funds and sophisticated corporations that are keen to use derivative instruments (off-balance sheet financial contracts that derive their value from other market references) to create customized investment opportunities, hedge financial risks, lock in funding costs, or just punt.
    
   
    Derivative marketers come up with clever ways to get an institution as much juice as possible on investments, or to squeeze out every possible basis point from funding costs.
    
   
    Some of the instruments are pretty complex, so diligent salespeople take time and effort to explain upside and downside scenarios so that clients can understand what can go right and what can go wrong.
   
 
  
   
    When all of this corporate advice works as it should, 
    everybody wins: companies (and their investors) get good acquisitions, tax hedges, or investment/speculative opportunities, while banks get very handsome fees, commissions, spreads, and trading profits.
    
   
    Unfortunately, some of the M&A deals, tax plays, and investment transactions that appear good on the surface are actually disasters in the making, as we’ll discover in chapter 4.
   
 
  
    
     Giving Personal Financial Advice
    
 
  
   
    Many Street firms cater to the legions of private clients—the Moms and Pops on Main Street—that require investment and wealth management guidance.
    
   
    The biggest houses on Wall Street each have between five thousand and fifteen thousand brokers around the globe, wooing clients and their assets, making investment recommendations (on a security-specific commission basis), and offering wealth advice, such as asset management and retirement planning (on a fee basis).
    
   
    Brokers (or “financial consultants,” as they like to be called) are given “top pick lists” by research analysts, and it’s their job to press clients into buying them.
    
   
    And as the investing population ages, the biggest firms offer clients a variety of retirement-related services, like estate and tax planning, retirement and annuity programs, and so forth.
    
   
    Most of the big banks even run their own mutual funds (a very popular form of investment for individuals) to generate additional revenues and compete with the established mutual fund companies.
    
   
    A great deal of retail business is still driven by commission-based advice and trading, though some banks are trying to migrate to recurring fee business; this helps insulate revenues when the markets turn down, retail players head for the sidelines, and volumes dwindle.
    
   
    Far better for a bank to take 50 or 100 basis points of annual fees on the assets in a client’s account (letting them do free or very cheap trades in the process) than charge higher commissions and pray for strong markets and high volumes.
    
   
    Because even when volumes dry up, the assets tend to stay put, meaning revenues remain relatively buoyant.
   
 
  
   
    Financial consultants are part of the distribution mechanism that gives Street firms their strength.
    
   
    Though lots of securities are sold through institutional sales forces to professional investors (e.g., the pension and mutual funds, hedge funds, and companies mentioned above), a large volume flow through retail networks to Moms and Pops.
    
   
    Banks with retail distribution power have a competitive advantage over those with a strict institutional focus, as the capital sitting with individuals is considerable; indeed, an ability to sell into this base of investors is a powerful calling card when pitching a stock or bond deal to a corporate treasurer.
   
 
  
   
    Again, when the role is working as it should, 
    everybody wins: clients get sound advice and recommendations on how to manage their finances, and their portfolios perform as they should (it doesn’t mean all the investments are winners, of course, just that there aren’t any nasty surprises); banks, in turn, get fair commissions and fees for their efforts.
    
   
    The retail business, however, doesn’t always function smoothly and is periodically the scene of some rather horrific problems, as we’ll see in chapter 5.
   
 
  
    
     Performing Fiduciary Tasks
    
 
  
   
    Street firms are also responsible for various other client-related duties, some of them a bit intangible.
    
   
    Though it’s easy to understand an M&A transaction, a bond trade, or a retail client sales ticket, it is far more difficult to get one’s arms around trust and fiduciary duties—functions like unbiased advice, safe custody of assets, ethical treatment, proper due diligence, accurate fairness opinions—things that are meant to be done correctly if the interests of clients and stakeholders are to be properly served.
    
   
    Since this can be a bit nebulous—but is absolutely critical to the smooth functioning of the marketplace—it’s easier to think about it in terms of examples.
    
   
    A client of a Wall Street firm wants complete confidence that it is being treated fairly in business dealings, advice, and execution.
    
   
    This means the bank has to be honest and independent in providing investment research and M&A fairness opinions, and thorough in performing due diligence.
    
   
    It must be very clear regarding the riskiness of deals and be sure securities and confidential information are held in safekeeping.
    
   
    It needs to execute trades according to the client’s precise instructions, and provide timely and correct information on positions, valuations, and deals.
    
   
    When given discretionary power, a bank has to use that power with the utmost care.
    
   
    In short, the Street must provide all of the duties that you would expect a diligent, honest professional or company to provide.
    
   
    This is especially critical in an industry like financial services that lacks a base of hard assets to fall back on; the core of the function is based on intangibles like goodwill, trust, and intellect.
   
 
  
   
    And, of course, when it all works as intended, 
    everybody wins: the client is treated properly and has confidence in the advice, service, or information it is receiving, and the bank earns fees from its specific fiduciary duties; more important, it strengthens its reputation for “doing the right thing.”
    
   
    But if these things go astray, the client loses and the bank’s reputation can be damaged; we’ll explore this in more detail in chapter 6.
   
 
  
    
     Managing Risks
    
 
  
   
    Though risk taking is tremendously important to Wall Street firms and the efficient working of the financial markets, it tends to be somewhat invisible to the person on Main Street (unless something blows up, in which case the episode might make the evening business news).
    
   
    Banks exist to take and manage risk.
    
   
    That is what they do for a living, and it’s one of the key value-added services they provide.
    
   
    General Motors makes cars, Compaq makes computers, and banks make risk capacity.
    
   
    If they didn’t, companies and individuals would have to fend for themselves, which would be inefficient, expensive, and dangerous.
   
 
  
   
    Risk comes in lots of different forms.
    
   
    There is, for instance, market risk: the risk that markets might go up or down, or become more or less volatile, or that the shape of the yield curve will steepen or flatten, or that bond credit spreads will tighten or widen.
    
   
    There is credit risk, or the risk that a company won’t make good on repaying its loans (or some other risky transaction, like a bond or derivative).
    
   
    And there is liquidity risk, or the risk that a firm won’t be able to obtain funding or sell some of its assets quickly enough (and for enough money) to pay its bills.
    
   
    (There are other kinds of risks, like legal, suitability, model, and operational risks, which we’ll introduce later in the book).
    
   
    All of these risks have to be dealt with, so the Street puts its creativity and capital to work to transfer, repackage, hedge, and otherwise manage things that might otherwise lead to losses.
    
   
    And they use the same techniques in their own operations to profit directly or manage downside risk of loss, or both.
   
 
  
   
    Most Street firms have armies of traders who are responsible for buying and selling bonds, stocks, derivatives, and other things on behalf of clients and for their own accounts.
    
   
    Those who trade primarily for clients are agents, matching up buys and sells and taking a small spread in the middle but no direct risk.
    
   
    Those who take client positions straight on their books are dealers, and those who trade exclusively for themselves by risking the firm’s capital are proprietary (prop) traders.
    
   
    Dealers and prop traders hope to generate profits by speculating (i.e., outright risk positions) or arbitraging (i.e., lower-risk combinations of positions).
    
   
    Indeed, that’s where a lot of money is made and lost on Wall Street; banks that put on big positions tend to have very volatile profit and loss (P&L) from quarter to quarter and year to year.
    
   
    Regardless of the source and nature of risk, the results of a bank’s activity are apparent every day through the revaluation (or mark-to-market, MTM) process; there is no hiding from the results.
    
   
    Away from the day-to-day trading and lending, some firms are involved in private equity investments, which involves allocating the firm’s capital to start-up or established ventures as an investor—the classic merchant banking function pioneered and refined by the old British houses.
    
   
    These investments have elements of credit and equity risk and tend to be long term in nature—they are “buy and hold” positions that culminate in cash-out through an IPO or third-party sale several years down the line.
    
   
    Since equity investments are long-term positions they usually aren’t marked-to-market, so there’s no evidence of daily P&L swings.
   
 
  
   
    And the same story exists here: when things go as planned, 
    everybody wins: clients get liquidity, good market prices, tight execution and, most important, an appropriate risk hedge, while the bank gets a proper return for the risky positions it’s taking (again, it doesn’t mean that all positions are winners, just that they are priced commensurately with risks taken).
    
   
    However, since risk is a tricky beast, things don’t always work out like they’re supposed to; clients and banks can get sandbagged, as we’ll see in chapter 7.
   
 
  
    
     WALL STREET’S KEY PLAYERS
    
 
  
   
    As we said earlier, Wall Street is a tight-knit community with a core group of institutions doing most of the business that needs to get done.
    
   
    We’ll focus most of our discussion on the banks themselves, since they are the center of the process and drive lots of what happens in other areas, such as mutual funds, stock exchanges, and futures exchanges.
    
   
    But we’ll touch on some of the other institutions in the sector from time to time, because they are part of the whole picture—the successes as well as the failures.
   
 
  
   
    The structure, composition, and power rankings of the banking world change from time to time, but Wall Street is still largely an oligopoly of a dozen or so players that set the pace and direct most aspects of business.
    
   
    Niche players with established expertise can share in the spoils, but they are the exception, not the norm.
    
   
    Regional players (e.g., ex-New York houses) can be important in servicing the local communities in which they operate, but they tend to march to the beat set by Wall Street’s major firms.
    
   
    Even the main powers abroad—mostly a few European behemoths—are powers because they’ve acquired other Wall Street firms (or sucked up a lot of the Street’s homegrown talent).
    
   
    So it’s the core group of a dozen that dominates the capital raising, corporate and private client advice, fiduciary services, and risk management/trading.
   
 
  
   
    The key players are all starting to look very similar, since they are pretty much involved in the same lines of business.
    
   
    They are fierce competitors on virtually every front, though some of them have comparative advantages in specific areas (i.e., J.P. Morgan Chase in derivatives and syndicated loans, Goldman Sachs in investment banking and prop trading, Morgan Stanley in investment banking and consumer credit, Citibank in underwriting, lending, and foreign exchange trading, and so forth).
    
   
    This wasn’t always the case, of course.
    
   
    Between the creation of the Glass-Steagall Act in 1933 and the passage of the Gramm-Leach-Bliley (GLB) Act in 2000 (which felled the bits of Glass-Steagall that remained), Wall Street was divided into commercial banking and investment banking—the businesses were separate and distinct.
    
   
    The separation arose in the aftermath of the Great Crash as a way of keeping Wall Street on the straight and narrow: regulators didn’t want banks, having lent money unwisely to bad companies, to repay themselves by issuing securities to investors; this was just passing the buck from banks (and their investors) to unknowing capital markets investors.
    
   
    There were too many opportunities for abuse (as the system had learned), so a separation of powers was mandated.
    
   
    For the next six decades, commercial banks couldn’t engage in securities underwriting, investment banks couldn’t make loans, and neither group could write insurance.
    
   
    As the realities of modern finance changed in the 1980s and 1990s—through forces of deregulation, competition, and globalization, and growing demand for risk capacity and financing—some slippage occurred.
    
   
    Commercial banks were allowed to set up securities subsidiaries to underwrite debt issues (as long as overall revenues generated by the business were a small fraction of total revenues), investment banks could hold commercial banking licenses and both could dabble in insurance.
    
   
    By the time Gramm-Leach-Bliley came along, Wall Street firms were chomping at the bit to get into each other’s businesses in a more significant way—and they did.
    
   
    Glass-Steagall is now gone, everyone can do everything, and they do.
    
   
    So J.P. Morgan Chase is a huge underwriter of debt and equity securities, Merrill Lynch has a commercial bank with a balance sheet of more than $100 billion, Citibank is part commercial bank, investment bank, asset manager, and insurer, Lehman Brothers owns a bank and a reinsurance company, and so forth.
    
   
    This model essentially replicates the universal bank and “bancassurance” blueprint that has existed in Europe for many decades.
   
 
  
   
    It’s hardly a surprise that the top banks on Wall Street drive so much of the world’s financial business: they have the capital, distribution networks, technical skills, and marketing/trading prowess; they put the big deals together, help clients along, and try to cope with challenging, risky markets.
    
   
    We’ll see most of these firms throughout the book because they are at the center of activity; and if they are at the center of activity, then they’ve almost certainly stumbled along the way—hurt some clients, made big mistakes in trading or lending, or failed to deliver to their shareholders.
    
   
    No one is immune on Wall Street!
    
   
    The cast of characters, in no particular order, includes:
   
 
  
   
    • Citibank (incorporating the old Salomon unit, itself a 1990s merger of powerhouse trader Salomon and old-line retail firm Smith Barney).
   
 
  
   
    • J.P. Morgan Chase (the granddaddy of the merged banks, featuring the remnants of Manufacturers Hanover, Chemical Bank, Chase Manhattan, J.P. Morgan, and Bank One)
   
 
  
   
    • Morgan Stanley (the product of white-shoe investment bank Morgan Stanley and the Dean Witter retail shop [which was, for a little while, part of Sears])
   
 
  
   
    • Merrill Lynch (the integrated institutional and retail firm, well represented on Main Street)
   
 
  
   
    • Lehman Brothers (a bank that has come full circle—independent, then part of Shearson, then a combined part of American Express with Shearson and Hutton, then independent)
   
 
  
   
    • Goldman Sachs (the prestigious investment bank that was the last major firm to convert from private partnership to public company, in the late 1990s)
   
 
  
   
    • Bear Stearns (the proprietary trader and mortgage specialist)
   
 
  
   
    • Credit Suisse First Boston (CSFB, the investment banking arm of Swiss-based Credit Suisse, incorporating the original First Boston entity, and retail and junk bond house Donaldson Lufkin and Jenrette [DLJ])
   
 
  
   
    • Deutsche Bank (not a U.S. firm per se, but a major U.S. force through its acquisitions of Baltimore equity/M&A house Alex Brown and New York derivative bank Bankers Trust)
   
 
  
   
    • Union Bank of Switzerland (UBS; again, not a U.S. firm, but a major U.S. force through its acquisitions of retail house Paine Webber and investment banking boutique Dillon Read)
   
 
  
   
    We’ll also be visiting some other Wall Street institutions in the book: a few second-tier securities firms that appear from time to time in particular segments of the market, including Lazard, A.G. Edwards, Piper Jaffray, and Schwab; a few big non–New York banks that try to have a go at it, such as Bank of America and Wachovia (with most of Prudential’s brokerage force in tow); a couple of electronic trading platforms trying to challenge the status quo, including electronic communication networks like Archipelago and Instinet and on-line platforms like E-Trade and Ameritrade; the major exchanges, consisting of the NYSE, AMEX, Nasdaq, and the Chicago and New York futures exchanges; and, some of the big fund companies, like Alliance, Strong, Putnam, and Janus.
    
   
    We’ll also check in on a few of the thousands of very small banks and brokers that get caught up in the maelstrom every so often, and a few that once existed but are no more: Drexel Burnham Lambert, Kidder Peabody, Gruntal, rest in peace.
    
   
    Most of our focus, though, is on the Street’s big players—the leaders.
   
 
  
   
    All of these institutions are important because they help tell our story and convey our theme.
    
   
    But it’s worth remembering that they are simply the late-twentieth- and early-twenty-first-century embodiment of similar types of firms that have existed in the past, and a representation of those that will undoubtedly exist in the future.
    
   
    Much of what I talk about in the book is a snapshot of the last few decades: the 1980s, 1990s, and early part of the millennium, a time when the Street’s players have been involved in failures related to capital raising, corporate and personal advice, fiduciary duties, and risk management.
    
   
    A time when problems like fraud, collusion, fiduciary breaches, mistreatment of clients, mispricing of deals, and risk losses seem to have become larger, more pronounced, and more egregious.
   
 
  
   
    But the core problems aren’t new.
    
   
    We could step back in time, to the late nineteenth and early twentieth centuries, and see J.P. Morgan, National City Bank, Kuhn Loeb, Seligman and Co., Goldman Sachs, Lehman, Speyer and Co., R. Whitney and Co., and others involved in similar problems: prejudicing shareholders and debtholders through the creation of steel and railroad trusts, pushing investors into leveraged pyramid schemes, urging excessive purchases of stocks on margin, repaying their bad loans by selling unwitting investors shiny new securities, engaging in collusive underwriting practices, ignoring due diligence and underwriting standards, allowing all manner of sales chicanery, spinning stocks to favored public officials, creating wash trades and fictitious orders, manipulating the markets through pool schemes and insider-driven bear raids, and so on.
    
   
    The banks of the modern era didn’t create all the misbehavior and abuse, just as they didn’t invent poison pills, subordinated convertibles, payment-in-kind junk bonds, pool operators, market cornering, or interlocking trusts.
    
   
    The roots run deep.
   
 
  
   
    So the issues we consider in this book aren’t a sudden creation, they are simply the current manifestation of activities that date back many decades—new versions of old problems.
    
   
    But the issues are more vital than ever, because the Street’s role is more significant and its failures more frequent and damaging.
    
   
    As we’ve said, the Street has demonstrated remarkable resilience over the years, overcoming mistakes, problems, and adversity to continue performing an effective role.
    
   
    But can it continue to do so if it ignores the problems?
    
   
    Harvard professor William Ripley, commenting on the state of Wall Street during the speculative 1920s, noted: “The first duty is to face the fact that there is something the matter
  
  The Failure of Wall Street 
  

 
  
 
  
  
  
     
      Chapter 2
     
 
  
     
      WHEN THE INTENDED ROLE FAILS
     
 
  
   
    Before we embark on the practical part of our Wall Street journey—the one that examines all the real problems—let’s explore a bit of theory.
    
   
    This will help later on when we compare what’s 
    supposed to happen in the financial sector with what 
    actually happens, and it will show us just how large the gap between the two can get.
    
   
    Let’s start off by considering what happens, in a theoretical sense, when things go wrong.
    
   
    What happens when the five functions we just talked about aren’t handled properly?
    
   
    What happens when the Street messes up?
    
   
    Since there is never a free lunch, someone has to pay.
    
   
    So who’s paying?
   
 
  
    
     SMOOTH SAILING
    
 
  
   
    As we consider these questions, let’s first think about what occurs when everything goes as planned.
    
   
    We mentioned in the last chapter that everyone wins when Wall Street is doing what it is supposed to do—a state we might term “smooth sailing.”
   
 
  
    
     The clients win
     because they get what they’re looking for. 
   
    In the corporate realm this might mean a properly priced stock or bond issue (e.g., cheap funding) that is well placed and trades nicely in the aftermarket.
    
   
    If it’s an M&A deal, it could mean a nice target acquisition that’s purchased at a fair premium and fits in with corporate plans.
    
   
    If it’s an investment strategy based on derivatives, it’ll mean a return that is commensurate with risk (it doesn’t mean that it’s a guaranteed money-winner—Wall Street doesn’t usually guarantee returns on speculative deals—just that the strategy has the risk/return profile that the client expects).
    
   
    If it’s risk management advice, then it could be a sound hedging strategy based on well-understood parameters and favorable execution levels.
    
   
    If we’re talking about private clients, it could mean a well-balanced portfolio that performs as it should, sound research recommendations and financial advice, or great service in dealing with 401(k)s, retirement plans, and safe-custody issues.
   
 
  
    
     The banks win
     because they earn good revenues on the deals they’re putting together and the advice they’re giving. 
   
    They’re servicing their clients properly, meaning they’ll capture repeat business and win new business, generating more revenues.
    
   
    They’re keeping their own houses in order, taking smart risks and earning the right returns, not stretching for extra basis points or ticks.
    
   
    They can trade and lend prudently and profitably, and they don’t have to panic or play silly games.
    
   
    All of the folks working at the banks—from the executives down to the producers and controllers—are winning, too, because they’ve got a stable work environment and good compensation.
   
 
  
    
     Bank shareholders win
     because they’re seeing the value of their investments in Street firms rise steadily; if the banks are doing solid business, posting good earnings, keeping costs under control, treating the clients well, and not making mistakes, then investors will be encouraged, buy more shares, and push the stock prices up.
 
  
    
     Creditors win
     because any money they’ve lent the Street is being repaid promptly, as agreed. 
   
    The fact that banks are doing well means they’re borrowing at the lower spreads accorded good credits, but that’s fine because the money is being paid back with interest—there are no problem credits.
   
 
  
    
     Regulators win
     because everyone is behaving like they’re supposed to. 
   
    No one is causing liquidity problems, generating excess volatility, or threatening the stability of the system, and no one is in financial jeopardy or trying to take advantage of clients.
    
   
    Everyone is obeying the letter and spirit of the law, and arbitration cases are the exception rather than the norm.
    
   
    There is no need for extra inspections, sanctions, fines, or censure—meaning no extra regulatory headaches.
   
 
  
    
     And the economy wins.
     
   
    When Wall Street is doing well, other parts of the economy benefit.
    
   
    If banks are willing to lend and take risks, arrange good financing deals and acquisitions, and underwrite securities at the right price, they help companies grow.
    
   
    Corporate growth, in turn, fuels the economic expansion of a city, state, region, and country.
    
   
    Investors have a chance to put their savings and income to work in quality investments.
    
   
    A growing capital market generates more wealth for people and companies—meaning more savings, investment, reinvestment, consumption, and, ultimately, economic growth.
   
 
  
   
    That’s generally what happens when the sailing is smooth.
    
   
    But we know that the waters are rarely that calm or the wind speed that predictable.
    
   
    This idealized world is, unfortunately, a bit of a fabrication.
    
   
    So let’s see what happens when the water gets rough.
   
 
  
    
     CHOPPY WATERS
    
 
  
   
    When a Street firm is not doing what it is supposed to, it is failing in one or more of its five core functions, and that means stakeholders are not receiving the value or service they expect.
    
   
    There are, of course, different kinds of failures; for our purposes we’ll divide them broadly into “accidental stumbling” and “doing the wrong thing.”
    
   
    The two may have the same unhappy ending, such as damaged clients, lost money.
    
   
    or tarnished reputations, but the causes are different: lack of capability on the one hand, and lack of ethics on the other.
    
   
    It’s worth understanding the differences between the two because later in the book we’ll be considering how to deal with their rather unique root causes.
   
 
  
    
     Accidental Stumbling
    
 
  
   
    A bank may not perform its duties properly as a result of accidental behaviors, such as mistakes or lack of knowledge.
    
   
    Someone takes his or her hand off the rudder and the boat runs aground.
    
   
    It’s not malicious, conniving, or premeditated, but it’s still a problem—and a common one at that.
    
   
    Given the complexity of the corporate world, companies make mistakes and can’t be faulted for occasional slipups.
    
   
    Greater concerns arise when they happen repeatedly and, unfortunately, Street firms seem to suffer them frequently.
    
   
    Banks don’t always learn lessons from the previous times they’ve run aground, so stakeholders suffer new losses—ones that are entirely avoidable.
    
   
    For instance, a bank can get the price of a transaction wrong and take a loss; that’s no big deal, because a pricing mistake can happen.
    
   
    But if the bank gets it wrong five or seven times out of ten, week in and week out, then the problem is bigger.
    
   
    The same can happen on the client front: a bank may misvalue trades in a single client portfolio once or twice, but if it’s doing the same thing with many client portfolios, month after month, then something is wrong.
    
   
    In either case problems may relate to lack of proper controls, discipline, or management attention.
    
   
    Again, the problems may be accidental, but the fact that they happen over and over raises serious questions.
   
 
  
   
    Sometimes the evidence of accidental failure is relatively easy to spot.
    
   
    A bank, for example, misprices a junk bond deal.
    
   
    It may launch a deal for a risky company with an interest coupon that’s far too low, causing would-be investors to walk away.
    
   
    If the bank has committed to underwrite the deal, it will get stuck with the bonds (i.e., the bought deal scenario we mentioned in chapter 1).
    
   
    It then has two options.
    
   
    It can swallow its pride and admit that it was wrong, take a big writedown by selling the securities at a discount to someone who sees value at the lower price, and show the loss in the daily P&L statement.
    
   
    Or it can keep believing that investors are wrong and its price is right, and that time (and maybe the market) will bail it out.
    
   
    It’ll take the bank awhile to find a new clearing level, and, until it does, it has some “stuck inventory” on its balance sheet (which, incidentally, draws a capital charge and has to be funded); the bank’s controllers will also require gradual writedowns of the bond every week or month, meaning a slow bleed in the P&L.
    
   
    Either way, the evidence of a stumble is there: an immediate hit to profits or a slow bleed and a bloated balance sheet.
   
 
  
   
    Sometimes, though, it’s hard to know when a bank has stumbled: some accidents never come to light (Wall Street has lots of dark secrets that are buried deep in the basement).
    
   
    For instance, a bank may have lots of losses from operational errors—bad trade confirmations, misdirected funds, accounts receivable reconciliation errors, suspense account problems, corporate action mistakes, and so on.
    
   
    You’ll never hear about these failures (and they are failures, because they cost money and are avoidable).
    
   
    They’re hidden from public view because they happen in small increments of $1,000, $10,000, or $100,000 rather than the $5 million or $10 million that the bond desk eats on the failed junk underwriting, which everyone gets to read about in the financial press.
    
   
    This is death by a thousand cuts—one in which a hundred or a thousand mistakes at $100,000 each adds up to real money.
   
 
  
    
     Doing the Wrong Thing
    
 
  
   
    Sometimes a bank fails by knowingly doing things that it shouldn’t do.
    
   
    This moves beyond accidental stumbling into the more serious realm of doing the wrong thing: violating the spirit and/or the letter of the law, and demonstrating general disregard for clients, investors, and regulators.
    
   
    The losses aren’t necessarily bigger than the accidental ones, but the causes and motivations can be more unsettling because they involve a breach of ethical behavior, and possibly even laws and regulations.
    
   
    It’s like purposely navigating the boat through a treacherous shipping lane, knowing it’s dangerous and illegal and that others are being placed in jeopardy, but wanting to come out ahead of all the rest.
    
   
    This sort of failure can take many forms: knowingly giving retail investors bad advice in order to boost commissions; persuading an unsophisticated company to purchase a highly toxic and completely inappropriate derivative; producing manifestly false company research in order to win more business for the bank; stuffing unauthorized trade tickets in desk drawers to cover losses; misvaluing hard-to-price transactions internally to increase reported profits; and so on.
    
   
    The endgame in most instances seems to be money.
    
   
    In the search for revenues, profits, and bonuses, some overly aggressive Wall Streeters (and, sometimes, larger business units and whole firms) forget the basic tenets of good behavior and just loot and pillage wherever they can.
   
 
  
   
    Spotting these types of failures can be difficult, because those involved usually have a vested interest in obfuscating for as long as possible.
    
   
    Though most folks tend to own up to mistakes and accidents, those who take advantage of clients or short-circuit internal controls will do their best to keep things buried for a long time (and again, it’s not necessarily confined to individuals—groups and firms can be involved, too).
    
   
    Sometimes things don’t come to light for many years, until losses or other problems have grown so large that they just can’t be hidden anymore.
    
   
    And maybe not until the culpable parties are long gone (having pocketed generous compensation, of course).
    
   
    For instance, several years into a risky swap trade a client company may realize that it has lost buckets of money: only then does it question the bank, its sales practices, valuation procedures, risk disclosures—and decide it has been taken for a ride.
    
   
    The first time senior management at the bank learns what’s going on is when it’s served legal papers by the client’s attorneys.
    
   
    Till then, no one, except the swap marketer, may even know that the client is bleeding.
    
   
    (We’ll see examples of this in chapter 4 when we consider cases involving Bankers Trust, J.P. Morgan, and Merrill Lynch.)
    
   
    Or a crafty trader may slip a few trade tickets in the desk drawer, keeping one, two, or three steps ahead of risk managers, internal auditors, and controllers, especially if she knows how to circumvent aspects of technology, control, and reporting (and the crafty ones usually do).
    
   
    So unauthorized trades pile up for months or years, everyone oblivious until the losses are just too big to hide.
    
   
    (We’ll see examples of this in chapter 7 when we take a look at Merrill Lynch, Barings, and Allfirst, each of which has lost lots of money through these kinds of infractions).
    
   
    Multiply these kinds of transgressions by a hundred or a thousand and you get whole departments or firms that are doing the wrong thing.
   
 
  
   
    We’ll explore many instances of accidental failure and unethical behavior in the next few chapters; these will show just how choppy the waters can actually get.
   
 
  
    
     WHY DOES IT HAPPEN?
    
 
  
   
    Why does the Street stumble or do the wrong thing?
    
   
    Why does it engage in activities that hurt or prejudice others?
    
   
    There are actually lots of reasons, some of them firm specific, others industry wide, and some fueled by a lax external environment.
    
   
    We’ll talk more about specific reasons for failure in part II, but let’s set the stage by briefly noting a few of the things that can cause problems.
   
 
  
   
    At a micro level, a firm may be plagued by bad mismanagement, in which directors and executives don’t know what’s going on, don’t care, or actually condone bad practices.
    
   
    They may chase ill-advised strategies, take too much risk, or put profits ahead of clients.
    
   
    A firm may also suffer from conflicts of interest, misaligned incentives, poor ethics, weak controls, or a dearth of skills and knowledge.
    
   
    Any one of these on its own can be enough to cause serious problems; put a few of them together and things can get really ugly (and, don’t forget, this isn’t a strictly theoretical discussion; it’s grounded in real-life examples, as we’ll soon see).
   
 
  
   
    Of course, failure isn’t confined to a single bank.
    
   
    Sometimes the whole industry has problems—the whole flotilla gets caught in the same churning water and churns it up even more.
    
   
    This isn’t surprising when we realize that the Street has a strong herd mentality.
    
   
    When a number of banks (with huge balance sheets, risk appetites, and profit pressures) chase after the same business, you can bet broader shock waves will ripple through the system if they all run aground at the same time.
    
   
    Everyone will feel it: the financial industry, the corporate sector, the regulatory community, and the economy at large.
   
 
  
   
    Wall Street commands formidable resources.
    
   
    The combined capital that the top firms put to work in trading, underwriting, lending, and speculating is breathtaking—meaning that if everyone is doing the same thing at the same time, the possibility of systemic dislocation arises if (or when) there is a misstep.
    
   
    For instance, if everyone is lending imprudently to the same industry simultaneously, they are introducing massive leverage into that sector, lowering its overall creditworthiness, and increasing the specter of widespread default (as was the case with emerging markets in the post-petrodollar recycling period of the 1970s and early 1980s, commercial real estate companies and junk-rated borrowers in the late 1980s, technology-media-telecom (TMT) companies in the late 1990s, and so on).
    
   
    When things reach a point of excess, a whole sector can collapse, meaning losses for stakeholders and concerns for regulators (e.g., a halt in production, massive layoffs, and economic contraction).
    
   
    It may trigger a knock-on effect that causes related industries to run aground.
    
   
    It may damage consumers, creditors, and suppliers and require bailouts or restitution.
    
   
    Similar herd moves can occur in other areas, too.
    
   
    If all of the banks are doing sloppy due diligence work and letting lots of weak issuers into the capital markets, default frequency could rise across the board.
    
   
    If all of the banks are producing hyped-up research to entice investors to jump back in the market, the investors are going to get hit en masse when the true financial colors of the companies come to light.
    
   
    If all of the banks are advising their corporate clients to buy up competitors in a particular industry, there may be significant overpayment and the creation of firms with much less enterprise value.
    
   
    If all of the banks are telling their institutional investors that they should buy souped-up exotic options on emerging markets, then all of the clients are going to blow up when the target countries head south.
   
 
  
   
    Though failure by an individual firm to perform its role is concerning, the systemic angle is troubling because problems and losses are no longer confined to a firm and its immediate circle of stakeholders.
    
   
    A systemic dislocation can hurt those that are minding their own business and are completely unaware of what Street firms may be doing.
    
   
    And dislocations that result in bailouts of “too-big-to-fail” banks, hedge funds, or entire countries create moral hazards.
    
   
    If the deep pockets (read: taxpayers) are there to bail out Wall Street because it has lent too much, or taken too much risk, or failed to implement good controls, or advised its clients to do unwise things, then the behaviors continue unchecked and unabated, and the intended role continues to fail.
   
 
  
   
    As we’ll see later on, some of the Street’s failures are permitted to occur because of problems in the external operating environment.
    
   
    Specifically, regulators and auditors, who are meant to act as checks and balances and to ensure fair play, accurate reporting and solid controls, sometimes fall down on the job.
    
   
    When they are no longer effective in providing that extra layer of oversight, Street firms have fairly wide discretion to behave as they choose, sometimes with unpleasant results.
    
   
    If regulations are inadequate or go unheeded, or if auditors aren’t detecting internal control problems, then instances of failure can increase.
   
 
  
    
     WHO PAYS?
    
 
  
   
    When things go pear-shaped on Wall Street, someone’s going to pay, and lots of the problems have large price tags.
    
   
    Who pays for these failures depends to a large degree on the kind of problem and the size of the loss.
    
   
    For starters, let’s divide things into two camps: the outsiders and the insiders.
   
 
  
    
     The Outsiders
    
 
  
   
    The typical Wall Street bank has a number of external stakeholders that hope, and expect, to derive some benefit from the firm’s activities and behavior.
    
   
    Benefits can take different forms: they can be financial (such as an increase in the share price or the successful completion of a deal), legal or regulatory (such as compliance with rules and regulations), or systemic (such as contribution to the wealth, welfare, and stability of the community).
    
   
    When a bank fails to do what it is supposed to, these benefits are placed in jeopardy.
    
   
    Wall Street firms don’t operate in a bubble and shouldn’t be oblivious to those around them, though they sometimes are.
    
   
    Let’s see how some of these external parties may be forced to pay when the Street falls short.
   
 
  
   
    We start by considering the impact on a bank’s 
    investors, since they can be the biggest losers when things go awry.
    
   
    Indeed, we’ll see that they often draw the short straw, dipping into their pockets time after time to cover problems.
    
   
    Investors supply publicly held Wall Street firms with risk capital (and all the big firms are now public, Goldman having floated in 1999); that capital is used to fund operations.
    
   
    Though banks by definition are highly leveraged, (with balance sheet assets to equity of 20:1 (generally), 30:1 (sometimes), 50:1 (a breach of regulatory requirements and big trouble), they still need an adequate supply of equity capital as a financial cushion to take risks, underwrite business, and satisfy regulators.
    
   
    So investors supply funds if they believe a firm’s prospects are good.
    
   
    In exchange for the capital, investors receive shares in the bank, which convey some legal (control) rights and some financial (rent) rights.
    
   
    Though legal rights (e.g., power to vote at the annual general meeting, right to bring direct and derivative lawsuits) are very important, we’ll focus on financial rights for the moment.
   
 
  
   
    An investor owning a share of stock is entitled to a prorata share of the future cash flows of a firm, discounted at some relevant rate, along with periodic dividends.
    
   
    If the firm is profitable, the share price rises and dividends grow, and the investor gets a fair return on capital invested.
    
   
    If the company’s cash flows are riskier (more uncertain), the investor will demand a greater return.
    
   
    No rational investor will supply capital to a risky company in exchange for a risk-free return; he or she will just go buy some Treasury bonds.
    
   
    There is thus an expectation of proper return.
    
   
    Wall Street firms are risky entities: we’ve said they are highly leveraged and exposed to a host of risks (credit, market, liquidity, legal), and they are very dependent on the strength of economic cycles, business activity, and the financial markets.
    
   
    These variables combine to produce volatile revenues.
    
   
    Wall Street firms are also notorious for being sloppy with costs.
    
   
    Many banks have large cost bases (e.g., compensation accounts for more than 50 percent of revenues during boom times), meaning less money drops down to the bottom line and into the pockets of investors.
    
   
    In bad times most banks go through phases of cost cutting (slashing head count, pulling back on travel and entertainment, lowering compensation); but as soon as things start perking up, any modicum of expense discipline disappears, and it’s back to wasting corporate resources.
    
   
    Bank investors know all of this, so they penalize financial firms by giving them lower valuation multiples and expecting higher returns to compensate for the unpredictable nature of the earnings streams.
   
 
  
   
    Knowing all of this, it’s not too difficult to figure out how shareholders wind up paying when Wall Street messes up.
    
   
    It can come in different forms, but it always hits the bottom line.
    
   
    If a firm accidentally stumbles, it’s going to post lower revenues, operating income, and/or net income.
    
   
    It doesn’t really matter what has happened: perhaps big deals have been lost to the competition through silly mistakes, some IPOs have been badly mispriced, a huge block trade has gone sour, some large model errors have been discovered, management has blown its expense budget, the firm has decided to close down some offices or subsidiaries or lay off a bunch of employees—the bottom line is going to be lower than it should be, meaning less for the investor.
    
   
    If a firm fails because it is doing something wrong and gets caught, it can mean all of the above 
    plus loss of additional revenues from business that is redirected to competitors and an increase in onetime charges to cover lawsuits, settlements, and regulatory fines.
    
   
    The net to the bottom line is even lower than it should be, and the investor loses again.
    
   
    And if things are really bad—perhaps the firm has been sanctioned and penalized very severely, meaning creditors have grown nervous and pulled back on their liquidity lines, and the credit rating agencies have downgraded the firm’s debt—then costs associated with financial distress rise (e.g., higher borrowing costs, greater employee retention expenses, poorer supplier terms), and even less money flows to the bottom line.
    
   
    Not only do investors lose out on the capitalized value of future earnings, they may suffer additional capital erosion if others start selling on the bad news; the brave investors who continue to hang tough suffer a negative return on capital.
    
   
    In fact, bank investors routinely bear the brunt of Wall Street’s misadventures: lost revenues, trading losses, credit losses, excess costs, restructuring charges, fines, and settlements, which together add up to one big disappointment (and all of this ignores anything associated with the external environment, like poor economic conditions and low business volume).
   
 
  
   
    Investors aren’t the only ones who pay, of course.
    
   
    We also have to consider the 
    clients, who are exposed to Wall Street’s foul-ups very directly.
    
   
    Clients want good service at a fair price, and they expect to be treated properly.
    
   
    Not surprisingly, all kinds of things can wrong on the Street to work against these fundamental (and seemingly reasonable) client expectations, leading to some kind of loss: overcharging on trades, deals, or acquisitions; giving poor advice that leads to bad decisions; failing to properly perform a range of fiduciary duties, including due diligence and safe custody; prejudicing client positions by front-running or colluding on trades; and so forth.
    
   
    Sometimes clients eat the losses directly because they can’t fight back, or it’s not worth the hassle.
    
   
    Other times they decide to go to arbitration or court in hope of receiving some restitution; this can, of course, be an expensive and time-consuming process, meaning more costs for the client.
    
   
    There is a class-action system that permits lawsuits to be brought against firms that have done the wrong thing, and judgments can go in favor of the plaintiffs, but overall restitution is often a fraction of what has been lost.
    
   
    (Plus it still leaves losers: the investors we’ve just mentioned have to fork over more money because the bank failed in its duties and caused the clients to lose.
    1)
   
 
  
    
     Creditors
     are losers when things are dire enough to cause a Street firm to default. 
   
    Fortunately, such defaults aren’t terribly common.
    
   
    Though many small brokers have gone under since the mid-nineteenth century (e.g., Ketchum and Sons, Kenyon Cox, R. Whitney and Co., Pickard and Co., Gregory and Co., and so on), not many large Street firms have collapsed over the years (just a handful, like Drexel and Thomson McKinnon), meaning creditors (including Street firms who may, themselves, be lenders) haven’t had to pay up.
    
   
    (Of course a different problem arises when Street firms are the ones lending imprudently to companies or sectors that default ([e.g., emerging nations, Enron, WorldCom, hedge funds]; that’s when Street firms, as creditors, get hit through actions of their own making—but that’s a problem for their investors, who bear the credit losses as a charge to earnings.)
   
 
  
    
     Regulators
     can also be hurt by Wall Street’s failures. 
   
    The degree of damage depends on the depth and breadth of the problem.
    
   
    If problems are contained within a single firm (e.g., a bank is found to have abused clients, violated insider trading laws, reported false financial information, or performed bad due diligence), regulators don’t suffer much at all.
    
   
    More serious issues arise when problems are endemic to the entire Street—when lots of firms have published bad research, taken excessive risk in illiquid markets or lent to unstable sectors, or sold clients nasty derivatives with the barest of warnings.
    
   
    That’s when regulators can suffer significant damage to their reputations: they may be accused of falling down on the job, not detecting problems in the making or allowing them to grow to the point of significant damage, or being technically incompetent.
    
   
    Sometimes regulators are thrust in the uncomfortable role of having to contend with broader financial dislocations.
    
   
    If the Street’s problems are significant enough to shatter investor confidence, push clients to the sidelines, and threaten liquidity, regulators may find themselves orchestrating or facilitating a bailout in order to calm market fears (as in 1984 with Continental Illinois Bank and 1998 with Long Term Capital Management [LTCM]).
    
   
    This is a pressure-filled exercise that has to be handled with extreme care, and it’s one that typically winds up costing lots of money (sometimes funded by taxpayers, meaning a new set of losers).
   
 
  
    
     The Insiders
    
 
  
   
    The damage wrought when things go wrong is not confined to outsiders—Street firms have many internal stakeholders, including 
    employees and 
    executives, who can suffer as well.
    
   
    In fact, it’s kind of ironic that with so much at stake these folks aren’t even more diligent in making sure things don’t blow up or the wrong behavior doesn’t proceed unchecked.
    
   
    Every time a bank steps on a land mine and loses money or suffers a blow to its reputation, insiders lose.
    
   
    Again, what they lose, and how much, depends on the severity of the problem.
    
   
    At a minimum there’s loss of compensation.
    
   
    When a bank repeatedly suffers excessively large credit or trading losses, or faces lawsuits and fines, its income gets squeezed—meaning bonus pools get cut (for mid- and lower-level employees, at any rate).
    
   
    If things are more serious—maybe the problems are larger and the infractions more flagrant, and the markets are heading into a downturn—then pink slips start circulating.
    
   
    Employees and managers are at real risk of losing their jobs, because when banks cut jobs they tend to cut deep: not 1 percent or 5 percent of the staff, but 10 percent, or 20 percent, or even more (meaning everyone is out of work at the same time, trying to find a job, compounding personal financial woes).
   
 
  
   
    Interestingly, CEOs, COOs, presidents, and senior business heads often dodge the bullets.
    
   
    Even though they are supposed to be driving the firm’s activities and should thus be responsible for the bad as well as the good, they often (though, granted, not always) escape scot-free when the hammer falls.
    
   
    Their punishment comes from having bonuses slashed from $15 million or $20 million to only $5 million or $7 million—real belt-tightening stuff.
    
   
    Curiously, board directors often escape unharmed as well.
    
   
    Even though directors are agents of the shareholders and are supposed to oversee and guide the corporation in its activities, they often plead ignorance or lack of knowledge when things go wrong (the see-no-evil, hear-no-evil approach to governance) and walk away unscathed, happy to pocket their director stipends but not to assume responsibility.
   
 
  
   
    And in the final analysis, the firm’s reputation also suffers when the intended role fails.
    
   
    If we think of reputation as an amalgam of all aspects of the firm—its activities, intellectual powers, experience, creativity, and web of contacts—then it is surely an internal party that winds up paying, just like employees and executives.
    
   
    We’ve already noted that Street firms have little to fall back on but their intangibles: brainpower, experience, trust, integrity, and goodwill.
    
   
    Accidental stumbling and doing the wrong thing can bruise the intangibles.
    
   
    Though goodwill is a bit nebulous and hard to pin down in dollar terms (though market cap can serve as a proxy), it’s bound to get hurt when clients start suing over bad advice, bankers commit fraud, traders take unauthorized positions that lead to big losses, or sales desks lie to their clients about the riskiness of trades.
    
   
    All of these things cast a pall over the firm and its reputation.
    
   
    Creating goodwill is a long and arduous process that demands diligent and honest work by everyone inside the firm; damaging it can be done quickly, without much thought.
    
   
    In some instances it’s even enough to drive away future business or propel a firm into much more dire straits (as was the case with Drexel, Bankers Trust, Prudential, Kidder Peabody, Salomon).
    
   
    When the firm pays for mistakes (or misbehavior) with its reputation, all of the insiders, and many of the outsiders, lose.
   
 
  
   
    The bottom line is that Wall Street has an important function to perform.
    
   
    It is theoretically and practically responsible for doing the five things we talked about in the last chapter and tends to do them pretty well.
    
   
    But it also fails, through bad management, ethics, strategies, and controls.
    
   
    When it does, lots of parties—investors, clients, employees, regulators—can get hurt.
    
   
    And sometimes those who should get hurt—those who should take greater responsibilities for bad decisions, strategies, execution, and behavior—don’t.
   
 
  
   
    With this little background in hand we’re now ready to explore actual instances of Wall Street’s failure.
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      Chapter 3
     
 
  
     
      PROBLEMS RAISING CAPITAL
     
 
  
   
    We kick off our discussion on Wall Street’s failures by looking at the process of raising capital.
    
   
    We’ve already said that the Street’s single most important job is to raise debt and equity for companies (and supranationals and sovereigns) so that they can fund their operations, pursue investment and expansion plans, finance productive research and development, and buy up competitors.
    
   
    And capital is, of course, the raw material that investors need in order to put their money to work; without capital instruments like stocks and bonds, investors wouldn’t have a way of earning a return.
    
   
    It’s simple: if the Street isn’t helping raise capital, financial flows stall and the global economy comes to a shuttering halt.
   
 
  
   
    A bank’s role in all of this is to act as an intermediary between various parties.
    
   
    It talks to the company to see how much capital it needs, it talks to the investor base to see what kind of returns they’re looking for (and what kind of risks they might be willing to take), and it talks to other banks to see if they might be willing to chip in on a deal (though no sharing of the coveted “lead manager,” “lead arranger,” or “lead placement agent” roles appearing on the deal tombstones, of course—that’s public relations gold).
    
   
    If all the stars align, the bank prints and places the deal, and then supports it with secondary trading and research coverage.
    
   
    As we said earlier, a bank sometimes has to put up its own capital to fund the deal: it makes the loan or buys the bonds or equity with its own cash, and then tries to unload what it can in the secondary market.
    
   
    This is obviously a riskier way of doing business, because if investors or syndicate banks disappear as the deal is being printed, the bank has to spend days, weeks, or months moving the paper, often at a loss.
    
   
    There are easily thousands (and probably more) of these “bought deal” horror stories, with lots of gory details that never make the light of day.
    
   
    Every bank on the Street has its battle scars, and in a competitive world in which other banks are willing to use their balance sheets to win business, it’s an unfortunate, and perhaps permanent, reality.
    
   
    Indeed, the day of the civilized, low-risk best-efforts/book-building transaction may have come and gone (investors in Street firms, take note); companies know that they can get committed funding by playing the banks against one another, and banks are often so eager to win the deals that they’re willing to play along.
   
 
  
   
    Unfortunately, the capital-raising function is fraught with potential pitfalls.
    
   
    To put all of this into context, let’s look at three things that can go wrong: raising too much capital, raising too little capital, and mispricing the capital that is actually raised.
   
 
  
    
     TOO MUCH MONEY
    
 
  
   
    Raising capital, whether debt or equity, is good for a company.
    
   
    But raising too much capital, more than is really needed, is not—it’s dangerous.
    
   
    For instance, if a bank raises too much debt for a company, it jeopardizes that firm’s financial position to the point of creating financial distress: excessively large interest payments, decreased financial flexibility, lower credit ratings.
    
   
    Though a bank should know better than to lend too much, it often ignores prudent behavior (and even its own internal credit policies) and lends recklessly.
    
   
    Why?
    
   
    To earn fees, climb higher in the league tables, or position itself for the client’s future M&A business or equity offerings—or all of the above.
    
   
    And to keep up with the rest of the pack, who may be raising money for the same company.
    
   
    It’s part of the Street herd mentality we mentioned in the last chapter: when one bank discovers a niche in which it can raise debt capital profitably, others quickly join in.
    
   
    The attractive spreads and fees that are available on Day 1 compress as more banks throw money at eager borrowers in the industry du jour.
    
   
    No matter—as long as there are takers for the money, the bankers seem to be able to persuade managers, credit committees, and investors to keep funding, till the risk/return is badly out of whack.
    
   
    How many times in the past few decades have we seen the banks acting like lemmings, all falling off the cliff at once as they rush to print more debt deals?
    
   
    Many times, in fact: way too much debt for emerging markets, commercial real estate, savings and loans, LBOs, technology, media, and telecom, energy, the airlines.
    
   
    A frenzy of lending proceeds till a point of excess is reached.
    
   
    Then borrowers can’t pay their interest or principal anymore, they default, investors lose on the bonds, and banks lose on their loans.
   
 
  
   
    The same is true in raising equity.
    
   
    If a bank tries to bring a company to the public markets through an IPO before that company is actually ready (i.e., too much equity for the wrong company), the end result may be a rotten apple for investors buying the stock—the price will plummet as everyone figures out that the company isn’t all that it’s cracked up to be.
    
   
    Or if a bank is issuing more equity for a company that’s already gone public—just for the sake of expanding the company’s paid-in capital account, and not because the firm actually needs it—then the company and its investors lose out, because equity capital is expensive and dilutive.
    
   
    If a bank tries to bring entire sectors to market at the same time, as is wont to happen, then things can get very treacherous; lack of discipline leads to too many questionable deals and competing alternatives, which together become the kindling for a speculative bonfire.
    
   
    So why would a Street bank print an IPO for a company that is decidedly not IPO material, or float new equity for a company that’s already listed, or do the same for a whole sector?
    
   
    Same reasons—fees, league tables, future business (but especially the fees: 7 percent, versus sub 1 percent for debt).
   
 
  
   
    The Street has fallen all over itself many times trying to lend lots of money to firms that can’t always handle the interest burden, to print more IPOs for companies that aren’t ready for the markets, or to do add-ons for those that don’t need them.
    
   
    Which means excessive leverage, large interest burdens, financial distress, higher all-in capital costs, poor investor returns, and shareholder dilution—none of them particularly good.
   
 
  
    
     Too Much Debt
    
 
  
   
    The Street has been busy printing bonds and loans for eager borrowers for decades, and sometimes it just prints too much.
    
   
    It injects too much leverage into companies, industries, and the system at large, leverage that can be sustained only when market conditions are optimal: low rates, stable inflation, robust investment, active consumers.
    
   
    When things weaken and the operating environment is no longer benign, the leverage becomes a huge burden.
    
   
    Of course, Wall Street’s job is to act as a capital conduit, transporting the money from “A,” where it’s in surplus, to “B,” where it’s in deficit.
    
   
    But Wall Street’s real job is to be a 
    discriminating capital conduit, making sure that B can handle the obligation to repay.
    
   
    This all goes way back, of course: in the 1920s Charles Mitchell, head of National City (one of Citibank’s forefathers), directed his troops to underwrite lots of bonds for Latin American governments that couldn’t really handle the debt burden, and to sell them to unwitting investors.
    
   
    Most of the bonds wound up in default, leaving investors with losses; no matter, the bank moved on to a new sector.
    
   
    National City wasn’t alone in this business, of course; several other banks did similar things, with very similar results.
    
   
    Too much debt, courtesy of Wall Street.
   
 
  
   
    During the 1970s newly found oil wealth coming out of the Middle East led to petrodollar recycling: oil producing nations deposited dollars with international banks and Wall Street firms, and the banking community lent the money on a LIBOR basis (e.g., London Interbank Offered Rate, a floating interbank rate) to a host of borrowers, including emerging nations in Latin America, Africa, and Asia.
    
   
    As financial volatility and inflation mounted in the late 1970s, global interest rates starting rising; because LIBOR floats, the petrodollar loans became more expensive for the emerging market borrowers to service.
    
   
    By the turn of the decade the credits looked decidedly shaky, and by the early 1980s the jig was up: in August 1982 Mexico, which was going through a few homegrown structural problems, told the world that it couldn’t handle its debt load.
    
   
    Most other borrowers followed in lockstep.
    
   
    Brazil, Argentina, the Philippines, Morocco, Nigeria, and all the other recipients of oil largesse couldn’t pay, so everything had to be restructured.
    
   
    Citi, J.P., Chase, Chemical, Bank of America, and others were forced to take massive reserves to cover all that excessive lending; the borrowers and the bank lenders (no, their investors) lost.
    
   
    Too much debt, courtesy of Wall Street.
   
 
  
   
    And then it happened again.
    
   
    From 1980 until the eve of the 1987 crash, nonfinancial corporate debt arranged by the Street reached $1.8 trillion, an all-time record.
    
   
    The large absolute dollar amount and the high interest-rate environment meant that the average U.S. company was using half of its earnings just to service principal and interest.
    
   
    Wall Street was being as efficient and creative as possible in arranging all of these debt financings: it targeted a range of borrowers and offered access to debt capital through a slew of instruments.
    
   
    Corporate borrowers came in all shapes and sizes: small and large, unsophisticated and sophisticated, well meaning and greedy.
    
   
    Perhaps most notable was a significant decrease in the credit quality of the borrowers—the Street seemed to be less discriminating than ever before.
    
   
    In fact, the hostile takeovers, LBOs, reverse takeovers, greenmail, and other excesses of the “greed is good” movement drove lots of this leverage.
    
   
    The cycle spawned widespread use of junk bonds; banks such as Drexel, Merrill, Morgan Stanley, and DLJ underwrote bonds for all kinds of issuers, popularizing the instrument as never before.
    
   
    And greater amounts of subordination were introduced into the process, through instruments such as junior subordinated bonds, payment-in-kind (PIK) bonds (securities paying interest in the form of more bonds rather than cash), and reset PIKs (or death spirals, securities with a coupon that increases in order to keep the securities trading at par—meaning a growing interest burden as the borrower deteriorates and a near certain spiral to corporate death); increasingly subordinated investors suffered larger losses when issuers ultimately went under.
    
   
    Then came the October 1987 crash, a period of poor economic conditions, and the start of record debt defaults, which reached an all-time high in 1990–91.
    
   
    The end result: companies, bond investors, banks (no, bank investors) all lost.
    
   
    Too much debt, courtesy of Wall Street.
   
 
  
   
    And then it happened again.
    
   
    Between 1990 and 2002 the outstanding debt capital of nonfinancial companies increased yet again, from $2.4 trillion to $4.9 trillion.
    
   
    Certainly some of this leverage was appropriate and justifiable; as we’ve said, the global economy needs capital to keep the wheels turning.
    
   
    But things got a bit frothy, as they always do, and the extra leverage again began looking unhealthy and unmanageable.
    
   
    When national economies and markets cracked in 2001 (and a couple of major corporate scandals brought about several record bankruptcies), global defaults hit new highs: $119 billion in 2001 and $178 billion in 2002, back up at levels not seen since the leverage binge of the early 1990s.
    
   
    Though lots of bondholders got hurt the banks (no, bank investors) had to eat their share of the losses, too: all those deals cost them an estimated $37 billion in 2002 alone.
    1 Too much debt, courtesy of Wall Street.
   
 
  
    
     Up to the Gills in Telecom Debt
    
 
  
   
    Different sectors tap into the Wall Street debt machine during specific economic cycles and industrial phases: during the 1970s it was emerging nations, conglomerates, and transportation companies; in the 1980s it was commercial real estate firms, energy companies, and lower-rated credits from various industries; in the early 1990s it was airline and industrial companies.
    
   
    And from the mid-1990s till the dawn of the millennium, it was the telecom companies.
    
   
    The telcos were big, big borrowers—ready, willing, and able to borrow whatever they could, for at least three purposes: to buy up competitors, expand into optical networking and fiber optics, and purchase wireless spectrum/licenses.
    
   
    All three motivations appear good, reasonable, and justifiable—but only to a degree.
    
   
    Because there comes a time when it no longer makes sense for borrowers to borrow or lenders to lend.
    
   
    When there is too much capital chasing acquisitions, laying fiber, or bidding up finite spectrum, things can get ugly; when the acquisitions don’t work out, the fiber stays dark or the economics of mobile telephony fall apart, the debt becomes burdensome.
    
   
    And that, of course, is just what happened in the telecom sector in the millennium.
   
 
  
   
    Banks lent very aggressively to telcos, particularly during the key period of 1998 to 2000.
    
   
    All of the major firms were present, underwriting telecom bonds, acting as direct lenders, or both: Citibank, J.P. Morgan Chase, Deutsche, Barclays, Morgan Stanley, CSFB, UBS, Goldman Sachs, Merrill Lynch.
    
   
    The banks threw money at all sorts of firms: good ones, bad ones, established ones, unproven ones.
    
   
    In 1998, outstanding debt granted to telecommunications companies was $38 billion; by December 2000 that figure had risen to a staggering $250 billion.
    
   
    That was far too much debt, as it happens, because when things started heading south and the hypothetical “disaster scenarios” started becoming reality, telco defaults soared.
    
   
    In fact, by late 2000 things started looking so precarious that the Financial Stability Forum (a group of regulators and finance ministers from 11 countries), the United Kingdom’s Financial Services Authority, and a few other agencies, cautioned the banks: reduce debt funding to the U.S. and European telecom sectors, because leverage is reaching unsustainable levels.
    
   
    (The FSA noted that 34 banks had very concentrated debt exposure in the sector; some had as much as 5 percent of their assets and 40 percent of their equity out to telecoms.
    
   
    Look out.)
   
 
  
   
    Of course some of the borrowing was economically justifiable.
    
   
    Industry expansion, capital investment, and research and development, are all important aspects of what the telecommunications sector has to do to advance; that’s how new technologies are created and new services offered.
    
   
    But at some point it all got way out of hand: banks were far too willing to lend against overvalued assets or very dicey revenue projections, and helped put some companies on a slippery slope.
    
   
    Telco CFOs and CEOs get some share of the blame, too, as they were unrealistic in their assessments and apparently couldn’t say “no” to their friendly bankers.
    
   
    But banks lost all discipline in their pursuit of more business.
    
   
    Naturally, the orgy of debt ended badly.
    
   
    In 2001 and 2002 telecom companies defaulted in large numbers and dollar amounts, because their leverage was simply unsustainable in the business environment.
    
   
    Telcos accounted for 26 percent of dollar defaults in 2001 and an astonishing 56 percent in 2002.
    
   
    That’s $29 billion of defaults in 2001 and $91 billion in 2002.
    
   
    Lots of major borrowers went under, including WorldCom, Qwest, Telewest, NTL, Marconi, United Pan European Communications (to be sure, in some instances there were other factors contributing to bankruptcy, e.g., WorldCom’s revenue fraud—but the primary, if not sole, cause for all was massive leverage that was impossible to support in a weak operating environment).
   
 
  
   
    Banks that lend or underwrite bonds are meant to be very conservative in their evaluation of a company’s ability to repay debt.
    
   
    They are supposed to know whether payback can occur under a whole host of scenarios, including disasters; they are supposed to avoid overlending to a sector; they are supposed to identify two, and even three, sources of repayment so that their own books don’t become burdened with credit losses and their own investors don’t get burned.
    
   
    But it seems that a few of them forgot to do all of that, as evidenced by 
    a quarter-trillion dollars of debt washing around the telecom sector.
    
   
    Loaded to the gills.
   
 
  
   
    There are many, many examples of companies and nations that have borrowed far too much over the years, thanks mainly to Wall Street’s willingness to loosen the purse strings and “make things happen”: Mexico, Argentina, Brazil, Indonesia, Korea, Iridium, Global Crossing, WorldCom, Enron, Vivendi, Swissair, Marconi, RailTrack, Kirch, Daewoo, Xerox, Time Warner—we’re going to run out of space and ink, so we’ll stop.
    
   
    But you get the point.
    
   
    Of course borrowers have to bear some responsibility for their actions.
    
   
    It’s unlikely that anyone from the Street is holding a gun to the head of some CFO or finance minister, demanding that he or she sign up for a revolving credit facility or issue some floating rate notes.
    
   
    Whatever leverage borrowers assume ought to be consistent with their strategic goals (acquisition, internal expansion, market share, infrastructure development, geographic footprint), as well as their budgets and cost of capital, and if it’s not, then they have to be faulted.
    
   
    But let’s face it, investment bankers, lending officers, and capital markets specialists are smooth talkers: their job is to sell products and services—including loans, bonds, reset PIKs—and sell they do.
   
 
  
   
    As we’ve said, the Street needs to act as a conduit in raising debt capital: that is one of its jobs.
    
   
    But it should be raising funds for the right borrowers on the right terms, not for everyone who wants to take out a loan or tap the capital markets.
    
   
    A leveraged company can still be a good borrower and credit risk—as long as everything about a debt financing transaction is thoroughly analyzed, well understood, and appropriate, and the returns being earned by the bank are adequate.
    
   
    But maybe the Street shouldn’t be pitching aggressively to raise funds for a mega-leveraged telecom company laying more dark fiber at the peak of the TMT boom, or an illiquid Indonesian conglomerate known to engage in graft and corruption, or a Russian energy company with shaky financials and half of its assets stripped away.
    
   
    And when the Street gets unsolicited requests for money, maybe it should perform extremely intensive investigations and due diligence to figure out whether the potential borrower is really worthy.
    
   
    Wall Street ought to know all of this, yet too often it prints deals anyway—because there are fees, league table ranking, and bonuses at stake.
    
   
    Remember, the loans banks raise or the securities they issue are going to wind up on their balance sheets or in the hands of investors—and if things go wrong, they’ll get burned, and so will investors.
    
   
    Even though the Street should remember this lesson every time a borrower files for bankruptcy or declares a moratorium, it routinely seems to forget.
    
   
    Too much debt, too many clever leverage structures, and not enough really discriminating behavior mean lots of credit losses for banks, bank shareholders, and outside investors.
    
   
    Ex-Citibank CEO Walter Wriston once noted that “judgment comes from experience and experience comes from bad judgment.”
    
   
    It seems that lending bankers are stuck on the latter part of that thought.
   
 
  
    
     WorldCom’s Debt Burden
    
 
  
   
    WorldCom, the giant telecom company, became the largest bankruptcy in U.S. history when it filed for Chapter 11 in July 2002.
    
   
    At the time of its filing it listed a staggering $37 billion of debt (on par with the amount entire countries like Malaysia and Chile borrow externally).
    
   
    The company’s downfall, reflected in a share price that slid from $72 to $1 in four years, came from an unhealthy combination of mismanagement, rumors of accounting manipulations, and excessive personal loans taken by the CEO.
    
   
    But it was aided and abetted by a spectacular, Street-arranged debt feast—one that reduced the company’s financial flexibility dramatically.
    
   
    A syndicate of banks including J.P. Morgan, Citibank, and Bank of America led the charge in raising $29 billion of bond financing and $8 billion in loans for WorldCom over a five-year span.
    
   
    That’s $37 billion of debt.
    
   
    Much of it was used to pay for legitimate, if overpriced, acquisitions like MCI, UUnet, Skytel, and CompuServe, and some of it was used for “general corporate purposes,” aka the great catchall slush fund.
    
   
    No matter: it was simply too much for the company to handle—it came far too quickly for the company to digest properly and created a huge interest tab.
   
 
  
   
    Perhaps the lenders should have known better.
    
   
    Perhaps with each new request for funds from WorldCom’s finance team the banks should have stopped to investigate just how much more debt the firm could absorb without seriously threatening its financial future (and the financial well-being of bond investors and other syndicate lenders).
    
   
    Or maybe they did, as they managed to offload a fair (though not total) amount of WorldCom credit exposure to mutual funds, pension funds, insurance companies and retail investors (and protected pieces of their remaining risk through the credit derivative market).
    
   
    Smart.
    
   
    For instance, when Citibank underwrote an $11 billion bond for WorldCom in the spring of 2001 it found big buyers in the form of CalPERS, Met Life, Deutsche Asset Management, Wellington, Vanguard, Alliance, Barclays, and Prudential.
    
   
    And guess where half of the bond proceeds went?
    
   
    Back to the bank syndicate, to repay short-term loans and commercial paper (freeing up bank-supplied backup lines in the process).
    
   
    So the bondholders wound up taking on more risk than the banks.
    
   
    Smart, and kind of reminiscent of some of the Street’s behavior in the early twentieth century—the kind of behavior that led to the creation of Glass-Steagall (you know, issuing securities to investors in order to repay questionable bank loans—repaying loans by issuing securities is okay, but not if the banks know that the company is in trouble).
    
   
    But the bondholders aren’t done with the bankers: they sued them for bad due diligence on the bond deal, which we’ll talk about later in the book—that’s failure of a different sort.
   
 
  
   
    When WorldCom finally emerged from Chapter 11 under the MCI banner, it did so with a much cleaner balance sheet: only $4 billion of net debt, and a commitment from management to keep borrowing under control.
    
   
    Let’s hope the firm remembers the damage all that leverage did—and can keep the bankers at bay when they come calling.
   
 
  
    
     Too Much Equity
    
 
  
   
    The danger isn’t just debt, of course.
    
   
    Raising too much equity can be a problem as well.
    
   
    Though we typically think that more equity is better than more debt—who wants all that leverage, anyway?
   
   
    —that’s true only when the equity issuance is being done for the right reasons and for the right companies.
    
   
    For instance, back in the 1920s the Street issued lots of stock, even for companies that were very dodgy; in a 12-month span before the Great Crash, the Street underwrote a record $5 billion of new equity issues, with lots of the proceeds going to no-name companies.
    
   
    Some deals were floated by second-tier brokers, to be sure, but even venerable J.P. Morgan (pre-Glass-Steagall, when it could still lend and underwrite securities), Kuhn Loeb, Goldman, and a few other big-name houses were in the thick of things, pushing shares of companies that had little or no track record and little or no chance of making it.
    
   
    In fact, lots of the companies could make it only for as long as their meager profits covered interest expenses (forget about dividends).
    
   
    So these were very dubious issues, and most of them hit the wall during the crash.
   
 
  
   
    In the 1950s and 1960s there were several bouts of excessive equity issuance, mostly for the hot sectors of the moment, including computer companies, electronic manufacturers, conglomerates, franchisers, and fast-food chains.
    
   
    In 1968 the Street issued a hefty $4 billion of new stock, mostly for no-names or story stocks (e.g., Four Seasons Nursing Homes, International Leisure, National Student Marketing Corp.) and some of the go-go conglomerates of the period.
    
   
    Each of these cycles led to the flotation of way too much equity for companies that were decidedly not worthy.
    
   
    And, predictably, many tanked as soon as the markets turned, leaving behind lots of shell-shocked investors.
   
 
  
   
    The same thing happened very dramatically at the turn of the millennium.
    
   
    In the aftermath of the Drexel–junk bond–hostile takeover phase a process of reequitization took hold, generally to good effect.
    
   
    Companies deleveraged their operations, cleaned up their balance sheets, reduced interest payments, strengthened cash flows, and boosted net income.
    
   
    They purged the debt excess of the 1980s and started looking healthy again.
    
   
    But the equity pendulum kept on swinging: lots of companies started tapping the equity markets.
    
   
    Little startups, many of them tied to the growing Internet, wireless, and fiber-optic frenzy, floated equity with the help of friendly investment bankers in search of 7 percent fees (most of the banks set up shops in Silicon Valley to be close to the action).
    
   
    Wall Street brought public some tiny outfits with a dozen people, a business plan, and some office space in Palo Alto in IPOs valued at unreal multiples of “future expected revenues” (not earnings), and most of them traded up to spectacular levels for periods of one, two, or three years.
    
   
    Banks also issued new equity for established companies that were funding fiber installations or acquiring media properties to play on the “content/delivery convergence platform”—and most did so despite massive oversupply of fiber capacity, extreme competitive pressures, and highly suspect strategic plans, suggesting that the business cases were not thoroughly investigated by anybody before deals were printed.
    
   
    In short, banks floated equity for virtually everybody: more than $1 trillion was raised for the telecom and technology sectors during the boom of late 1990s/early millennium (in February 2000 alone there were an astonishing 55 new equity issues—almost three per day).
    
   
    And we all know the unhappy ending: a massive collapse in stock prices from early 2001 through 2003 that extinguished some $6 trillion in market value.
    
   
    Institutional investors watched their capital funds get pulverized, and legions of private clients saw their life savings vanish.
    
   
    Morgan Stanley examined all of the U.S. technology IPOs launched between 1980 and 2002 (1,700+) and found that $1.6 trillion of value was created during the two decades
    2; but it also found that 5 percent of the IPOs (some 80 to 90 companies) generated most of that $1.6 trillion, suggesting that the other 95 percent may have been fairly worthless endeavors—bankers were basically issuing equity for anybody with a business plan and a placard on the door.
    
   
    There was just far too much equity that ultimately soured, and when we try to figure out what went wrong, we can only point to the Street.
   
 
  
   
    Of course the issuing companies were willing participants, the venture capitalists helped sell the Street on the newest hot thing, the financial media helped tout the latest fly-by-night dot com, and institutional investors helped propel demand and inflate stock prices.
    
   
    And, yes, even retail investors did their part, getting swept up in the resurgence of “greed is good” that didn’t really end with Gordon Gekko (you know it’s bad when Moms and Pops have become CNBC junkies, “negative momentum swing traders,” and paper millionaires).
    
   
    It takes lots of players to feed a true speculative frenzy, and all of them have to take their share of the blame.
    
   
    But at the end of the day it was Wall Street, with its persuasive investment banking talent, research gurus, and salespeople/traders that made the whole thing gel (sometimes they made it gel with questionable glue, like bad research, spinning, and laddering, but we’ll save that for chapter 6).
    
   
    The banks should have been far more diligent and careful in screening out the wheat from the chaff, but they weren’t.
    
   
    They didn’t do their jobs properly, because they were just in it for the 7 percent, the league tables, and the bonuses.
    
   
    So, remember, too much equity can be a bad thing, too.
   
 
  
    
     NOT ENOUGH MONEY
    
 
  
   
    The flip side obviously appears when there’s not enough money to go around—when the Street pulls back on lending or issuing bonds for companies, when it won’t entertain new IPOs or equity add-ons, and when it turns its back on entire industries, sectors, or countries.
    
   
    This doesn’t seem to happen quite as often as the excess capital scenario, since the Street likes “more” and is always eager to earn fees.
    
   
    But it can happen, because Wall Street has the keys to capital kingdom—certainly not in the sense of the near monopoly enjoyed by J.P. Morgan in the early twentieth century, but one that is only a few steps removed.
    
   
    Despite some competition and disintermediation, and a few substitutes/alternatives, the Street’s major banks still set the pace when it comes to raising funds.
    
   
    So when Wall Street says “no” it usually means that companies (industries, countries) that deserve and need capital can’t get it.
    
   
    The result is that corporate and economic growth are jeopardized and investors are barred access to what might otherwise be promising investment opportunities.
    
   
    Funds can be in short supply if investors, lenders, and Street firms aren’t interested in taking risk or aren’t in a position to do so, or the Street itself isn’t eager to pursue a particular segment of the marketplace.
    
   
    Let’s consider both scenarios.
   
 
  
   
    If investors aren’t feeling good about taking risk, they aren’t going to buy bonds or equities, and if Street firms aren’t feeling good, they aren’t going to make loans or underwrite securities—regardless of price.
    
   
    In general, investors and Street firms feel skittish about risk when the economic or political picture is cloudy or the markets are in turmoil.
    
   
    But something nasty has to happen for banks to pull in their horns and stop raising capital for others—like losing so many dollars somewhere else that they’ve lost their desire, or ability, or authorization to raise funds.
    
   
    It’s happened several times in the Street’s history, often after speculative bubbles burst.
    
   
    Consider the Depression years following the Great Crash: during the early 1930s there was a “strike of capital,” and borrowers and public companies were simply unable to look to the Street for debt or equity capital.
    
   
    Banks, some of which had been badly burned during the crash, couldn’t or wouldn’t lend money or issue equity—not even on a collateralized basis, not even for good firms.
    
   
    That capital vacuum last nearly five years.
    
   
    It’s also happened in the modern era: it occurred in the aftermath of the 1980s Latin debt crisis (which crippled a number of money center banks), and in the early 1990s after record corporate defaults hit the system (hurting many investment banks).
    
   
    And it happened rather dramatically in August and September 1998, as Russia was imploding and hedge fund LTCM was falling apart (more on all of this later)—new debt and equity issuance ground to a standstill.
    
   
    Even great credits—AAA’s and AA’s—had trouble raising money.
    
   
    If they did manage to tap into the Wall Street conduit, they paid up—even very good firms had to pay 10, 20, even 50 basis points more than normal.
    
   
    Anyone rated below A couldn’t raise a nickel.
    
   
    New equity issues were nowhere to be seen.
    
   
    For a period of two to four months, raising capital via Wall Street was virtually impossible.
    
   
    Why?
    
   
    Not because the AAA or AA credits were no longer good risks—they were pretty much as solid as they had been before the crisis (and were willing and able to pay their obligations), and not because legitimate equity issuers were any less promising than before.
    
   
    No, it was because many Street firms had been damaged by their credit and market risk exposures to Russia, emerging markets, LTCM and other hedge funds.
    
   
    They were bleeding profusely—losing, in some cases, hundreds of millions of dollars and more—so they became very risk averse (or were instructed by their directors to become risk averse).
    
   
    They were unwilling (and in some cases unable) to entertain new capital raisings.
    
   
    So, the lack of capital, even for the most creditworthy or promising companies, was driven to a significant degree by the Street’s own risk losses.
    
   
    This means that if banks blow it in one area they may not be able to help out in another one, and begs the obvious question: should corporate access to capital be dependent on the trading or credit losses of Wall Street?
    
   
    If the answer is “yes” and this is a fact of the marketplace, then institutions (or countries) wanting to tap into the global markets when they need funds have two options: disintermediate Wall Street (as some sophisticated players have done, e.g., General Electric, General Motors, Ford, United Parcel Service) or pray that the Street isn’t going through a bad patch of its own.
   
 
  
   
    Of course, sometimes Wall Street just ignores an entire community, sector, or country, steadfastly refusing to give it access to capital regardless of the environment.
    
   
    This can happen if the Street just can’t see enough profit potential in the business, when it feels it’s just not worth the time and effort, when the business seems too risky, or when it doesn’t want to deal with any additional headaches or aggravation.
    
   
    Fair enough.
    
   
    No one says Wall Street has to provide capital to everyone, especially if the economics aren’t compelling or the risks are misbalanced.
    
   
    But are the reasons for not raising capital actually good ones, and are the banks really sure the economics aren’t there?
    
   
    Do they know for certain that the risks and returns are not what they should be, or are they just being lazy or saving their energy for hunting the big game?
    
   
    For instance, for years a number of banks on the Street have ignored the small and medium enterprise (SME) sector.
    
   
    SMEs, many of them quite profitable and on an aggressive growth trajectory, have been forced to tap alternate sources of capital, such as loans from their small local bankers (at what may be unfavorable rates), venture capital, and medium-term funds from special government-financing programs.
    
   
    That’s too bad, because some SMEs become LEs—large enterprises, the kind that Wall Street likes to bank.
    
   
    So banks may be missing opportunities to catch some of these outfits on the ground floor, to help nurture them from small platforms to global ones, solidifying relationships (read: future business) along the way.
    
   
    Actually, it’s started to dawn on some banks that they’ve been wrong to ignore the market all these years; the more enlightened ones are trying to play “catch up” so they can capture some of the future business.
    
   
    In the meantime, these SMEs have spent the past few decades scrambling for funding because the Street has been unwilling to do its part.
    
   
    The same is true with the agricultural sector, certain “high quality” emerging market countries, and so forth—no money when needed.
    
   
    Of course, when a lack of capital is deemed to be at the heart of larger socioeconomic problems, regulators and politicians have to step in and remind the Street that it’s going to do its part.
    
   
    So legislation like the Community Reinvestment Act, which requires banks to lend a certain amount to communities, is a way of making the Street cough up a little cash where it’s needed.
   
 
  
    
     WRONG PRICE
    
 
  
   
    Sometimes the Street prices the capital wrong.
    
   
    It sells bonds or syndicates loans with spreads that are too low for the risks involved, or it sells equities at prices that are too high for projected earnings; or it sells bonds and loans with spreads that are too wide, and equities with prices that are too low.
    
   
    Okay, pricing isn’t an exact science.
    
   
    It isn’t easy trying to figure out exactly where things should trade primary and secondary because there are lots of moving parts: the past and prospective financial condition of the issuing client, the overall state of the financial markets, the size of the competing deal pipeline, the way the hedge markets are trading, the appetite of the institutional investor base, the mind-set of retail investors, and so forth.
    
   
    Lots of things can influence pricing, so no one can criticize a bank for missing the bond by a few basis points, or the share of stock by a few cents (or even dollars).
    
   
    That’s all close enough.
    
   
    We’re talking about the times when the bank misses the target by a mile or two: when the bond spread is off by a few dozen basis points or the stock price by more than few dollars.
    
   
    And we’re also talking about the fact that mispricing happens pretty frequently.
   
 
  
   
    Why does capital get mispriced?
    
   
    Usually because a bank is misreading the markets (stumbling), or trying to please the client or investors (doing the wrong thing).
    
   
    Again, if the stumbling happens occasionally, no one’s going to get too upset.
    
   
    If it happens regularly, then there’s incompetence or internal breakdown involved: a Street underwriter better know how to price its deals properly most of the time, or it shouldn’t be in the business.
    
   
    If the mispricing is happening for reasons other than stumbling—such as trying to win more business, pleasing preferred customers at the expense of others—then serious control and ethical issues may be involved.
    
   
    And how does a bank manage to misprice deals?
    
   
    It may misread the financial strength and prospects of the borrower/issuer, it may not really understand what it’ll take to get investors to bite, it may want the business so badly it’ll undercut the competition on purpose, or it may have bad internal controls, like “rubber stamp” commitment/lending committees that will approve any deal (at whatever price the syndicate managers come up with).
   
 
  
   
    Let’s divide the problem into underpricing and overpricing because each scenario affects different parties.
    
   
    If stocks are 
    underpriced (i.e., the issue price is lower than the actual worth of the firm), then the company loses because it gets less proceeds than it was expecting.
    
   
    If it wants more proceeds then it’ll have to issue more shares and dilute.
    
   
    If bonds or loans are 
    underpriced (i.e., the spread is lower than it should be given its level of creditworthiness) then the bond investor or lender loses, because it gets less interest than it should for the risk being taken.
    
   
    If stocks are 
    overpriced (i.e., the issue price is higher than it should be), the primary market investor loses because the shares will probably trade down after launch.
    
   
    If bonds or loans are 
    overpriced (i.e., the spread is higher than it should be), then the company loses because it’s paying more for its cost of debt capital than it should given its creditworthiness.
    
   
    That’s four ways to get it wrong.
    
   
    Let’s think about some of these scenarios in terms of real life.
   
 
  
   
    Investment grade loans, as an example, are often priced too low—sometimes way too low—meaning the company wins (lower cost of capital) but the investor/lender loses (skewed risk/return profile).
    
   
    Consider that in late 2002 AT&T, still an investment grade credit, inked a $4 billion bank loan at 37.5 basis points over Treasuries.
    
   
    And where was the credit default swap market trading AT&T’s debt?
    
   
    475 over.
    
   
    That’s a pretty chunky difference.
    
   
    Or consider AAA-rated General Electric, which was trading at T+12 in the debt markets and T+85 in the default swap market.
    
   
    Still pretty chunky.
    
   
    We could cite other examples, but most tell a similar story.
    
   
    In fact, as credit default spreads widened steadily in 2001 and 2002, loan spreads remained remarkably stable.
    
   
    The pricing of loans by a bank and its syndicate members can thus be radically different from the pricing suggested by broader market forces (forces that have no particular axe or agenda, and may therefore be a more accurate reflection of reality).
   
 
  
   
    Why is this happening?
    
   
    A bank may be stumbling, but that would be quite a stumble.
    
   
    More likely it’s doing the wrong thing.
    
   
    Maybe, just maybe, a bank is trying to win other business, and using the investment grade loan as a loss leader.
    
   
    Going the pure loss leader route (i.e., discounting one product in 
    hopes of winning higher-margin business) is legal but often foolish.
    
   
    Explicitly attaching the loan to some other piece of business—a game known as tying—is illegal for banks (though not necessarily for securities firms, which may own banks these days).
    
   
    Under the Bank Holding Company Act of 1970 a bank isn’t allowed to give a client a favorable price on capital in exchange for more lucrative business (e.g., an equity underwriting, an M&A transaction); we’ll return to tying later in the book.
    
   
    So the bank shouldn’t be offering AT&T or General Electric a favorable spread on the syndicated loan in exchange for the juicy deal that’s coming up next month—that would be illegal.
    
   
    In fact, the greater the potential for future business, the lower the loan spread, though no one will ever put that in writing.
    
   
    How else can we account for such huge discrepancies between the primary and secondary spreads?
    
   
    It isn’t all supply and demand forces, or misreading of the market.
    
   
    Banks set the spread on the loan, and market forces set the spread in the credit default swap market, so you figure out what’s going on.
    
   
    The trouble with underpricing a loan (or any other debt instrument) is that the lead bank often gets stuck with a big wedge of the paper; it may be really tough to syndicate AT&T at +37.5 when the market wants +475.
    
   
    So the bank wears most of the loan until it can cajole its friends down the block to take some, or it may write down the value of its piece (only if it marks its loan book to market, though), or it may buy a credit default swap to protect against some catastrophe, and then just wait until it wins the M&A mandate.
    
   
    But the risk/reward profile is out of balance on an absolute basis, and across time: the piece of the risky loan that the lead bank keeps stays on its book for several years, until it matures.
    
   
    The M&A fee gets booked this quarter and then it’s gone.
    
   
    So the client company wins by getting cheap funding, the bank’s shareholders lose by subsidizing the event—and they really lose if the M&A mandate never materializes.
    
   
    Remember, banks have underpriced lots of debt deals over the years; every major bank has gotten stuck with way too much paper at some point (and some have gotten stuck on a regular basis).
    
   
    In a best-case scenario the markets bail them out over time, so the P&L fallout is negligible.
    
   
    In a more realistic scenario they have to widen out the spreads to get things moving, taking a P&L hit in the process.
    
   
    And in a disaster scenario they take big write-offs as the borrower/issuer defaults.
    
   
    Getting it wrong is risky.
   
 
  
   
    Sometimes, of course, debt gets overpriced: bonds and loans are launched at spreads that are much wider than they should be, meaning higher interest payments for the borrowers.
    
   
    These mispricings usually get corrected pretty quickly because once the deals are launched and investors find discrepancies, they buy up the “cheap” paper in the secondary market and draw the launch spreads in where they belong.
    
   
    That doesn’t help the borrower, of course, because it’s stuck with an obligation that has to be serviced for a period of perhaps several years.
    
   
    In fact, if it’s really upset with the spread it might even go so far as to refinance in order to bring interest payments back where they belong.
    
   
    While debt can get overpriced if market conditions are dicey and banks want to play it safe (e.g., making sure they can clear the decks of all paper by offering a spread that’s wider than normal), sometimes banks misprice it for the reasons we’ve already indicated: they’ve got problems of their own or they get sloppy.
    
   
    Needless to say, there have been many instances of this over the years (you are almost guaranteed to find one or more examples in each weekly issue of the 
    International Financing Review).
   
 
  
   
    Pricing of IPOs and equity add-ons is a real conundrum for most banks, because two opposing forces are at work.
    
   
    Pricing a deal high (more than the shares are worth) means the company gets more proceeds with fewer shares issued (less dilution) and the underwriting bank gets greater dollar value of fees (e.g., 7 percent of a $100 million issue instead of 7 percent of a $90 million issue).
    
   
    But if it is overpriced, investors get hurt once trading starts: shares will immediately fall to the perceived equilibrium price (unless the underwriters are putting up their capital to support the price, which may happen for a while, but not too long).
    
   
    So investors buying at the allocated price lose and the optics are bad for the company.
    
   
    But pricing it low (less than the share is really worth) has disadvantages, too: the company gets less proceeds, meaning it has to issue more shares and suffer more dilution to get the desired proceeds, and the underwriting bank gets less dollar value fees.
    
   
    However, investors buying in at the issue price get a quick pop, and can flip their shares for an immediate profit (insiders can’t, as they are subject to a 180-day lockup rule
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      BAD CORPORATE ADVICE
     
 
  
   
    Wall Street firms routinely give their corporate clients advice on a wide range of deals and strategies.
    
   
    The biggest banks are like counselors, trying to guide CEOs, CFOs, and institutional investment managers down the path to prosperity by recommending deals and strategies that can help them generate more revenues or investment income; some are even designed to let them gain additional market share and outpace competitors.
   
 
  
   
    Though corporate advice can take lots of different forms we’ll tackle it from two broad angles: corporate finance advice, meaning M&A, tax-driven structures, and off–balance sheet transactions, and investment advice, like structured asset plays based on leverage, derivatives, and other risky things.
    
   
    Both are extremely important for companies and other institutional players if they are to progress in a highly competitive business environment.
    
   
    Unfortunately, things don’t always work out as planned.
    
   
    Banks often hand out bad corporate finance advice and questionable (sometimes dangerous) investment advice.
    
   
    Let’s take a look.
   
 
  
    
     BAD CORPORATE FINANCE ADVICE
    
 
  
   
    Corporate finance is big business on the Street because, like the equity IPOs and add-ons we talked about in the last chapter, the fees are big—sometimes very big.
    
   
    It’s little wonder, then, that most of the top players devote significant time and effort to developing, expanding, and honing their corporate finance skills and getting their teams to come up with ideas for companies from a whole range of industries.
    
   
    Transactions like mergers, acquisitions, divestitures, spinoffs, carve-outs, recapitalizations, LBOs, and tax/regulatory arbitrages all feature in Wall Street’s institutional business arsenal.
    
   
    Some of these deals are smart and really do increase the worth of client companies.
    
   
    A wise acquisition, a well-timed spin-off, or a tax-efficient (and legally sound) financing vehicle can help a company generate value for shareholders (which, if corporate governance means anything, is still an overarching goal of directors and executives).
    
   
    The best part is that everyone walks away happy: the company has the deal that it likes, the bank earns fees, and shareholders of both organizations feel like they’ve come out ahead.
   
 
  
   
    However, as with other aspects of Wall Street’s business, some of these deals don’t work out as planned.
    
   
    Some of them are questionable, others ill-conceived or poorly executed, and a few even illegal—not exactly what a company wants to discover when it’s paying tens of millions in fees to its supposedly clever bankers.
    
   
    But it happens.
    
   
    Indeed, no less an authority than Lazard banker Felix Rohatyn has noted that “[t]here has always been the temptation to urge a deal on a client, because if it doesn’t do the deal, you don’t get a fee.
   
   
    … I’ve seen lots of bad deals.
    
   
    I’ve seen a lot of deals where people got overenthusiastic, paid too much, or bought the wrong company.”
   
     
      1
      And he should know.
 
  
    
     M&A
    
 
  
   
    Bad M&A advice comes in different forms and can inflict varying degrees of financial damage.
    
   
    For instance, a bank may help a company develop unwise strategies, like purchasing a beleaguered (and deeply troubled) competitor, expanding into unfamiliar territory, or buying another firm because that’s what competitors are doing.
    
   
    Or it may let its client overpay on a transaction or chase a “megadeal” solely for the sake of publicity and market share (and not for sound strategic/financial reasons).
    
   
    Even though bankers have a fiduciary duty to guide their clients in the right direction they sometimes fail to do so because, as Mr. Rohatyn says, they really want to earn those fees.
   
 
  
   
    So many questionable M&A deals have been arranged over the years that the list seems almost endless.
    
   
    Though bad transactions go back many decades, they became really noticeable during the 1960s when the “conglomerate movement” was in full swing (more on this below).
    
   
    And they’ve become even more apparent in the modern era because the pool of companies is much larger and the pressure to do deals far greater.
    
   
    Let’s consider a very small sampling: does anyone really think that Asea Brown Boveri (ABB) should have bought asbestos-laden Combustion Engineering (CE) for $1.6 billion when CE already had $4 billion of litigation swirling around it?
    
   
    Shouldn’t the bankers have advised ABB’s management not to do the deal?
    
   
    Well, they should have, because ABB was ultimately forced to put CE into bankruptcy to avoid further liability.
    
   
    Or perhaps AT&T’s bankers shouldn’t have let it pay $43.5 billion for MediaOne in 1999, or Compaq’s bankers should have advised against the purchase of Digital, Novell’s bankers should have scotched the acquisition of WordPerfect, IBM of Lotus, WorldCom of CompuServe?
    
   
    Maybe Conseco’s bankers shouldn’t have let the company pay $7 billion—an 86 percent premium—for GreenTree Financial, a company with so many problems that it propelled the combined firm into default?
    
   
    What did any of these firms get from its M&A adventures?
    
   
    Nothing good: depressed profits (sometimes even worse), lagging equity returns, slowing market share growth, integration problems.
    
   
    All of these deals (and lots and lots of others) look pretty lousy in retrospect.
    
   
    They spawned many losers—except the banks, who earned big fees (and sometimes the selling shareholders, who received big takeout premiums on their shares because the acquirer’s inept bankers allowed overpayment).
   
 
  
   
    Sometimes bankers advise a client to buy a firm that is unrelated to the company’s strategy, just to get a deal done—part of creating a “diversified conglomerate.”
    
   
    They make the case for “strategic revenue diversification” and “cross industry synergies” which, unfortunately, don’t usually amount to much.
    
   
    The conglomerate movement has actually been active for years.
    
   
    Goldman was one of the first banks on Wall Street to create a dedicated M&A unit to focus on acquisition opportunities for conglomerates, and others soon followed suit.
    
   
    In the 1960s bankers told Standard Oil to buy into the office machinery business and Mobil Oil to get into department stores.
    
   
    (Both firms ultimately abandoned their noncore businesses at a loss.)
    
   
    They advised International Telephone and Telegraph (ITT, founded in 1920) to expand into hospitality, fertilizer, care rental, auto parts, food, and a grab bag of other things.
    
   
    Results: more than a hundred mergers between 1960 and 1969, good fees for the banks, bad returns for ITT shareholders.
    
   
    Wilson, the sporting goods company, was urged to get into meatpacking and pharmaceuticals, Litton into computers, ships, conveyor belts, and food, Textronic into zippers, snowmobiles, helicopters, and ball bearings, Gulf and Western into auto parts, zinc, sugar, cigars, and entertainment.
    
   
    Many other sprawling conglomerates were created during the key period of 1966–1969; in fact, 20 of the 200 largest companies in the United States were diversified conglomerates, created with considerable help from the Street’s M&A wizards (and funded by Street-supplied loans and convertible bonds).
    
   
    These are just a few examples of diversified acquisitions promoted by bankers that went nowhere and added no particular value.
    
   
    Investors eventually figured out that it was far more efficient for them, and not companies, to construct diversified portfolios of assets, so they sold their conglomerate shares; in many cases share prices lagged the market so badly that bankers had to be called back in for the “deconsolidation” phase, dismantling what they (or the bankers down the block) had created in the first place.
    
   
    More fees, more expenses—good for the Street’s shareholders (for a change), but bad for the company’s shareholders (and maybe bad for the Street’s reputation).
   
 
  
   
    Bankers periodically urge their clients to mimic their competitors by playing the “me, too” game—which can be an enormously expensive, and sometimes unwise, strategy.
    
   
    We’ve got plenty of examples here, too: in media, where a number of firms tried to create questionable, and generally flawed, content/distribution
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      BAD PERSONAL FINANCIAL ADVICE
     
 
  
   
    The Street’s advice isn’t just limited to Fortune 500 companies, middle market players, or whole countries, it reaches down to the grass roots.
    
   
    Most of the big players—Merrill Lynch, Morgan Stanley (through the Dean Witter folks), Citibank (via the old Smith Barney), UBS (Paine Webber), CSFB (DLJ), Wachovia (Prudential), plus big direct mutual fund companies—have legions of brokers (sorry, financial consultants) that blanket the country in search of willing customers (or customers, at any rate).
    
   
    Even firms that have more of an institutional tilt, like Goldman, Lehman, Bear Stearns, and Deutsche, are plugged into the high end of the retail market.
    
   
    They realize the importance of being able to pump securities and other financial products out to the masses, and generate trading commission or asset management fees from the millions of folks requiring financial help.
   
 
  
   
    Even though the percentage volume of retail business flowing through the exchanges has declined steadily since the 1960s, the absolute dollar amount has increased dramatically.
    
   
    In addition, the amount of business that is funneled through mutual funds has marked a steady increase for the past three decades.
    
   
    Private clients purchase lots of shares and mutual funds (50 percent of outstandings), as well as government, municipal, and corporate bonds; they are also big users of 401(k)s, IRAs, annuities, company-sponsored savings and investment plans, and bank/money market accounts.
    
   
    The amount banks can charge retail for trade execution (commissions) and account/asset management (fees) is proportionally larger than what they can earn from institutions.
    
   
    If banks have the mechanisms to deliver service efficiently and keep costs down, and can keep persuading customers to bring in assets and trade, they can do very, very nicely from the private client sector.
    
   
    So retail is big business for the Street’s major firms.
    
   
    It’s also pretty important business for thousands of tiny registered broker-dealers, many of whom operate with the thinnest sliver of capital (and not always the best of intentions); there are more than five thousand of these little shops scattered around the country, so it’s definitely buyer beware.
   
 
  
   
    Though the private client business is important to the Street, it can create extra aggravation for banks, because the man and woman on Main Street have to be handled with kid gloves: these aren’t professional investors with big balance sheets and deep pockets who are strong enough to take a few body blows.
    
   
    These are individuals who can be financially ruined by the misdeeds of Street brokers, meaning they have to be treated with care.
    
   
    None of this is particularly new, of course.
    
   
    The retail investor has been the subject of abuse since the 1920s, though the absolute number of private clients was still relatively small back then (between 4 million and 5 million).
    
   
    By the late 1960s, however, with a growing base of clients (30 million), a larger number of bucket shop brokers in operation, a big backlog in securities settlements (e.g., a whopping $4 billion of unaccounted securities in 1968), and a frothy market with lots of speculative opportunities, problems became larger and appeared more frequently.
    
   
    In fact, by 1970 there was enough funny business going on with little broker-dealers to prompt regulators to mandate the creation of the Securities Investor Protection Corporation (SIPC), an insurance fund to protect retail investors from brokers who hit the wall (a good thing, too, since more than 120 brokers failed or had to be rescued in 1970–1971).
    
   
    It also put in a few other regulations to give small investors a little extra protection, and has had to freshen them up regularly ever since as new abuses come to light.
   
 
  
   
    In fact, many things can go wrong between Wall Street and Main Street, but we’ll focus on two broad areas: risky investments and bad behavior (we’ll save our review of breach of trust and fiduciary problems for the next chapter).
    
   
    The two are related, but different: risky things center on selling investments that are legitimate but inappropriate (or “unsuitable,” as arbitrators say) for Mom and Pop (better, perhaps, for some offshore hedge fund that loves a dangerous punt).
    
   
    Bad behavior is doing the wrong thing, like not telling Mom and Pop the whole truth, pushing them to do things through uncomfortable, high-pressure tactics, deliberately steering them toward something that they don’t need or that is more expensive, or stiffing them by giving all the good deals to the institutional clients.
    
   
    Sometimes risky things and bad behavior come together to create a real dog’s breakfast.
    
   
    Either way, when things go wrong they often wind up in front of an arbitration panel or in some hushed closed-door settlement.
    
   
    It if gets to arbitration the panel might well side with Mom and Pop—because they are often right, and the Street’s brokers are often wrong.
    
   
    But going through arbitration takes awhile, so Mom and Pop suffer till there’s a settlement.
    
   
    Interestingly, Wall Street has protected itself from individual lawsuits in the court system by including arbitration clauses in account opening forms.
    
   
    So if the client signs the form, any future dispute is going to be arbitrated, not adjudicated; that’s much better for the Street, as it’s quiet and there’s no public disclosure of the events (meaning no press or publicity that could tarnish the all-important reputation).
    
   
    In fact, most people are unaware of the depth of some of the problems precisely because there is no press.
    
   
    Lawsuits generally only come into play when there’s a class-action movement—then lots of aggrieved investors band together and take action against the brokerage as a corporate entity (there’s usually a lot more airplay, too).
   
 
  
   
    Retail clients.
    
   
    So important, yet so often mistreated.
   
 
  
    
     BROKERS SELL
    
 
  
   
    Before digging into risky things and bad behavior we need to talk about brokers (sorry, financial consultants; no, let’s stick with brokers, because that’s really what most of them still are).
    
   
    There are two issues here that can affect behavior: pay for production, and the agency role.
   
 
  
   
    Brokers are salespeople, and salespeople have to sell in order to survive (brokers have to be licensed, of course, but getting a license isn’t difficult).
    
   
    When salespeople are selling something they’re usually just interested in completing the sale—not necessarily in making sure that what they’re selling is good, right, or appropriate.
    
   
    So things can break down.
    
   
    There is, of course, a fundamental conflict in retail brokerage: pay for production.
    
   
    Brokers get paid based on what they produce, so the more they produce, the more they get paid.
    
   
    Each trade they execute for a client generates commissions, fees, spreads, or markups, which together lead to gross production, and gross production links to a broker payout: the higher the production, the higher the percentage payout.
    
   
    So the broker may get 40 percent of the first $100,000 of gross production, 50 percent of the next $200,000, and so forth.
    
   
    Not surprisingly, risky investments have higher commissions, fees, or spreads, and that helps boost production.
    
   
    That means brokers have more incentives to put Mom and Pop into a very risky, illiquid limited partnership or a private placement (with wide spreads/large commissions/great payouts) than into a Treasury bond or commercial paper (with tight spreads/small commissions/low payouts)—even though the limited partnership or private placement may be wholly inappropriate for a risk-averse Mom or Pop with very little room for capital erosion.
   
 
  
   
    Then we’ve got the agency issue.
    
   
    Although we commonly think that brokers work for their clients, giving them the best possible advice and doing the right thing, they actually don’t—brokers aren’t fiduciaries of the clients, they are agents of their firms.
    
   
    Under securities regulations, those who offer advice and charge a flat fee are supposed to register as investment advisors, and, in so doing, they become fiduciaries.
    
   
    This means they have to put the clients’ interests first, take the clients’ side at all times, disclose any potential conflicts of interest, indicate how much of a markup is taken on trades, and so forth.
    
   
    Not so with brokers.
    
   
    Even though they may walk and talk just like advisors, their main duty is to their employers, and their main task is to generate business (e.g., trades, accounts, assets under management) so that the firm can earn commissions/fees and they can get paid nice bonuses.
    
   
    Their duty is to the firm, first, and the client, second.
    
   
    Sure, most of them are interested in nurturing client relationships.
    
   
    If they can’t keep their clients happy, they aren’t going to deepen the business relationship—which means they won’t do more trades, increase their production, or earn bigger bonuses.
    
   
    But when the rubber hits the road, they are still agents of the firm.
    
   
    All of this matters because the client may not always be getting the full picture, the best treatment, or the most beneficial advice.
    
   
    When some questionable advice is floating around, clients need to be very careful, because the broker has no legal duty to act in their best interests.
    
   
    That said, brokers are still supposed to recommend suitable investments for clients, meaning they have to make some basic effort to understand the client’s risk/investment profile, goals and financial status, and then make proper recommendations; the exchanges, wearing their self-regulatory organization (SRO) hats, have said as much (e.g., NASD Rule 2310 and NYSE Rule 405—the gist in both cases is that, before pitching an investment, the broker has to know about the client and make sure that the investment is suitable).
    
   
    But a look at the list of arbitration cases suggests that there’s lots of unsuitable advice being doled out (and think of all those that aren’t in arbitration—the ones involving clients who are too shy or embarrassed to come forward).
   
 
  
   
    Once you realize that a broker is paid according to his or her production and that a broker’s primary allegiance is to the firm, it’s not hard to see how things can go wrong.
   
 
  
    
     The Secret World of Funds, Part I: On the Edge
    
 
  
   
    Mutual funds—those sponsored by independent companies and those offered by the major banks—are extremely popular with retail investors: 95 million Moms and Pops own mutual funds, and they command a 50 percent share of the $7 trillion market (up from 10 percent of a $1 trillion market in 1980).
    
   
    But fair warning to all the Moms and Pops (and, of course, other relatively unsophisticated investors, like nonprofits): funds move in mysterious ways and, despite being regulated, don’t always do the right thing.
    
   
    In fact, much of what they do, and how they do it, remains secretive.
    
   
    Investors looking for answers on what funds are up to often have to search long and hard—and still won’t come away with all the information they need.
    
   
    (And, remember, these are the onshore, registered, publicly traded funds, not the unregulated, offshore hedge funds—just forget about those guys, they operate in a world that is exceptionally murky, which is one reason that small investors usually aren’t allowed to give them any of their money to play with).
   
 
  
   
    Funds are so popular because they take the active management of portfolios of stocks and bonds out of the hands of Moms and Pops and put it where it belongs: with the pros.
    
   
    That makes lots of sense, because professional investment managers are probably going to get it right more often than the little guys.
    
   
    But make no mistake, they take their pound of flesh, sometimes have pretty lousy performance, and sometimes operate right on the edge (they occasionally sail right over the edge, but let’s wait till chapter 6 for that).
    
   
    In fact, the entire character of the industry has changed in recent decades: funds have slowly evolved from fiduciary organizations to big marketing machines, meaning management of the business and priorities are different than they once were.
    
   
    And clients can suffer as a result.
    
   
    Let’s see how.
   
 
  
   
    Some fund managers trade heavily on a short-term basis, turning over portfolios many times each year (e.g., one study has found that one in four funds had turnover rates high enough to indicate improper amounts of trading activity; another study shows that portfolio turnover averages have gone from 15 percent [once every six years] in the 1950s, to 110 percent [once every 11 months] in the millennium).
    
   
    That’s bad for investors because they wind up footing the bill for the extra trading commissions payable to Street brokers.
    
   
    Some fund managers position their own personal accounts before they go out and buy or sell something in size for the funds they are managing (aka scalping); that gives them a little additional personal income.
    
   
    Some portfolio managers are into “portfolio pumping,” buying big blocks of existing holdings before quarter-end reporting periods to boost asset values—a form of expensive, short-term window dressing.
    
   
    Some fund companies give big clients (e.g., prime institutional investors) preferential treatment over the average Joe: after-hours trading, market timing, and so on (more on this one later).
    
   
    Some fund companies don’t really talk about the risks they’re running in their operations.
    
   
    They gloss over any detail related to the riskiness of what they’re doing, how they actually cope with risk, what they do when things go sour, and what kinds of exit strategies they employ when they get hit by a wave of simultaneous redemptions (and they don’t usually talk about how they manage to wedge derivatives and structured notes into their portfolios, sometimes in breach of the spirit of their investment mandates).
    
   
    Many mutual funds are focused on marketing, talking about the returns they’ve generated over the past x months or x years (they often calibrate performance discussion to reflect the slice of time in which things worked out well; some, like Van Kampen, Dreyfus, and Legg Mason have been busted for what regulators term “false advertising”).
    
   
    When a particular fund isn’t doing so well (a so-called clunker fund) it sometimes gets quietly absorbed into another, better-performing fund; that helps the fund company’s overall performance statistics.
    
   
    And many funds have structural governance problems.
    
   
    With rare exception (e.g., Vanguard), each fund in a family of funds operates as a separate company that contracts services (such as investment management and execution) to the fund advisor; that means the board of directors of each fund company is largely in the dark when it comes to strategic and management matters—each board has access to information but little authority to act, which, as we’ll see, has been the source of significant problems.
   
 
  
   
    Some fund companies charge very high fees/commissions and try to bury the nature of the fees in creative language in order to confuse (e.g., distribution fee, management fee, deferred sales load, exit fee).
    
   
    Many are less than forthright about their expenses and how portfolio managers are compensated (in fact, most folks don’t have a clue how much portfolio managers earn, and how much of their compensation is tied to meeting short-term performance bogeys—both of which can have a considerable influence on behavior).
    
   
    Funds get to charge “12(b)1 fees”—which help them to defray the costs associated with starting new funds (a practice that regulators have questioned for years but failed to resolve).
    
   
    And funds routinely pay the brokerage industry “soft-dollar” commissions for a variety of services and fees for being on the selected brokerage sales lists—and both get charged back to investors (the precise amounts are unknown, but some estimates place soft dollars at $1 billion a year and brokerage selected list fees at $1.5 billion a year).
    
   
    Depending on the metrics and population of funds one uses, the industry had between $35 billion and $70 billion of annual costs during the early years of the millennium; lots of these costs, equal to an average of one-half to more than 1 percentage point per year per fund, are passed on to investors (and despite the fact that economies of scale exist, the costs seem to be sticky—rarely, if ever, declining).
   
 
  
   
    In truth, the average Mom or Pop doesn’t really know what’s going on, what he or she is paying for; expenses are often high, transparency is low.
    
   
    No, not all funds are into churning, obfuscation, scalping, or false advertising, and lots of portfolio managers and fund companies try to do the right thing.
    
   
    But some don’t, preferring to live in the shadows.
    
   
    So, for Moms and Pops it’s back to caveat emptor.
   
 
  
    
     RISKY THINGS
    
 
  
   
    Sometimes Wall Street tries to get its retail clients to buy investments that are very risky.
    
   
    There’s nothing wrong with risk, of course.
    
   
    Contrary to popular belief, risk is not all bad; it’s not a monster lurking in the dark, waiting to get some innocent Mom or Pop.
    
   
    Risk that is priced right (i.e., that carries the right return) can be a good thing.
    
   
    Actually, if no one took any risk (financial or otherwise), where would we be?
    
   
    Probably not nearly as advanced economically and financially, because risk capital fuels the engines of growth.
    
   
    But not everyone can afford to take risk, to put his or her money on the line.
    
   
    Individuals can, of course, take risks commensurate with their wealth and earnings, age, family status, and retirement horizon.
    
   
    But they usually can’t afford to take very much risk.
    
   
    Because when they do, it often ends badly: they lose more than they can afford to lose and suffer financial distress; they may have to sell their houses or liquidate their college/retirement funds, or even borrow just to get even again.
    
   
    That’s a slippery slope.
   
 
  
   
    Even though brokers can (and do) sell their clients fairly low-risk and mundane investments, like blue-chip stocks, municipal bonds, Treasuries, and conservative mutual funds, and try to keep things pretty well diversified, some brokers do just the opposite, pushing things with the most juice (regardless of whether they’re appropriate for the client’s financial situation/goals).
    
   
    That means selling them investments like speculative technology stocks, junk bonds, emerging market bonds, CMOs, risk-laden mutual funds, and spicy structured notes (i.e., those with leverage, or exposure to the Argentine peso, Russian stock market, or Turkish bond yields—all under the guise of a AA or AAA agency issuer so things look attractive).
    
   
    It also means putting them into concentrated positions in securities, which is usually big trouble.
    
   
    A diversified portfolio may not have the same peaks as a single position, but it won’t have the nasty dips, either; Moms and Pops need to avoid any situation where they might lose a vital slice of capital.
    
   
    And it may also mean getting them to leverage their portfolios through margin, or having them write some naked call options (even in a bull market) or naked puts (even in a bear market).
    
   
    A prudent broker will prevent risk-averse clients from engaging in any of these activities.
    
   
    But since the strategies generate big commissions, and since commissions mean bonus dollars, you can see what’s going to happen.
   
 
  
   
    Wall Street should know better, because they’ve been caught many times selling things that are too dangerous for the average client.
    
   
    A broker pitches Mom and Pop something with too much risk, it blows up during a market dislocation, they complain to the broker (and to the broker’s manager and the manager’s manager), write some letters to the regulators, threaten action, and end up in arbitration.
    
   
    There they receive some restitution, the broker (and the broker’s employer) gets slapped on the wrist and pays some tiny fines, and the cycle repeats: time and again, client after client, cycle after cycle.
    
   
    And all because Street brokers are trying to flog risky investments so that they can generate more commissions and larger production, and earn bigger bonuses.
    
   
    They forget that the bank (and the bank’s investors) loses when things go sour: it loses the client relationship (meaning future commissions), it loses money to penalties, and to some extent it loses its good name.
    
   
    It seems like a bad trade, yet it happens all the time.
   
 
  
   
    There are so many examples of this misbehavior that we could fill thousands of pages.
    
   
    It’s simpler, perhaps, to pick a few representative examples that provide a flavor for what goes on, and note that we can multiply these by tens of thousands (and more) to start approaching what’s happened with private clients over the past few years alone (those so inclined can check out the websites of the SEC, NYSE, or NASD detailing violations and arbitrations, or the pending/concluded class-action lawsuits filed against brokerage firms, for additional fodder.
    
   
    It makes for somewhat gory, and depressing, reading).
    
   
    So here we go: in 1997 and 1998 Morgan Stanley lost several cases related to the sale of risky investments to its private clients; some were based on CMOs, and others related to emerging market currencies (through PERLS structured notes, which combined derivatives, risky underlying indexes, and fixed income notes to produce some very hot potatoes).
    
   
    The arbitration panels found they were simply too risky for the average investor.
    
   
    In November 2000 the NASD charged Morgan Stanley with violating antifraud provisions of securities rules by understating the risk of $2.1 billion of closed-end bond funds sold between 1993 and 1997 (by Dean Witter, before it became part of Stanley); thirty thousand retail investors lost $65 million because they bought something that was far riskier than they should have been buying.
    
   
    Bank of America (then in its NationsBank incarnation) got caught, too: the bank’s broker-dealer affiliate sold investors a trust that paid 1 percent over 10-year Treasuries by investing 40 percent of its assets in inverse floaters (risky little things that sales managers often forgot to tell their clients about).
    
   
    When rates rose, the trusts lost a third of their value, and irate investors screamed—loudly.
    
   
    The SEC censured both the bank and its affiliate for “improper sales practices” that “culminated in unsuitable purchases by investors.”
    
   
    In the mid-1990s a number of banks and investment managers cobbled together high-yielding funds for their private client investors, but sometimes forgot to mention that the extra yield came from taking risk (via leverage, derivatives); many funds blew up, customers complained, and the sponsoring banks had to swoop in and top things up (using shareholders’ money, of course): Paine Webber had to pump in an extra $268 million to bail out its fund investors, Bank of America $68 million, First Boston $40 million, Merrill $20 million, and Piper Jaffray and Alliance millions as well.
   
 
  
    
     Prudential’s LPs
    
 
  
   
    Prudential Financial (nee Prudential Securities, nee Prudential Bache, a sub of Prudential Insurance) has had a few misadventures in its life, being caught on various occasions for questionable sales practices, failing to properly oversee sales of mutual funds, wrongly selling more expensive funds to boost commissions, and other no-nos.
    
   
    The brokerage’s worst failure, however, came from its limited partnership (LP) program, which probably seemed a gold mine when it was first created but became a nightmare for the firm and its retail investors.
    
   
    The problems date back to the early 1980s when Prudential Bache brokers began selling clients stakes in LPs that invested in a host of assets, including residential and commercial real estate, oil and gas development projects, and so on.
    
   
    The brokers pushed these because they received very handsome commissions—far more than they would on standard stock and bond trades.
   
 
  
   
    Lots of the LPs were risky—loaded with credit risk, market risk, tax risk, legal risk, liquidity risk—but were sold by Prudential’s brokers as entirely suitable for all kinds of retail investors, including retirees on fixed incomes.
    
   
    In fact, lots of investors were told they were getting low-risk investments with solid returns, a practical impossibility.
    
   
    But how were they to know, since that’s how the brokers were pitching it?
    
   
    For a period of about seven years Prudential’s brokers happily peddled completely inappropriate investments to more than three hundred thousand personal investors by misrepresenting the risks involved, lying about potential “guaranteed” returns—anything, in fact, that would lead to more sales commissions.
    
   
    The brokers were so slick that they managed to sell seven hundred toxic LPs—$8 billion worth—to the unsuspecting masses.
   
 
  
   
    The worst of Prudential’s LPs, based on real estate and energy, became almost worthless toward the end of the 1980s when tax laws changed and stripped away some of the benefits previously accorded to real estate, and as the energy sector became mired in problems of its own.
    
   
    LP prices collapsed and investors watched their capital evaporate.
    
   
    Perhaps worse was the fact that Prudential’s management knew at an early stage that the LPs were souring, but kept on printing new ones for its hungry brokers to sell; it eventually came to light that management inflated payouts on some money-losing LPs in the mid-1980s by distributing borrowed funds, but kept on creating new deals until the end of the decade.
   
 
  
   
    In 1993, after lots of complaints and a series of investigations into what Prudential and its army of brokers were doing, federal prosecutors charged the firm with fraud.
    
   
    Prudential was accused of all sorts of transgressions, including lack of proper disclosure, misrepresentation of risks/returns and liquidity, and misvaluation of investments.
    
   
    In an unusual move, prosecutors agreed not to press charges for three years if Prudential would establish a restitution fund and cooperate with ongoing aspects of a criminal investigation.
    
   
    Prudential cooperated and avoided a criminal indictment.
    
   
    The client restitution fund eventually topped $1 billion, and the firm restructured management and controls, but its reputation suffered (just as the pocketbooks of clients suffered, even after the restitution fund was created).
    
   
    Unfortunately, Prudential didn’t learn from this rather horrific experience, at it was routinely hauled in on new charges (e.g., in 1999 it had to pay $20 million in fines related to deceptive sales practices, in 2001 it paid more fines for deceptive annuity sales, in 2003 it got caught forging annuity sales and market timing/late trading mutual funds).
    
   
    Some people (firms) never learn.
   
 
  
   
    A few more, to fill in the picture: in mid-2003 the courts awarded a family $1.8 million in damages because a Merrill Lynch broker didn’t help it diversify a $57 million concentrated position in HALO Corporation stock acquired through the sale of the family business to HALO.
    
   
    HALO subsequently went south, and the family’s fortunes with it.
    
   
    As if that weren’t enough, the Merrill broker had encouraged the family to day trade actively—and it did, losing piles of money.
    
   
    Sounds like really bad advice: hold a concentrated position in an illiquid stock, and day trade whatever other assets you have.
    
   
    Then there’s the 59-year-old teacher with $359,000 in retirement savings in an A.G. Edwards account who was advised to put her money into 15 superaggressive growth funds, in disregard of her needs or risk tolerance levels; she lost $200,000, more than half of her savings.
    
   
    Or a case in which Merrill had to pay a family $1.5 million in damages when the broker failed to do the basics of financial management, like diversify the family’s concentrated position in Ariba, or arrange a collar to hedge the position, or give proper tax advice on a mortgage.
    
   
    Or the early retiree who was advised by his Merrill broker to take $325,000 out of his 401(k) (which was invested in an 8 percent bond fund) and put it into broadband and Internet stocks.
    
   
    Even though the client said he wanted no risk, the broker bought the high flyers, they plummeted, and the client lost a piece of his nest egg.
    
   
    He’s not alone: millions of investors collectively lost billions of dollars as their brokers put them into overpriced stocks at the peak (sometimes based on the false/bad advice of research analysts, sometimes through aggressive sales pitches like “you’re missing the boat, you’re stupid if you don’t buy this dot com 
    now because its going to triple in value by next month,” and so on).
    
   
    Olde Discount was forced to pay $7 million in fines to settle SEC charges that it created, and permitted to exist, an environment in which brokers routinely put clients into ill-suited investments, pushed margin down their throats, traded account assets without permission, and falsified records.
    
   
    Brokers regularly sold clients risky securities that Olde already had in inventory, whether or not they were suitable.
    
   
    In another case, a broker at a firm with an online trading platform let a client buy and sell more than $4 million of securities over a three-month period with only $12,000 on deposit in the account; the trading generated lots of losses for the client, lots of commissions for the broker.
   
 
  
   
    The list goes on and on; many thousands of cases go before arbitration panels every year.
    
   
    Indeed, most firms with a significant retail presence, including Merrill, CSFB, Morgan Stanley, Citibank, and UBS, have been involved in arbitration and settlement on scores of these.
    
   
    Arbitrators have shown considerable sympathy for all the Moms and Pops who have seen their brokerage accounts, 401(k)s, IRAs, and savings accounts pulverized during financial dislocations.
    
   
    For instance, arbitrators sided pretty heavily with retail investors during the 1987 crash, the 1994 CMO collapse, and the 1997 Asian crisis because some of the advice given by brokers was unsuitable.
    
   
    They also favored clients hurt by the TMT collapse, holding many Wall Street firms accountable for recommending too much speculative, concentrated risk or for touting stocks through puffed-up research.
   
 
  
   
    What about situations in which a client wants to buy something that is especially risky and wholly unsuitable, like a 10 times leveraged Turkish lira note?
    
   
    What if the client really, really wants that note?
    
   
    Surely that can’t be the broker’s problem?
    
   
    Actually, it can.
    
   
    Though it seems brokers are responsible only when they come up with some totally unsuitable investment, some arbitration panels have said that brokers have a duty to protect clients from themselves.
    
   
    But let’s get real.
    
   
    How many brokers are going to turn away a client’s order for the Turkish lira note—the one with the big spread?
    
   
    Not very many.
    
   
    They’ll take their chances that it won’t blow up, or that the client won’t complain if it does.
   
 
  
    
     Bad Advice = Arbitration and Class-Action Lawsuits
    
 
  
   
    Banks are probably wishing the technology boom had never come along because, even though they made lots of dollars on fees from IPOs, debt issues, and M&A deals, all of that is now gone, baked into past earnings and part of Wall Street history.
    
   
    But the arbitration cases and class-action lawsuits that it spawned linger on—and they aren’t going away anytime soon.
    
   
    With $6 trillion of market value sucked out of investors’ pockets from 2000 to 2003 (maybe half of that from Moms and Pops), lots of those who got burned are in a fighting mood.
   
 
  
   
    Regulations require brokers to recommend suitable investments for their retail clients.
    
   
    There is some wiggle room related to the term “suitable,” but it’s pretty clear that a concentrated position in a dot com trading at 150 times expected 2010 revenues (not earnings) is probably not suitable for a retiree on a fixed income or a family building up a college fund for the kids.
    
   
    Neither is pushing volatile stocks on margin, or urging lots of day trading (10, 15, 30 trades a day), or a host of other high-risk spec strategies.
    
   
    But during the feeding frenzy at the turn of the millennium that’s exactly what happened, and millions of investors got burned.
    
   
    Of course, many retail investors have rightly taken responsibility for their own imprudent actions.
    
   
    Lots of Moms and Pops recognize that they got greedy and have only themselves (and not their brokers) to blame.
    
   
    Win some, lose some, and they lost.
    
   
    So even though they may have been financially wounded, they aren’t looking for scapegoats; they’re just trying to rebuild their balance sheets (and maybe they’ll remember not to be so foolish when the next speculative bubble comes along).
   
 
  
   
    But many brokers gave their clients poor advice, and lots of these cases have gone to arbitration.
    
   
    Between 1994 and 2001 the NASD averaged between five thousand and six thousand arbitration cases every year.
    
   
    In 2002 that had figure climbed to seventy-seven hundred, and in 2003 to more than eleven thousand.
    
   
    Lots of them were related to “suitability”: in 2002 alone the NASD noted that more than twenty-six hundred cases were filed on the grounds of “unsuitability,” a 73 percent jump versus 2001.
    
   
    NYSE’s own complaints doubled as well.
    
   
    (The NASD and NYSE figures exclude class-action lawsuits, which have grown in tandem.)
    
   
    And the same trends were evident in the mutual fund sector: in 2001, 543 cases went to arbitration, in 2002 that number jumped to 1,249, and in 2003 an estimated 1,800; again, most of the complaints centered on unsuitability.
    
   
    Though not all cases filed with the arbitrators go against the Street, retail clients generally are given a reasonably sympathetic ear and a greater likelihood of a payoff in arbitration (helped, no doubt, by the revelation of Wall Street’s conflicted research, which is a topic of chapter 6).
   
 
  
   
    Sometimes banks get slapped with class-action lawsuits because of their bad behavior.
    
   
    Hundreds, even thousands, of investors get together and lodge a suit against a bank (as a corporate entity) that has engaged in some malfeasance.
    
   
    Since lawyers and courts are involved, the proceedings can take a long time and the outcomes can vary widely.
    
   
    Not surprisingly, the TMT boom and some of the abuses it engendered have been a significant source of class-action activity.
    
   
    For instance, in 2002 the Street coughed up $2.1 billion in securities litigation settlements, an average of $20 million per case (up 40 percent from the average of 1996 to 2000); during the first half of 2003 the banks paid out another $1.5 billion, an average of $25 million per case.
    
   
    In one of the broadest actions, 55 banks were charged with manipulation of 309 IPO stocks during the late 1990s.
    
   
    Plaintiffs accused the banks of participating in a “coherent scheme by underwriters, issuers and officers to defraud the investing public.”
    
   
    Allegations centered on unjust profiteering through misleading statements (designed to artificially inflate IPO prices), kickbacks of business, and prearranged aftermarket share purchases.
    
   
    This case appears to be indicative of what’s likely to happen between Wall Street and the court system over the next few years—and beyond, if things like those mentioned here continue to happen.
    
   
    (Fortunately, judges are being the fair-minded arbiters we expect them to be and have thrown out class-action cases filed by retail speculators who made the wrong bets; to wit, a New York federal judge dismissed claims against Merrill, Goldman, and Stanley because the plaintiffs knew what they were doing in their investments, and were apparently trying to ride the wave of Wall Street settlements).
   
 
  
   
    So Street firms (no, their investors) have paid out steadily on arbitration and class actions and are still facing potentially large tabs: not just adverse judgments or settlements, but also legal fees and wasted resources.
    
   
    In fact, some banks have already set up their “rainy day funds”: through 2003, Citibank funded $1.3 billion for legal claims, J.P. Morgan Chase $900 million, and CSFB $450 million.
    
   
    Prudence, or an admission of guilt?
   
 
  
   
    The important question is whether Wall Street brokers actually know that they’re putting their clients into risky securities and just not telling them, or whether they haven’t got a clue and are just reading blindly off some manuscript prepared by the research department, with little bite-size bullet points on what to say during the dinner-hour phone pitch.
    
   
    It’s hard to know which problem is more serious.
    
   
    If brokers don’t know what they’re selling, then they should be selling something nonlethal, like vacuum cleaners or magazine subscriptions; banks should be called on the carpet (no pun) for letting unqualified people jeopardize the financial well-being of people who can’t afford to be taken for a ride (in fact, there are regulations that say brokers must know all about the investments they’re selling, but these are often flouted.
    
   
    How many brokers are going to read semi-undecipherable 200-page prospectuses on investments when they could be out playing golf with clients?)
   
   
    .
    
   
    On the other hand, if they really do know they’re selling clients risky investments (i.e., they know exactly how toxic the “attractive investment opportunities” are) but don’t want to tell them for fear of scaring them off and losing commissions, then that’s very frightening.
    
   
    Now we have a situation where brokers are scouring the land trying to take advantage of unsuspecting widows and orphans who haven’t got a clue.
   
 
  
    
     Squeezing the Little Guy
    
 
  
   
    There are lots of little ways the average investor gets squeezed by the Street: payment for order flow, margin, and proprietary products, to name but three.
    
   
    All three are legitimate, but banks push them very aggressively for one primary reason: because they come out big winners—sometimes at the expense of the little guys.
    
   
    Let’s take a look:
   
 
  
   
    In the past, if a broker was associated with a brokerage house that wasn’t a market-maker quoting two-way prices in a particular issue of securities, he or she had to get three outside prices and deal with the best one; that would give the underlying client the best execution price.
    
   
    In addition, the broker wasn’t allowed to share in the spread when a trade was executed through an authorized market-maker.
    
   
    Now, however, the broker can take advantage of payment for order flow: it simply directs client trades to a market-maker (any one it chooses), the market-maker gets the business, makes money on the bid-offer spread, and then pays the broker a portion of the profits.
    
   
    It sounds like a kickback.
    
   
    Ethics aside, maybe it would be okay if the client was guaranteed best-price execution, but it’s not: though the client is supposed to get the best bid or offer under this arrangement, the “requirement” is pretty soft, and often just ignored.
    
   
    The broker just channels the order to the market-maker it has the best relationship with, or the one that’ll give it the biggest cut of the bid-offer spread—meaning the client loses if the market-maker’s price isn’t the best one available (and if a broker works for a firm with an internal market-maker, e.g., Merrill/Herzog, Goldman/Spear Leeds Kellogg, Schwab/Schwab Capital Markets, the firm as a whole gets to keep the entire profit, again regardless of whether it’s the best price in town).
    
   
    Though the move to decimalization has reduced the profitability of this activity, it’s still alive and kicking.
   
 
  
   
    Margin is another little scheme: brokers often push clients to borrow against their portfolios to buy more securities.
    
   
    While margin is a good idea for the right investors and the right situations, it’s often just used as another money spinner (and not because it’s an appropriate strategy for a particular client) because brokers make money on three fronts: commissions on the original purchase of securities, commissions on the purchase of additional securities bought on margin, and interest charges on the margin loan being extended for the purchase.
    
   
    If margin is appropriate for the client and fits in with the client’s strategy, great.
    
   
    But if it’s not, then the client loses again.
    
   
    Brokers often sign their clients up for margin when they open accounts, regardless of whether it’s appropriate—that makes it easier to push them into margin trades later on.
   
 
  
   
    Proprietary products are a third way of squeezing Mom and Pop.
    
   
    Most large banks have product development squads that are responsible for manufacturing in-house investments to sell to their clients, like funds, trusts, LPs, structured notes, and so on.
    
   
    The rationale is good: by creating proprietary products, banks can generate commissions and management fees, and can keep the business in-house rather than watching it migrate to a competitor that already has a full complement of nifty products.
    
   
    In order to make sure the in-house products are successful, banks often give their brokers added incentives (i.e., bigger payouts) to push them out the door.
    
   
    Once again, advice to the retail clients may be biased in favor of the latest proprietary product the bank has created or some of the “oldy moldy” ones it’s trying to get rid of—never mind that they may be totally inappropriate or that a much more suitable match can be made through a competitor’s product.
    
   
    If a proprietary product is good and suitable and the best thing for the client (or a pretty close proxy), fantastic.
    
   
    But if it’s not, and the intent is just to print more proprietary business, then the little guy gets squeezed again.
   
 
  
    
     BAD BEHAVIOR
    
 
  
   
    Some of the Street’s bad advice comes from bad behavior, aka doing the wrong thing.
    
   
    Bad behavior doesn’t have to relate to a risky thing; it can be about anything.
    
   
    Bad behavior can straddle the line of the ethical and unethical, it can cross squarely into the unethical, and it can go straight to the illegal.
    
   
    It comes in lots of flavors: churning accounts and encouraging overtrading, telling little (or big) lies, using nasty sales tactics, showing favoritism, and so on.
    
   
    The aim in all cases seems to be to earn more money (for the individual broker, the regional office, the entire firm), and the end result is usually a private client (or two, or a thousand) who gets taken to the cleaners.
    
   
    And bank investors often wind up holding some of the bag—client restitution, regulatory fines, loss of business.
   
 
  
    
     Churning, Unauthorized Trading, and Selling Away
    
 
  
   
    We know that the retail business is largely commission driven.
    
   
    Some firms are moving toward the annual asset-management fee scheme, in which clients pay a flat fee based on assets in the account and then get discounted, or free, trades (not that the annual fee is a great deal, of course, because the fees are usually pretty steep).
    
   
    But lots of folks still have accounts that are based on commissions per trade.
    
   
    This, as we’ve said, means the Street’s incentives are skewed: brokers have every motivation to do what’s necessary to earn more commissions, boost production, and win a place at the Chairman’s Club annual golf gala in Palm Beach.
    
   
    In addition to getting clients to buy risky things with larger commissions, brokers can also maximize payouts through churning—unnecessary trading in an account with the sole aim of generating commissions (it doesn’t only happen with retail investors, of course, but the results are usually much more damaging).
    
   
    Churning has been going on for decades, sometimes with very unhappy results for clients and brokers (e.g., some Street brokers—Pickard and Co., Gregory and Co., and McDonnell and Co.—got busted for taking liberties with client accounts during the market bubble of the late 1960s and were eventually shut down).
    
   
    Churning still happens pretty frequently, a lot more than is commonly known or reported—especially in discretionary accounts.
    
   
    There’s no hard-and-fast rule that indicates it’s actually occurring (because everything depends on a client’s specific circumstances), but regulators and arbitration panels seem to have honed in on account turnover of two to five times per year as evidence that something fishy is going on (account turnover is just the market value of all trades divided by the average equity in the account; so $2 million of trades on an average equity balance of $400,000 means account turnover of 5
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      BREACHING TRUST
     
 
  
   
    We now turn to the last of Wall Street’s client-facing roles: acting as trusted advisor and fiduciary.
    
   
    In some ways this may be the most important of all, because Wall Street is about trust.
    
   
    The business that gets done is based on acts of good faith, of banks doing the right thing for clients, looking after their best interests, and protecting them from things that can go wrong.
    
   
    At least it’s supposed to be.
    
   
    It doesn’t always work out that way, as we’ll see.
   
 
  
   
    First, let’s go to the dictionary (in this case 
    Webster’s New World, Second Concise Edition), for a quick review:
   
 
  
    
     trust:
     n. [ON. 
    
     traust
    ]
 
  
   
    1.
    
   
    (a) firm belief in the honesty, reliability, etc. of another (b) the one trusted
   
 
  
   
    2.
    
   
    confident expectation, hope, etc.
   
 
  
   
    3.
    
   
    (a) the fact of having confidence placed in one (b) the responsibility resulting from this
   
 
  
   
    4.
    
   
    care; custody
   
 
  
   
    5.
    
   
    something entrusted to one; charge.
   
 
  
   
    While we’ve got the dictionary out, let’s also note:
   
 
  
    
     fi-du-ci-ar-y:
     adj. [L. fiducia, trust < fidere: see FAITH]
 
  
   
    1.
    
   
    designating or of one who holds something in trust for another
   
 
  
   
    2.
    
   
    held in trust
   
 
  
   
    3.
    
   
    valuable only because of public confidence.
   
 
  
   
    These are important concepts.
    
   
    When clients—whether institutional or retail—look to the Street for a relationship, they expect it to be based on confidence, honesty, reliability, care, and safe custody.
    
   
    They are entrusting their financial assets, financial safekeeping, and financial future to Wall Street, and must therefore have confidence that they will be treated properly, and that the assets they convey to the Street will be safe.
    
   
    This generally works out okay; many Wall Streeters try to do the right thing: they give the right advice, they make sure the securities are safe, they don’t buy something risky for the client if the client says, “no risk, please.”
    
   
    They don’t let personal or professional conflicts of interest stand in the way of their responsibilities, and they do their very best when it comes to evaluating deals and performing due diligence.
    
   
    They don’t engage in fraudulent behavior and don’t help dishonest clients with their dishonesty.
    
   
    But some Wall Streeters don’t follow any of these rules.
    
   
    They take advantage of the trust and confidence of their clients for personal gain.
    
   
    They violate rules of ethical conduct and behave improperly; some ignore fiduciary duties and even commit fraud.
    
   
    Sometimes it’s just a few bad apples that spoil things, occasionally it’s a few bushels of bad apples, and every so often it’s the whole orchard.
   
 
  
   
    What happens if institutional and retail clients can’t have faith and confidence in Wall Street?
    
   
    As we’ve said, many are entrusting their financial livelihoods, performance, and future to the actions of bankers, and if these are jeopardized, prejudiced, or threatened, lots of people lose.
    
   
    Disappointed or mistreated clients will go from Bank A, which has breached principles of trust, to Bank B in hopes of being treated better (they may also bring some legal action against A if warranted).
    
   
    But if Bank B winds up acting in the same way, they’ll have to find other ways of taking care of their financial needs, perhaps by disintermediating some of the Street’s functions (e.g., some companies issue commercial paper and bonds directly to investors, some use their own internal “investment bankers” to scout out and arrange acquisitions, individuals turn to electronic trading and DIY financial planning platforms to handle their needs).
    
   
    So it’s in Wall Street’s best interests to manage fiduciary responsibilities in an 
    undoubted manner.
    
   
    Everything must be aboveboard—technically, certainly, but also overtly.
    
   
    The mere appearance of conflict or wrongdoing has to be seen as unacceptable because appearances matter.
    
   
    (Remember 
    Webster’s: “valuable only because of public confidence.”)
    
   
    Whether the responsibilities are legal (e.g., the bank acting as agent of a client, under the express guidance and instructions of that client) or simply ethical (e.g., the bank as “moral creature” under obligation to be diligent in discharging its duties), the bank must fulfill the role properly.
    
   
    If it doesn’t, it loses money (lost revenues, fines, or worse, depending on the problem or infraction) and, more important, it damages its reputation.
    
   
    Word gets around when someone on the Street has been pulling a fast one on the clients or shirking responsibilities.
    
   
    And at the end of the day, the Street is still about the human element.
    
   
    Capital is important, of course, because it helps business get done—no capital, no seat at the poker table.
    
   
    But without the human dimension—reputation, ethics, skills, intelligence, and integrity—it’s all over.
    
   
    So one would think that protecting intangibles like trust and goodwill by making sure the fiduciary role is performed to a T would be a matter of course.
    
   
    Unfortunately, it’s not.
    
   
    There have been many instances of Wall Street breaching the trust of its clients: violating regulations (like breaking through Chinese walls, front running, spinning, and the like), engaging in obvious conflicts of interest, failing to perform proper due diligence or protect customer funds, and so forth.
    
   
    In fact, trust is often a sacrificial lamb when bankers are trying to get business done.
   
 
  
    
     Burn, Baby, Burn
    
 
  
   
    Seventeen investment banks made the headlines in April 2000 when they agreed to pay $140 million in fines to settle charges that they had defrauded the federal and state governments by overpricing securities in what has become known as the “yield burning” case.
    
   
    It was the usual suspects (Merrill, Lehman, Morgan Stanley, Goldman, CSFB, pre-Citi Salomon, pre-UBS Paine Webber and Dillon Read, Deutsche) and some smaller shops (Lazard, Dain Rauscher, Hough, Piper Jaffray, Prudential, Raymond James, Bradford, Wheat First, A.G. Edwards, Southwest Securities, pre-CoreStates Meridian)—so Wall Street was well represented in yet another failure.
   
 
  
   
    The saga dates back to 1995 when Michel Lissack, a managing director at Salomon, emerged as a whistleblower, filing a lawsuit against most of the firms noted above under the False Claims Act (and later also under securities and IRS liability breaches).
    
   
    That led to many months of investigative work by regulators, after which it became clear that Wall Street firms had been hard at work since the early 1990s defrauding the governments by adding in large price markups when issuing municipal bonds.
   
 
  
   
    The game worked like this: when interest rates start falling, municipalities find it advantageous to refinance their debt (just as a homeowner might refinance a mortgage); this “advance refunding process” lets them lower their interest costs and save a bit on the budget.
    
   
    Proceeds that they raise go to an escrow portfolio that invests in U.S. Treasury bonds, which produces enough cash flow to service the municipal obligations.
    
   
    But in order not to encourage limitless borrowing at a low rate and investment at a slightly higher rate (i.e., just leveraging up the municipal balance sheet to capture the spread), the yield on the escrowed U.S. Treasuries cannot be more than the yield on the new municipal bonds.
    
   
    If it is, any excess profits go straight to the federal government.
    
   
    So, the return on the U.S. Treasury securities municipalities purchase with their tax-advantaged investment proceeds is capped.
    
   
    It’s all very sensible: municipalities can raise only enough new money to pay down old, higher-cost debt, and not to speculate on interest rates.
   
 
  
   
    Enter Wall Street.
    
   
    In order to circumvent this little technical hurdle, the banks, all active underwriters of municipal securities, took the opportunity to add in large price markups to the U.S. Treasuries that municipalities purchased for their escrow accounts.
    
   
    By marking the bonds up, the banks artificially depressed (or “burned”) the yield (recall the inverse relationship between price and yield) and pocketed the profits—screwing the federal government out of the excess profit it was due.
    
   
    A number of individual municipalities were also cheated through overcharges—including the Commonwealth of Massachusetts (losing when Goldman overcharged the state on a 1993 refunding), State of Kentucky (overcharged by Lazard on a 1992 deal), and so on.
    
   
    So Wall Street decided that it was okay to rip off the federal, state, and municipal governments—meaning taxpayers.
    
   
    And they probably would have kept doing it had they not got caught by one of their own.
   
 
  
    
     VIOLATING REGULATIONS
    
 
  
   
    Wall Street has to abide by lots of rules and regulations so that clients, investors, creditors, and even taxpayers are properly protected.
    
   
    Firms that stick to the rules gain the trust of their stakeholders—especially clients, who like to know that the Street firm that they’re dealing with is doing things the right way, not cutting corners or skating on thin ice.
    
   
    Those who don’t play by the rules put trust in jeopardy and end up losing (but only if they get caught; we’re not too sure how many don’t get caught, but it’s probably safe to say that quite a few escape scot-free).
    
   
    At a minimum, any bank that runs afoul of the rules puts its clients in danger and tarnishes its reputation.
    
   
    With that kind of downside, it’s still amazing to see how often rules are violated by individuals, teams, and whole firms.
   
 
  
    
     Chinese Walls
    
 
  
   
    No, a Chinese wall isn’t a residential construction technique from the Middle Kingdom, it’s an invisible barrier meant to separate certain groups working within a bank.
    
   
    It’s common for bankers in contact with institutional clients (particularly those that are issuing securities or doing some kind of corporate finance work) to be privy to sensitive nonpublic information, the kind of information that an unscrupulous character (firm) might try to use to make a quick buck.
    
   
    So the invisible barrier is meant to keep bankers, traders, and researchers from sharing information on a client, what it’s doing (or planning to do), what its nonpublic financial position looks like, and so forth.
    
   
    The theory goes that if the wall is working, those who need to know about the confidential goodies will know about them, and those who don’t, won’t.
   
 
  
   
    The Chinese wall on Wall Street is not a grand, well-built, ten-foot brick-and-mortar architectural wonder—it’s actually an ugly, crumbling, two-foot mound with lots of missing bricks.
    
   
    The hard truth is that information often crosses the wall, meaning those that shouldn’t be in possession of nonpublic facts on a client actually are.
    
   
    This is unacceptable because it’s an ethical violation, but it’s even worse when it turns into a legal infraction—when those in possession of sensitive information try to use it for professional or personal gain.
    
   
    So we see researchers regularly talking to bankers, bankers talking to traders, traders talking to everyone else—and you can bet that no one’s talking about the weather or the ball game.
    
   
    They’re all talking about the fact that Company XYZ is due to announce something major (a setback, expansion, lawsuit, acquisition) that will rock the markets and affect the pricing on the upcoming convertible bond issue.
    
   
    Let’s see, how should we position the trading book?
    
   
    What should we tell (or not tell) our investing clients?
    
   
    What can we do in our personal accounts (no, our spouses’, or sisters’, or cousins’ offshore Cayman trust accounts)?
   
 
  
   
    Chinese walls are good in theory but virtually impossible to police in practice.
    
   
    Communications are free and easy, and it’s tough to stop people from talking.
    
   
    Sure, there are some rules in place that are intended to protect against abuses—bringing a research analyst “over the wall” when the bankers are getting close to a new issue (e.g., giving him/her details on the deal and going into a research blackout period), or requiring companies to adhere to Regulation FD (Fair Disclosure, meaning whatever a company tells research analysts it must tell the rest of the world), but these can’t do the job on their own.
    
   
    More often it demands internal leadership and control—and sometimes these are lacking.
    
   
    Clients and investors shouldn’t assume that just because the wall is supposed to exist, it’s working as it should.
   
 
  
    
     Front Running, Collusion, Insider Trading, Improper Trading, Fraud
    
 
  
   
    The Street has to follow certain rules when it comes to trading so that clients are properly protected: rules related to front running, interpositioning, collusion, and noncompetitive trading.
    
   
    It’s all very technical, but it’s important if clients are to have a fair shake.
    
   
    Since trading is a zero sum game, there’s a loser for every winner, and without some basic rules, you know who’s going to lose.
   
 
  
   
    In simple terms, front running means getting ahead of a client trade in order to earn a few easy, risk-free dollars.
    
   
    It’s a breach of the rules, and it’s illegal.
    
   
    And it happens—in the listed markets (like the NYSE or the Chicago Mercantile Exchange [CME] or Chicago Board of Trade [CBOT]) and in the OTC markets (like any Wall Street trading desk), probably more often than we think or know.
    
   
    Front running can sometimes be detected in the listed markets because there’s reasonable transparency—everything is duly recorded (though there’s still no guarantee that all infractions will be caught, as events on exchanges have demonstrated over the years).
    
   
    It’s tougher to spot in the OTC market, because very little information circulates publicly.
    
   
    For instance, a swap marketer gets a call from a client about doing a big trade, the marketer then passes the deal to the swap trader, who first fills an order for the prop book and then executes for the client.
    
   
    The client order is big enough to move the market a basis point or two, the bank’s prop book makes a little risk-free money, and no one is the wiser.
    
   
    Or maybe a mutual fund portfolio manager plans to buy a huge block of Intel or Microsoft in a few days, then go on CNBC and tout the fund’s performance record and its recent move into Intel or Microsoft—that’ll give the position a bit of a run up and help the fund’s performance before the quarter-end reporting period.
    
   
    Of course, the portfolio manager already has a big chunk of Intel or Microsoft in her personal account and will benefit from the price action—a little variation on the front-running theme known as scalping.
   
 
  
   
    Listed exchanges also have to stick to other rules, like affirmative obligation, negative obligation, and interpositioning.
    
   
    Specialists making markets through an auction book have a duty to take one side of a public order if there’s an imbalance between a buyer and seller (affirmative obligation) and stand out of the way when a buyer and seller can execute with one another directly (negative obligation).
    
   
    So if a buyer of shares comes into the market and a seller of shares already exists, the specialist can’t stand in the way and become a seller for its own account (that would be interpositioning).
    
   
    Traders are also barred from collusion (which occurs when a few traders prearrange customer trades to squeeze out some extra dollars), and noncompetitive trading (which happens when a trader takes one side of a trade without exposing it to the market).
    
   
    And they can’t penny jump; this happens when a specialist receives a limit order and a market order, and can decide whether to match the two or ignore the limit order and fill the market order—and, in so doing, limit the downside and leave open the upside.
    
   
    It goes like this: a market-maker gets two orders: a limit buy at $10.10 and a market sell.
    
   
    It can match the two at $10.10 (which would be the right thing to do), or it can take care of the market sell by buying at $10.11 for its own account (that takes care of the market sell order but leaves the limit order unfilled).
    
   
    If the market trades down to $10.10 (or lower), the market-maker has a backstop in the form of an unfilled limit order, so the downside is limited.
    
   
    If the market goes up, the long position in the prop account looks better and better.
    
   
    All the market-maker has risked is a penny a share.
    
   
    And it’s not just specialists or market-makers on exchanges that get caught up in trading manipulation: trading desks of Street firms get busted, too (e.g., seven Morgan Stanley equity derivative traders were suspended and fined for manipulating Nasdaq stocks in 1998).
    
   
    Again, front running, interpositioning, colluding, noncompetitive trading, penny jumping, and the like are breaches of fiduciary duty and/or violations of ethical conduct, informal rules, or formal regulations.
    
   
    And they happen all the time, to the disadvantage of customers.
   
 
  
    
     Quarters and Eighths
    
 
  
   
    For a good example of breach of trust, collusion, and corruption all rolled into one, we journey back to the mid-1990s and take a look at Nasdaq and the dealers who got caught in a multiyear scheme to keep quoted spreads wide, thus creating extra profits for themselves.
    
   
    The whole episode was an embarrassment for the exchange and the dealer community, but also for NASD, the self-regulatory arm of Nasdaq, which came out looking like a rather ineffective SRO.
   
 
  
   
    Nasdaq, founded in 1971 as an alternate forum for companies that couldn’t meet the NYSE’s listing requirements, is a conglomeration of dealers.
    
   
    Unlike the Big Board, which operates as an auction market, Nasdaq puts dealers, as market-makers, in direct competition with one another over incoming orders.
    
   
    Market-makers have an obligation to quote a two-way market (i.e., bids and offers), which is how they make their money: buy on the bid (say $10) and sell on the offer (say $10 1/8) (now, of course, spreads are tighter because of decimalization).
   
 
  
   
    All this is by way of background for the scandal that caught dozens of firms and hundreds of individuals doing the wrong thing.
    
   
    The scary part of the whole episode is that the regulators didn’t catch on to this (or didn’t want to?)
   
   
    : it was actually brought to light by academics William Christie and Paul Schultz through a research article they published in the 
    Journal of Finance (lucky for investors someone was watching).
    
   
    Specifically, they noticed that Nasdaq trading spreads in the late 1980s and early 1990s seemed to be much wider than might be expected given the exchange’s growing level of volume and competition.
    
   
    After investigating the issue for some time, they discovered that traders routinely quoted their bid-offer spreads in “even eighth” increments rather than “odd eighths.”
    
   
    That meant that, regardless of dealer competition, every trade had a guaranteed spread of one quarter—and not the 12.5 cents that might be expected in a highly competitive situation.
    
   
    By some estimates investors were paying an extra $2 billion in markups every year, a tidy sum for market-makers in on the scheme.
   
 
  
   
    Following the initial findings, the SEC embarked on a two-year investigative mission before it managed to put all the pieces together (the NASD wasn’t much of a help, as it refused to believe that there could be any collusion among exchange members).
    
   
    Federal regulators examined records, reviewed taped phone conversations, and interviewed dealers and eventually found that there was a great deal of monkey business going on at the exchange.
    
   
    Not only were many traders colluding by only quoting even eighths, many were also failing in other duties: harassing those who refused to go along with the price-fixing, refusing to honor prices they quoted (a direct violation of market-making rules), holding back limit orders within the spread, and so on.
    
   
    That led to a host of antitrust charges, civil lawsuits, and fines against 24 dealers, several dozen individuals, and the Nasdaq itself.
    
   
    Among those caught up in the scandal: Merrill, Salomon, Paine Webber, J.P. Morgan, plus a bunch of smaller houses.
    
   
    Over the next three years more charges and court actions circulated.
    
   
    In 1998 the parties finally resolved the issues through a two-pronged solution: a $1 billion settlement payment by the implicated parties (shareholders paying, of course) and reform of the obviously ineffective NASD and Nasdaq structure, including the addition of totally new management, creation of a new market surveillance subsidiary and new audit technology.
   
 
  
   
    There are other forms of collusive activity, like rigging and cornering, in which brokers or bankers or entire firms get together to try to circumvent auction, sales, or trading rules to make some dollars.
    
   
    They might do so by trying to control a piece of a market, or security—the theory being that those who control the supply can control the price, and therefore earn outsize profits.
    
   
    It doesn’t usually work, but that doesn’t seem to stop some from trying.
    
   
    Lots of this dates back to the 1920s, when brokers reported “wash sales”—trades that hadn’t occurred—in order to influence price and volume patterns.
    
   
    When that was banned they formed stock pools, syndicates that arranged their stock purchases and sales in a collusive manner in order to convey particular price information and get outsiders to buy (mostly) or sell (sometimes).
    
   
    They would arrange their price and volume trades so that things looked attractive on the ticker tape and outside investors would be lured into the action.
    
   
    When the pool had driven the market to a desired level (largely through self-perpetuating behavior reinforced by outsiders who were unaware of the scheme), they closed down their positions, split profits, and left unwitting investors holding the bag.
    
   
    Pool operations weren’t strictly illegal back then (though NYSE officials routinely denied that any such activity existed and prohibited specialists from being involved in any such games [the specialists often led the pools under the names of friends or relatives anyway])—but gullible investors watching the tape got taken time and again.
    
   
    Different forms of this have carried on into the modern era.
   
 
  
    
     Salomon’s Treasury Auction Rigging
    
 
  
   
    In the 1980s Salomon Brothers was the king of bond trading.
    
   
    Actually, it was the king of Wall Street, dominant in bond trading and underwriting, and very strong in investment banking and equities.
    
   
    As a result, it had plenty of swagger and pretty much did what it wanted to do.
    
   
    Salomon was a big risk-taker and had the brains and brawn to make lots of money at it.
    
   
    Sure, it made some bad calls, but more often than not it was right, earning hundreds of millions as a dealer and proprietary trader.
    
   
    The culture on the trading floor was aggressive, even cutthroat, and politics were rampant.
    
   
    Factions came in and out of power (depending on the state of the markets and the size of trading profits), so that at any time mortgages might have the upper hand, then government bonds, then corporates, then mortgages again.
    
   
    The bank also boasted an “arbitrage” group, created and led by John Meriwether.
    
   
    Meriwether, whom we’ll see again in chapter 7 when we talk about LTCM, assembled a team of quantitative and trading specialists in 1977 to take advantage of market discrepancies within, and across, asset classes: on-the-run versus off-the-run Treasuries, bonds versus futures and, later, swaps versus corporates, bond volatility versus swaption volatility, and so on.
    
   
    By 1981 the little team (which was the first to feature a few Ph.D.s doing quantitative modeling) had made Salomon $100 million, one third of its profits.
    
   
    It grew stronger and more powerful over the years and was often a significant contributor to the bank’s revenue stream (and a dominant user of its capital).
    
   
    In 1990 Meriwether persuaded CEO John Gutfreund to give the arbitrage group 15 percent of whatever it managed to earn.
    
   
    Gutfreund agreed, and the dawn of some unholy internal battles arrived.
    
   
    The compensation scheme netted some traders in the arb group $10 million to more than $20 million per year (including an eye-popping $23 million in 1990 for Larry Hilibrand, one of Meriwether’s best arbitrage guys), and engendered an every-man-for-himself attitude.
    
   
    Bad blood soon flowed between arbitrage, mortgages, governments, and banking; the internal conflicts led to morale problems, politics, secrecy, and a breakdown in controls.
   
 
  
   
    Which brings us up to the period of 1989 to 1991: the beginning of the end for Salomon as the dominant Wall Street force in trading, underwriting, and banking (a mantle that Merrill would assume for most of the 1990s).
    
   
    What happened?
    
   
    How did King Salomon lose its crown?
    
   
    Rigging Treasury bond auctions.
    
   
    Paul Mozer, head of Treasury bond trading, made no secret of the fact that he was upset by the amount of capital and risk capacity given to the arbitrage group and the size of the payouts that team members received.
    
   
    So what did he do?
    
   
    The only thing you can possibly do if you want to make some big money in a razor-thin market: corner some bonds.
    
   
    Starting in late 1989 Mozer decided he would try to control Treasury bond auctions and squeeze other dealers doing when-issued Treasury (WIT) arbitrage trades (i.e., selling WITs and buying them back after the auction); he reasoned that if he could squeeze the shorts, they would have to pay his price for the bonds they needed to cover their positions—meaning big dollars.
    
   
    So off he went.
    
   
    In May 1990 Mozer bid for more than 100 percent of a bond issue at an auction.
    
   
    That yielded a phone call from U.S. Treasury officials, who reminded Mozer about the long-standing “gentleman’s agreement”: no bank should bid for more than 35 percent of an issue at any auction.
    
   
    But Mozer kept on going, bidding even more aggressively: 240 percent at the next one, which led to another reprimand (plus a formalization of the 35 percent rule that had once just been an understanding).
   
 
  
   
    Not wanting to be deterred by a silly U.S. Treasury rule, at the next auction Mozer decided to submit a 35 percent bid for Salomon, plus 35 percent for each of various institutional clients (who hadn’t authorized such bids).
    
   
    Salomon wound up with half the issue and some good profits in the short squeeze.
    
   
    To complete the cycle, Mozer created some false trades that passed the unauthorized client purchases over to Salomon.
    
   
    Unfortunately, one of the clients that Mozer had falsely used, S.G. Warburg, had actually submitted its own bid, pushing the bank over the 35 percent limit.
    
   
    Never mind, Mozer kept at it, auction after auction: more false client bids, more false internal trades, repeatedly throughout 1990 and into mid-1991.
    
   
    But no one around the bank seemed worried: even though most of Salomon’s senior executives became aware of Mozer’s infractions as early as February 1991, they did nothing about it for months.
    
   
    Only that summer did Gutfreund try to rein in Mozer with some additional controls.
    
   
    But by then it was too little, too late.
    
   
    When Gerald Corrigan, head of the New York Federal Reserve Bank, learned about the misbehaving in August 1991, he demanded senior management changes.
    
   
    Warren Buffett, a holder of $700 million of Salomon preferred stock since 1987, helped the bank reorganize.
    
   
    That led to some housekeeping: Gutfreund, charged by the SEC with failure to supervise, was forced to resign as CEO and was barred from being a CEO on Wall Street ever again (he eventually wound up as a senior relationship executive at a tiny shop, Unterberg Towbin).
    
   
    Meriwether, by then vice chairman and nominally responsible for all trading (including Mozer’s), was also forced out; he served a three-month suspension from the securities business and eventually went on to even more spectacular peaks and valleys through LTCM.
    
   
    Mozer was fired, fined, and suspended.
    
   
    Various other senior managers were buried as well.
    
   
    The bank (no, the bank’s investors) was forced to cough up $290 million in fines for the flagrant rigging violations.
    
   
    The damage to the bank’s reputation was considerable, too.
    
   
    No longer was Salomon held in the same regard, and pieces of the bank seemed to dissolve from that point on.
    
   
    Though Buffett’s credibility as an active player created stability and ensured liquidity, the bank’s glory days were over.
    
   
    Salomon’s tremendous momentum from the 1980s was gone—it would eventually merge with Smith Barney, and then fall into the arms of Citibank.
    
   
    A decade later, reflecting on the whole affair, Gutfreund continued to hold that the whole affair was no big deal: “It was a victimless crime, it was just other Wall Street firms that were hurt.”
   
     
      1
      Wonderful.
 
  
   
    Insider trading is, of course, another big no-no that rears its ugly head from time to time: trading on nonpublic information is against the law, and some on the Street get caught every so often.
    
   
    From the late nineteenth century until the Great Crash, insiders at banks regularly took advantage of private information to generate profits for themselves and their firms.
    
   
    But the practice wasn’t actually illegal until the passage of the Securities Exchange Act of 1934, and there were no criminal prosecutions from the 1940s through the 1960s as Congress hadn’t yet made insider trading a crime.
    
   
    A few cases popped up during the late 1970s, but the biggest abuses didn’t really start till the 1980s (fortunately, additional legislation passed in 1984 and 1988 made it easier to dole out penalties).
    
   
    Once M&A activity heated up, a lot more Wall Streeters got caught with their hands in the cookie jar.
    
   
    For instance, between 1982 and 1986 regulators acted on 79 cases; during the balance of the decade, they prosecuted dozens more, including some very high-profile ones involving bankers and risk arbitrage traders at Kidder Peabody, Goldman, Drexel, and a few other shops (some of those caught even got hauled away in handcuffs, which provided great footage for the evening news).
    
   
    In recent years instances of insider trading have declined somewhat through improved regulatory surveillance, which can track trading activity more accurately.
    
   
    It has also been aided by Regulation FD, which requires companies to make simultaneous disclosure of “market-moving” information to the public at large.
    
   
    So gone are the days when bank equity analysts, cozy with company management, got first dibs on sensitive, nonpublic information.
    
   
    The information arbitrage that banks once enjoyed has compressed a bit.
   
 
  
   
    But let’s not pretend all is well.
    
   
    Insider trading still happens, in stocks, bonds, and other financial assets subject to information barriers.
    
   
    For example, in 2003 Goldman coughed up $9.3 million to settle SEC charges that it traded on inside information related to the U.S. Treasury’s decision to suspend issuance of 30-year bonds.
    
   
    It seems a consultant “in the know” told a Goldman economist, who told the trading desk, who positioned the book to profit when the market moved on the news.
    
   
    And it moved: the announcement sparked the largest one-day price shift in 14 years, and the lucky Goldman traders made $3.8 million of essentially risk-free profits.
    
   
    Goldman fell on the sword, of course.
    
   
    It stated in a press release in the aftermath that “the firm holds itself to the highest standards and any failure in this regard is a great embarrassment.”
    
   
    Yes, indeed.
   
 
  
   
    And sometimes the Street skirts the law by engaging in fraudulent business activities, kickbacks, and so on.
    
   
    For instance, during 1996 and 1997 CSFB’s very aggressive derivatives unit, CS Financial Products (CSFP), lied to Japanese regulators about the kind and amount of business it was doing in Japan so that it could show less onshore revenue and therefore pay less tax; it also obstructed official investigations into the matter.
    
   
    Japanese regulators revoked the bank’s license in 1999, while U.K. regulators fined the bank 
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      BAD RISK MANAGEMENT
     
 
  
   
    At the start of the book we said that taking and managing risks is one of the Street’s main jobs.
    
   
    That’s what banks do—it’s how they earn a living and pay the bills.
    
   
    GM makes cars, GE makes light bulbs and jet engines, Nokia makes phones, Morgan Stanley and Goldman and J.P. Morgan and all the others make risk capacity: they do it by trading different assets and markets, and by granting loans.
    
   
    Naturally, different Street banks have different approaches to risk.
    
   
    Some are big risk takers, swinging for the fences at every opportunity (meaning some strikeouts, along with the occasional long ball out of the park).
    
   
    In traded markets they take risks as principals or dealers, buying from one client and selling to another; until they’ve sold the risky positions they’ve bought, they reap the gains and suffer the losses.
    
   
    They also take risk directly: dedicated proprietary (prop) teams, using pieces of shareholders’ capital (as it were Monopoly money), come up with clever ideas on how to take advantage of the markets to make some dollars.
    
   
    Banks like Goldman, Citi, J.P. Morgan, Morgan Stanley, Lehman, Deutsche, and UBS may fall in this category.
    
   
    Some firms are risk-takers of a different sort: they’ll take a punt, but usually by concentrating on business that flows through the doors.
    
   
    So they’ll act as dealers and take the residual risks that come from the client dealing role, but they don’t necessarily have dedicated squads of prop traders betting the markets, and they don’t usually throw a lot of capital behind the risk effort.
    
   
    Merrill, CSFB, and a few others may fit in here.
    
   
    And there are some banks that take a few risks, but not too willingly.
    
   
    They prefer to focus on customer business and discourage, minimize, or bar prop trading.
    
   
    Here we see some of the smaller firms and niche players, like A.G. Edwards, Schwab, Lazard, heavily focused on institutional M&A or retail customers rather than risk taking.
    
   
    The same scheme applies to lending and credit risk; some banks are big lenders and credit risk takers, others prefer a more modest level of involvement and exposure.
    
   
    So the Street has gradations of riskiness among its own, and it’s generally true that those taking a significant amount of risk run into problems every so often.
   
 
  
    
     WHY TAKE RISKS?
    
 
  
   
    The core of the banking business is based on risk taking, so banks generally have to take some degree of risk if they want to progress.
    
   
    Relying solely on fee-based advisory business or other nonrisk business (e.g., trust, custody, asset management), as some of the smaller or niche players do, means a lower absolute amount of revenues and potential problems when flows dry up.
    
   
    But banks often have other reasons for taking risk.
    
   
    Some, for instance, take risks to win business, while others do so to try (at least theoretically) to diversify revenues.
   
 
  
   
    In Wall Street’s very competitive world, putting up the balance sheet—risking the firm’s capital—is a way of winning deals.
    
   
    By buying primary debt and equity deals, extending loans prior to a full syndication, funding bridge loans before a takeout in the capital markets, putting on client derivative trades before coming up with solid hedges, or ramping up a CBO, CLO, or CMO conduit before securitization, banks are using their resources to get business done.
    
   
    Those hoping to crack into the top tier (or keep their spots there) may find themselves putting more capital at risk than they might want, which is dangerous business and decidedly not for the faint of heart.
   
 
  
   
    Those seeking to insulate against lower banking fees, a bad credit/lending cycle, or meager retail commissions sometimes turn to prop risk taking as a diversification strategy—and hope they get it right.
    
   
    It’s a bit nerve-wracking if you’ve got pure prop traders carrying the firm for a few quarters, till other business picks up.
    
   
    A firm of ten thousand may rely on the brainpower of 10 or 15 sharp traders to earn hundreds of millions of dollars every quarter to keep the lights on and the computers humming.
    
   
    What if they get it wrong?
    
   
    What if they are betting a huge chunk of the firm’s capital on a 25 basis point rate cut that has a 50 percent chance of happening?
    
   
    What if they can’t spot the thunderheads forming over a heavily indebted emerging nation?
    
   
    What if they misprice some enormously complex derivatives or huge block trades?
    
   
    Any of these can spell trouble.
    
   
    But when banks are operating in a bleak business environment with no pipeline or deal flow, and have already done what they can to squeeze out excess costs, the move to additional prop trading surfaces as one of the few alternatives.
    
   
    There is so much riding on this scenario that it’s little wonder the stock prices of those known to be relying heavily on prop trading can get hit: investors don’t want shares in a bank that has turned into a one-trick pony, so they sell (which is why some banks don’t tell just how much prop risk they are taking or how much they are making or losing—they just lump any profits or losses in with other things so that things don’t look too skewed).
    
   
    In fact, the turn toward trading when other business gets sluggish happens pretty regularly: in the late 1980s, in 1992–1993, in the early part of the millennium.
    
   
    In fact, during the post-TMT crash, when there was no deal flow to speak of on the Street (e.g., global M&A down nearly 70 percent between 2000 and 2003, IPOs down a whopping 90 percent), a number of banks jumped back into the risk business, quietly or with fanfare, depending on the image they were hoping to project (those trying to be a bit more forthright called it a “revenue diversification” strategy, those preferring stealth said nothing at all).
    
   
    Many houses added people and capital to the effort—CSFB, UBS, Deutsche, Credit Lyonnais, Merrill, Lehman; Stanley launched a special group to focus on prop fixed income opportunities, Goldman set up a low-profile group in London to trade across markets (somehow, though, “Goldman,” “proprietary trading,” and “low profile” just don’t go together).
    
   
    Citi, which closed down the rump of the old Salomon arbitrage group in 1998, ramped up its pure prop currency, equity, and debt trading, too.
    
   
    J.P. Morgan, which has been in and out of prop trading for years, got back in during 2003 (even after closing down chunks of it in 2001 as it tried to calm investors after all those massive credit losses from Enron, TMT loans, and Argentina).
    
   
    Merrill, never known for being a big dedicated prop trader, set up a cross-markets group in 1995, shut it down in 1997 after losing some dollars, then started things up selectively in 2002.
    
   
    Of course, since it’s difficult to know what’s really going on, a good rule of thumb for all investors is to assume risk levels are on the rise whenever other business flows have dried up and costs have been trimmed; investors should be on guard because the banks are probably speculating again (even though most of them said they wouldn’t, as they also said in the aftermath of the 1987 crash, the 1990 junk bond dislocation, the 1994 Fed increases, the 1998 crisis, and so on; memories are woefully short).
   
 
  
   
    Why is risk taking so dangerous?
    
   
    Because it’s hard to manage all of the moving parts properly, meaning there are lots of ways to screw up.
    
   
    More, in fact, than the person on Main Street knows (or will every know), because there are also a number of ways of making losses disappear (unless they are huge, in which case a bank usually has to come clean—or semiclean, as the actual losses are probably more like 2 
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      INTERNAL BREAKDOWN
     
 
  
   
    We’ve spent several chapters talking about all the things that can, and do, go wrong on Wall Street.
    
   
    We’ve recounted some real-life examples of the Street’s failure (with the niggling caveat that what’s contained in these pages is just a small sampling), and we’ve noted that the problems often reach out to harm lots of different stakeholders.
    
   
    We’ve spoken broadly about the reasons for the losses: accidental stumbling and doing the wrong thing.
    
   
    Now it’s now time to dig into the causes in more detail.
    
   
    We want to get to the heart of why the Street stumbles and why it does the wrong thing.
    
   
    What particular factors cause it to fail?
    
   
    Why does failure happen so often?
    
   
    Is it company specific, systemic, or both?
    
   
    By understanding something about these questions we can hone in on root causes and set the stage for a discussion, in Part III, of a possible cure.
    
   
    After all, we aren’t interested in just observing problems, diagnosing them, and then moving on to something else; we’d like to think about solutions to help solve what’s wrong.
   
 
  
   
    But the matter at hand right now is diagnosis.
    
   
    Many of the Street’s problems, as you’ve probably realized, are of its own making: they are 
    internal to departments and firms, and to the people who staff them.
    
   
    However, since Wall Street doesn’t operate in a vacuum, some of its problems are caused or exacerbated by 
    external forces, those operating outside of individual firms.
    
   
    We’ll take a look at internal causes in this chapter and external ones in the next one.
   
 
  
   
    When considering all of the internal problems that lead to accidents, client abuse, misrepresentation, fraud, and other nastiness, we find three major reasons for the breakdowns: flawed governance, bad management, and poor skills/controls.
    
   
    Each one of these has a part in leading firms astray, and when all three are at work simultaneously the problems can get very serious, indeed.
   
 
  
    
     BREAKDOWN #1: FLAWED GOVERNANCE
    
 
  
   
    Governance is the fancy name given to the practice of looking after a firm’s stakeholders.
    
   
    Lots of parties—investors, creditors, clients, suppliers, regulators, and even broad communities—have a vested interest in a firm’s continued success, so rules, regulations, laws, and moral standards have been created over time to make sure that the firm does what it should to protect these stakeholders.
    
   
    That’s very comforting when you’ve invested money in a company, or you’ve lent it some money, or you use its goods or services.
    
   
    You don’t want to wonder whether your money is safe, you’ll get your quarterly interest check on time, or the goods or services will be delivered as promised: there are mechanisms that take care of all of that.
    
   
    At least, that’s the theory.
    
   
    In practice, governance breaks down pretty frequently, either because the framework hasn’t been properly structured or aspects of the process go unheeded.
    
   
    Bad governance isn’t unique to Wall Street, of course.
    
   
    It can (and does) hit companies in other industries.
    
   
    In fact, some of the biggest scandals that the Street has been caught up in over the years have come from bad corporate governance at client companies (e.g., Enron, WorldCom, Tyco).
    
   
    But since we’re talking about the Street here, we’re talking about bad governance within banks.
    
   
    Bad governance often leads the Street down the wrong path.
   
 
  
   
    Good governance says that board directors should properly represent the interests of shareholders (directors are, after all, shareholders’ agents), the interests of shareholders and executives should be properly aligned, directors and executives should be held accountable for their actions, clients should not be prejudiced or harmed in the pursuit of profits, and corporate operations should be managed prudently, with robust controls.
    
   
    It’s not too hard to see how the Street might fail at these and end up stumbling or doing the wrong thing.
    
   
    Let’s examine each one in a bit more detail.
   
 
  
   
    First, directors may not properly represent shareholder interests.
    
   
    For instance, they may support bank management in a particular endeavor, even if it isn’t in the best interests of investors (meaning they might be accused of breaching legal duties of care and loyalty, which say that directors must make informed decisions that further the interests of shareholders).
    
   
    That’s happened a few times over the years: signing off on expensive acquisitions at huge premiums; approving huge expansions and hiring sprees that aren’t well grounded in strategy; refusing to sell the bank to another firm, even when the acquisition premium being offered is extremely attractive and a sale certain to be advantageous to investors; refusing to replace executive leaders who have led the bank astray; and so on.
    
   
    Any of these problems can pop up if directors are conflicted, disengaged, or technically incapable, if they’re too close to management, or if they’re more interested in furthering their own positions.
   
 
  
   
    Second, the interests of shareholders and executives may be misaligned.
    
   
    One of the best ways of getting everyone on the same page is to make sure that executives get paid handsomely when they return good value to shareholders: everyone wins when the stock price keeps climbing, so why not tie executive compensation to the sustainable level of the stock price?
    
   
    That happens, sometimes.
    
   
    But too often executives get piles of money regardless of what happens to the stock price—meaning interests are misaligned.
    
   
    Even if banks are firing hundreds or thousands, or they’re suffering from poor revenues, wrestling with big trading or credit losses or the latest Street scandal, paychecks are usually still pretty big.
    
   
    (Maybe the big dollars are a reward for “managing through a bad environment”?)
    
   
    It isn’t hard to find evidence of a complete disconnect in pay for performance.
    
   
    It’s happened throughout the ages, but started becoming more evident in the 1960s and grew steadily from that point on.
    
   
    Over the past three decades Wall Street pay has taken a sharp turn upward even though stock prices don’t always follow suit.
    
   
    It has remained true through the millennium, even after nasty market dislocations, poor operating results, and flagrant misbehavior.
    
   
    Let’s consider just one example: in 2002, when Street investors saw their shares get flattened as a result of poor business conditions (low trading volume, zero M&A and IPO fees) and big write-offs (from prop trading losses, soured loans, settlements), top managers still walked off with seven—and eight-figure bonus checks.
    
   
    The CEO and president of Merrill each got $14 million, the CEO of Goldman $12 million, the CEO of Bear $20 million, the CEO of Citi $18 million, the CEO of Stanley $11 million, the CEO of Lehman $12.5 million—even as they cut jobs, reported weak earnings and got caught up in some of the scandals we’ve talked about.
    
   
    And even though the head of J.P. Morgan had his pay reduced by $5 million because shareholders got a –37.5 percent return on invested capital, he still earned a pretty impressive $11.4 million (including a $5 million “merger” bonus for bringing J.P. and Chase together “successfully”).
    
   
    What kind of signal does all of this send?
    
   
    A bad one: even if the executives responsible for creating shareholder value can’t pull it off, they still line their own pockets.
    
   
    A winning situation for the executives, a losing proposition for the shareholders.
    
   
    And that’s because governance isn’t working as it should; the compensation committees of the boards of these banks roll over and dole out big prizes whatever the market conditions or firm-specific performance.
    
   
    (To be fair, there are some exceptions.
    
   
    Every so often a few executives decline their pay packages when they don’t perform: the top two at Schwab got no bonuses in 2002 and gave back three years of options because they didn’t meet earnings targets.
    
   
    Unfortunately, these cases represent the exceptions, not the rule.)
   
 
  
   
    And, of course, handsome compensation isn’t just limited to executives; it reaches down to senior producers—bankers, traders, salespeople, brokers—who are supposed to bring revenues in the door.
    
   
    These folks get paid lots of bucks, sometimes without regard for the quality of the business they bring in.
    
   
    While some of the compensation may be justifiable in a strange Wall Street way, most of it isn’t—it’s disconnected from the realities of sustainable value creation and misaligned with the amount and timing of any value being created.
    
   
    For instance, a prop trader who books lots of long-dated deals gets to present value the earnings of the trades that’ll be on the books for many years: she gets paid today but leaves the bank with tail risk that’ll last till the next decade.
    
   
    A banker who lands a bond deal for a client that subsequently goes bust still gets paid up front; the bond buyers, and maybe even the bank’s investors, suffer the losses.
    
   
    A broker gets paid an up-front bonus to come across with a book of business, and is then paid out on the basis of gross production.
    
   
    This translates into a buyout of the last employer (i.e., no risk of economic loss in job jumping) and a heavy focus on selling risky things and promoting lots of trading volume.
    
   
    If things go sour and the client loses, the broker doesn’t really suffer—he or she has been paid on the basis of business brought in, not client performance.
    
   
    It’s worth noting that many Street firms grant a portion of compensation in the form of equity options, which is good as far as aligning interests.
    
   
    Some, though, hand them out like candy, meaning a very large transfer of wealth from investors to employees.
    
   
    Do you think the investors are aware of just how much of a wealth transfer is going on?
    
   
    Probably not (unless they’re reading those tiny little footnotes in the 10-K filing), but they will be when the day comes for option expensing through the income statement.
    
   
    When the pay process is disconnected from other realities and interests, dollars are all that matter; earning those dollars through 
    any means possible is a strategy some choose to follow, to the disadvantage of the stakeholders.
   
 
  
   
    Third: accountability may disappear.
    
   
    Directors are accountable to shareholders, executives are accountable to directors: that helps protect the shareholders and their capital investment.
    
   
    So what happens when banks get caught with their hands in the cookie jar, suffer from trading losses from overexposure to a risk or market, get slapped with class action lawsuits over regulatory infractions, or write off the latest multibillion-dollar strategic expansion?
    
   
    Generally, nothing.
    
   
    Accountability disappears.
    
   
    No one at a senior level, it seems, is responsible for problems or losses (though many come out of the woodwork when it’s time to take credit for successes).
    
   
    During ugly events, those leading to losses or writeoffs in the hundreds of millions, a few senior bankers or traders or risk managers may get handed up on platter to assuage whatever constituency is upset, but that’s about it.
    
   
    Once in a blue moon a senior executive gets thrown to the wolves, but that’s usually only after there have been repeated blowups and the press coverage gets too embarrassing.
    
   
    For instance, Allen Wheat, former CEO of CSFB, was eventually booted by the bank’s directors, but not until he had guided the bank through several years of rather expensive mistakes: mega-losses in Russia in 1998, a huge brouhaha over guaranteed bonus pools, run-ins with regulators around the world, the technology banking problems mentioned in the past few chapters, and so forth.
    
   
    When someone senior gets shoved out the door, it’s usually about containing bad press or calming some constituency; it’s not about someone standing up to say, “I am accountable and should take responsibility by leaving.”
    
   
    Heaven forbid.
    
   
    And directors?
    
   
    Forget it.
    
   
    The world can come crashing down around them, and they still keep their comfortable board positions.
    
   
    How many board members have been ousted over a bad showing on Wall Street?
    
   
    It’s hard to think of any, even when huge “unexpected” losses appear within the risk appetite approved by the board, when supposed strategic decisions taken by directors turn out to be rotten eggs, when share values slide and stay depressed for years.
    
   
    What does all of this say?
    
   
    Basically, that directors and senior executives aren’t accountable for problems, so if there’s a screwup, it isn’t their fault.
    
   
    And with that attitude, it’s little wonder that the Street fails as often as it does.
    
   
    Manhattan District Attorney Robert Morgenthau, commenting on the Enron/Citibank/J.
   
   
    P. Morgan settlement, noted that “when you have institutions this big it’s difficult to pinpoint responsibility.”
    
   
    That’s too bad.
    
   
    Or perhaps it’s a brilliant tactic, making banks so large and diffuse and so adept at playing dodge ball and musical chairs, that no one in the executive suite or on the board can be held accountable.
    
   
    When the seniors refuse to take responsibility for the actions of their employees, business units, departments, or institutions, governance is badly flawed.
   
 
  
   
    And what about the argument that it is individuals, rather than institutions or the Street as a whole, that are to blame for the failures we’ve discussed?
    
   
    What about the notion that we shouldn’t condemn the whole industry for the actions of a few (or a dozen, hundred, maybe thousand) people?
    
   
    Perhaps there is some validity to the argument; a few bad apples shouldn’t wind up spoiling the whole bushel, and certainly not the entire orchard.
    
   
    But there are limits to this point of view.
    
   
    Directors and executives have to be responsible for the actions of each individual and for creating an environment with proper controls.
    
   
    If an individual mistreats a client or misvalues a book, or performs due diligence poorly, then there is an implicit expectation that those in charge will fix the problem.
    
   
    But too often that doesn’t seem to occur, so the problem gets larger, and the influence of the bad apple spreads.
    
   
    There are just too many instances in which problems were created not by just one or two individuals, but by entire teams, offices, and firms.
    
   
    Yes, Leeson was the one who did all the false trading that caused huge losses at Barings, but the executives and directors who failed to question his P&L (and blindly accepted that he could make so much money on a low-risk business), the treasury and finance departments that didn’t question huge funding requirements for exchange margins, and the failed management and operational controls that permitted lack of segregation all mean that the failure was much larger than the individual.
    
   
    We can say the same about most of the other problems we’ve discussed in the book: Kidder’s strips, Salomon’s auction rigging, Lehman’s rogue broker, Merrill’s PO “ticket in the drawer” and Nigerian barges, Goldman’s Treasury insider trading, the Street’s research scandal, the yield burning, the mutual fund problem, and so on.
    
   
    So the argument that the individual is the primary or sole cause of the Street’s failure is not defensible.
    
   
    The failures stem primarily from improper firmwide action, and that is driven, to a large degree, by lack of appropriate executive accountability.
   
 
  
   
    Fourth, governance demands that clients, as stakeholders, be protected.
    
   
    Clients are the lifeblood of the Street’s business, so directors and executives are going to make sure that clients are protected, right?
    
   
    Well, not always.
    
   
    We’ve already talked about different ways in which banks can abuse clients, so it’s pretty clear that this aspect of governance falls down more frequently than we might expect.
    
   
    Corporate principles espousing the importance of the client—of “the client as king”—are sometimes questionable, even laughable.
    
   
    How else do we explain the large number of client-related problems, actions and challenges that have occurred so regularly?
    
   
    If the client were truly king, there simply wouldn’t be such widespread challenges and complaints.
    
   
    All of the arbitrations, class-action lawsuits, no-contest payoffs, and regulatory fines and sanctions occur because the Street’s directors and executives are not taking care of clients the way they should.
    
   
    If the Street cared about its investing clients, would it have permitted the sale of leveraged pyramid trusts, or commercial paper on the brink of default?
    
   
    Would it have allowed the research scandal to occur?
    
   
    Would it have prejudiced “normal” clients by giving hedge fund clients and senior corporate executives preferential treatment?
    
   
    Would it have sold risky partnerships to widows and orphans?
    
   
    Would it have put consumer goods and pharmaceutical companies into toxic derivatives?
    
   
    Would it have allowed market timing and late trading in funds?
    
   
    Would it have spun, laddered, tied, reverse tied, front-run, colluded, and interposed?
    
   
    Unlikely.
    
   
    Failing to properly protect client interests, a cornerstone of governance, leads the Street to do things it shouldn’t do.
   
 
  
   
    And, fifth, controls may be either absent or ineffective.
    
   
    Directors recognize that they have to have the right people, skills, and infrastructure in place to protect the integrity of a big banking operation: that helps make sure nothing slips through the cracks, and that all rules and regulations are followed to a T. Well, we know that banks often fall apart in this area, with major operational, client, and risk losses coming from bad controls.
    
   
    In fact, this is such a big reason for the Street’s failure that we’ll save it for later in the chapter.
    
   
    Suffice to say, for now, that the Street’s control weaknesses are another element of botched governance.
   
 
  
    
     BREAKDOWN #2: BAD MANAGEMENT
    
 
  
   
    If flawed governance is the origin of certain problems, bad management is the mechanism that puts them in motion.
    
   
    Management guides the entire bank the wrong way and, like the battleship that takes miles and hours to turn around, there is little that can be done to halt the course quickly enough to avoid damage.
    
   
    What types of management mishaps contribute to the Street’s failures?
    
   
    Doing business without a clear sense of direction, executing poorly, or trying to reverse strategies midstream.
    
   
    Executives wind up looking confused and tentative, and they send mixed signals, waste corporate resources, and exacerbate or accelerate many of the problems we’ve talked about.
   
 
  
    
     No Strategic Focus
    
 
  
   
    Executives, with the support and guidance of directors, are meant to create a corporate strategy that is clear, focused, and consistent with shareholder expectations.
    
   
    That’s actually what they get paid to do.
    
   
    Unfortunately, bank executives often have trouble formulating that clear, focused, and consistent strategy (and they compound problems by having difficulties executing whatever plan they actually develop, which we’ll save for later).
    
   
    Let’s look at two common strategic problems that seem to have plagued bank executives over the years: trying to figure out what markets to serve and deliberately wanting to be all things to all people.
   
 
  
    
     What Markets to Serve?
    
 
  
   
    Some banks don’t really know what they want to be: one day [month/quarter/year] they want to be a full-service bank, with strong capabilities in investment banking and commercial banking; then a pure investment bank, shunning commercial banking to focus on M&A and sales/trading; sometime later a global player, with branches and subsidiaries dotting key centers around the world; then, maybe, an asset management house with a big team of portfolio managers and a platform to capture retirement and savings assets.
    
   
    Or maybe they want to downshift a bit, becoming a niche bank or boutique; or maybe one with more of a wealth management/private banking focus; or maybe one specializing on fee-based trust, clearing, and custody services.
    
   
    Or
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      EXTERNAL WEAKNESS
     
 
  
   
    Wall Street’s failures aren’t caused solely by the actions of misguided directors and executives, overly aggressive traders and bankers, unscrupulous salespeople, conflicted researchers, or inexperienced control personnel.
    
   
    They are aided, knowingly or unknowingly, by what happens in the external environment.
    
   
    There’s no passing the buck here, of course.
    
   
    The Street itself is primarily responsible for what it does, how it does it, how it fails, and the damage that it causes, and there can be no scapegoats or shifting of responsibility.
    
   
    But external forces are part of the system of checks and balances.
    
   
    Regulators and auditors, representing two of these checks, have to step up and take their share of the blame when things go awry.
    
   
    Though much of what they do is successful and useful, not all of it goes as planned.
    
   
    These groups can be weak links in the chain, contributing directly or indirectly to the Street’s problems, and if they aren’t held accountable for falling down on the job, then what’s the point of having checks and balances and examining Wall Street’s actions from the outside?
    
   
    Why bother regulating, reviewing, inspecting, or auditing banks and their personnel if the parties that are nominally responsible for this oversight aren’t up to the task or, worse, botch it up?
    
   
    Why create rules or laws that are ineffective or ignored?
    
   
    Wouldn’t it be better to save taxpayers and shareholders a bunch of money?
    
   
    Wouldn’t it be better to remove the sometimes questionable “regulatory/independent auditor” imprimatur that shareholders and retail and institutional clients still rely on?
   
 
  
   
    Regulators and auditors aren’t the only ones that fail to scrutinize, control, or discipline from outside.
    
   
    Credit rating agencies, activist institutional investors, and squeaky wheel consumer defense groups have a role to play, too, and they sometimes mess it up.
    
   
    But for our discussion in this chapter we’ll stick with the two main overseers, since they’re the ones that everyone turns to when things go pear-shaped.
   
 
  
    
     WEAKNESS #1: STUMBLING REGULATORS
    
 
  
   
    Since Wall Street is so large and complex, it has to be regulated by a number of different bodies: the SEC, the CFTC, the Federal Reserve, the Office of the Comptroller of the Currency, and certain state agencies.
    
   
    Each of these groups has jurisdiction over specific areas and is responsible for reviewing and enforcing particular activities (though sometimes they try to horn in on one another’s territory, as when state attorneys general take on some of the SEC’s role in rooting out bad research or mutual fund sales and trading practices, or the SEC and CFTC slug it out over certain kinds of derivatives; these encroachments aren’t necessarily bad because regulators, like anyone else, can get a little sleepy on the job).
    
   
    Regardless of the area they represent, regulators face a thankless task and deserve some gratitude for even trying to pull it off.
    
   
    Their jobs are enormously difficult.
    
   
    They try to succeed against all odds and generally seem to be doing the right thing; sometimes they get it right, and sometimes they don’t, but even when they fail it’s usually not for lack of trying.
   
 
  
   
    Here’s the general picture: regulators of banks, securities firms, brokers, and funds are government officials responsible for inspecting the activities and financial strength of individual institutions.
    
   
    When they can’t do all of the daily monitoring, they delegate duties to SROs and individual firms (and their compliance/control functions)—which, as we’ve said, doesn’t always work out as well as it should.
    
   
    Regulators get paid a decent government wage for their efforts, they get to work 9 to 5 and have good job security.
    
   
    Most have college degrees (even advanced ones), and some have general training in the financial industry, though for many, especially field examiners, financial review and enforcement is their first job.
   
 
  
   
    That background sounds adequate until you consider the fact that regulators are charged with monitoring very complicated institutions that run complex activities through lots of onshore and offshore entities.
    
   
    They may not fully understand everything that’s going on, they may not have access to all the information they require, and they may be misled by anyone who is inclined to mislead.
    
   
    They are dealing with individuals who often have little respect for the regulatory process.
    
   
    And they are woefully understaffed (e.g., in 2003 the SEC’s Office of Compliance, Inspection and Examination had only five hundred investigators covering more than eight thousand mutual funds and seven thousand investment advisors; the agency’s case load has increased by 80 percent over the past two decades, but its staff has grown less than 30 percent.)
    
   
    In this light, things seem a bit more challenging—maybe it’s not really a surprise that they can’t always be effective.
   
 
  
   
    Unfortunately, the regulation process is plagued by shortcomings: inexperienced regulators are often assigned to inspection tasks, the review process can revert to “checking the boxes,” and the status quo may go unchallenged and conflicts unchecked.
    
   
    If (when) something blows up, regulators may be the last on the scene, which doesn’t help those who have been burned.
    
   
    All of this means the external review process can be ineffective, lowering the probability of helping the Street avoid failure; mistakes or bad behavior might not get caught till it’s too late (if at all—think about what’s probably out there, now, that no one has discovered).
    
   
    Let’s take a closer look at these problems.
   
 
  
    
     Too Green
    
 
  
   
    Unfortunately, some of what regulators do is based on the efforts of junior examiners who haven’t got a clue about Wall Street does or how it does it; many are just too inexperienced to dig into things that are substantive and potentially important.
    
   
    They often lack the practical understanding of how financial institutions and other intermediaries work, and where some of the real problems lie.
    
   
    And the fact that they are so junior means they can be misled by those seeking to mislead them.
    
   
    A fresh-out-of-college examiner querying a seasoned financial controller, trader, or risk manager about some apparent discrepancy can have the wool pulled over her eyes very quickly.
    
   
    Is she going to query, challenge, criticize, or probe incessantly?
    
   
    Probably not, because doing so takes confidence born of experience.
    
   
    Again, it’s not her fault: she is almost certainly doing the best job possible given limited knowledge and experience (as are her colleagues).
    
   
    But relatively inexperienced folks can’t add much value in protecting the Street’s stakeholders.
    
   
    (An independent report by consulting firm McKinsey, covering the state of the SEC noted that the agency “lacks the institutional structure and experience needed to systematically identify risks.”)
   
     
      1
     
 
  
   
    Why are so many green folks making the rounds?
    
   
    Economics.
    
   
    As we’ve said, these are government jobs, meaning government pay scales and government budgeting.
    
   
    You can’t attract experienced talent without paying up, and you can’t pay up if you don’t have taxpayer dollars to put on the table.
    
   
    It’s an unfortunate, and commonplace, reality.
   
 
  
    
     Checking the Boxes
    
 
  
   
    Regulators fail when they are willing to accept form over substance, checklists over forensics.
    
   
    They walk away happy because the apple is shiny on the surface, never mind that it’s rotten to the core.
    
   
    A typical regulatory inspection (conducted by a few junior examiners under the auspices of someone a bit more senior) goes like this: the juniors run around collecting trade tickets, credit files, P&L reports, and risk information and then try to piece certain things together.
    
   
    They may conduct a few interviews with control staffers, play a little game of “gotcha” on unimportant stuff (e.g., this ticket had the wrong time stamp on it, that credit file was missing last year’s balance sheet
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      GETTING THE HOUSE IN ORDER
     
 
  
   
    We’ve talked about how and why Wall Street fails—the essence of destructive problems that have been around for a long time.
    
   
    That’s all by way of background so that we can tackle the next part of the program: a cure.
    
   
    Rather than being cynical or despairing, which might be the easiest course in the face of so much bad news, we want to talk about how some of the problems might be resolved.
    
   
    We want to consider how Street firms can get their houses in order so that they can do good business more consistently, and so clients and shareholders don’t have to bear the brunt of the missteps.
    
   
    To be sure, a single book can’t hope to change firms that are accident-prone or intent on misbehaving or carrying on with the old ways of doing things.
    
   
    That would be a tall order, indeed!
    
   
    But if it can get a few folks on the Street to rethink how they do business so they can minimize the likelihood of more failure, then it’s a small step in the right direction.
    
   
    Consistent with our split between internal and external problems, we divide our “prescription” for overcoming failure into things individual firms can do (our discussion in this chapter) and those that outside parties can do (next chapter).
   
 
  
   
    *
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      SHORING UP THE DEFENSES
     
 
  
   
    Wall Street can’t go it alone.
    
   
    It can do its utmost to implement the essentials we’ve just covered—and that obviously has to be the focus of any move in the right direction—but it can’t expect to solve all of the problems by itself.
    
   
    The Street needs to turn outward and get a helping hand if it’s going to crack down on the failures that have proved so troublesome.
    
   
    Regulators and auditors, as we’ve seen, are two key external bodies that can, at least theoretically, provide an extra level of scrutiny and direction through their rules, regulations, and guidelines.
    
   
    They can help Street firms minimize the accidents and misdeeds.
    
   
    But before they can be effective, they’ve got to get their own houses in order.
    
   
    There’s no point in sending the warden to watch over the inmates if the warden is incapable, conflicted, or unwilling.
   
 
  
   
    But if reform is to be truly effective it has to go beyond regulators and auditors.
    
   
    Because the difficulties plaguing the Street are so complex and far-reaching, other outside parties have to play a role, too.
    
   
    Bank investors and bank clients, for instance, have to be much more active in helping keep banks on the straight and narrow.
    
   
    They’ve got to be willing to act as the collective thorn in Wall Street’s hide, agitating until proper resolution comes about.
    
   
    Indeed, we believe strongly that these stakeholders have a 
    duty to be active in dealing with the Street and its failings; they need to be at the leading edge of a challenge to the status quo, because they ultimately suffer the most when the Street fails.
    
   
    For some this is, and will be, an uncomfortable role.
    
   
    It’s a lot easier to sell a bank’s shares or find a new firm to do business with than to kick, scream, and demand satisfaction.
    
   
    But those willing to take the bold actions will add enormous value to the reform process.
   
 
  
   
    So to help the Street progress, external defenses have to be shored up; the pressure is on outsiders to improve things by actively promoting a number of external essentials.
    
   
    The balance of this chapter is devoted to seven such essentials.
   
 
  
    
     Essential #1: Make sure regulators and auditors are very, very good.
     
   
    The regulatory and audit process can only be as good as the folks involved in regulating and auditing.
    
   
    If you put in weak, inexperienced, gullible, or clueless examiners or auditors, you’ll get a substandard review process that doesn’t add much value.
    
   
    Regulatory and audit functions can be useful when they’re driven by people who know what’s going on and what’s important, who can stand up to ego-driven Wall Streeters, who can bring experience and a somewhat cynical eye to the process, and who know what rocks to look under or where to search for hidden bodies.
    
   
    This means getting the right folks in place—tough, experienced, control minded, conflict free, and knowledgeable.
    
   
    If the external examiners and auditors are going through the trouble of calling on Street firms to see whether they’re playing by the rules, why not do it with the right people?
    
   
    Not only does it increase the chances of catching something truly meaningful, it sends a powerful message to the Street: no longer can banks try to fool the junior examiners or auditors—rather, banks on the Street are going up against ex-lawyers, bankers, or risk managers with many years of experience who mean business.
    
   
    That’s just a little something extra to help keep the Street focused on the right thing.
   
 
  
   
    Naturally, this approach costs money.
    
   
    The truth is that would-be regulators and auditors with the desired qualities are tough to find, because most are working on Wall Street, in law or consulting firms, or somewhere else where the pay is a bit better.
    
   
    So it’s time for regulatory agencies and audit firms to pony up for talent—the Street’s certainly been doing it for a long time.
    
   
    Though the dollars might be big, it’s a worthwhile investment because there will be less time and money spent trying to “catch up” with what Wall Street is doing and more time getting ahead of potential problems.
    
   
    If regulators and auditors can spend a bit more money today and, in so doing, catch a few problems before they become megaproblems, then the extra expense is easily justified.
    
   
    To get some of the good wood on board, regulators just need to slap “special inspection levies” on the Street firms they are reviewing, and the audit firms just have to raise their fees a bit.
    
   
    That should take care of the economics.
    
   
    (And if pay for regulators blows through government pay scales, just make a new pay category expressly for financial regulators.)
   
 
  
   
    Which failures does this essential help solve?
    
   
    Most of what we’ve talked about in the book: anything related to breach of rules (like spinning, laddering, and front running) would be solved with the right regulatory expertise.
    
   
    Anything related to internal control sloppiness (like operational, legal, and model risk losses) would be taken care of by having top-notch auditors on the case.
    
   
    Replace the juniors with the vets, and the frequency of rule violations, silly mistakes, and misbehaving is virtually guaranteed to decline.
    
   
    Will that eliminate all of the failures?
    
   
    Of course not.
    
   
    There will always be problems that slip through.
    
   
    But it will catch, prevent, or eliminate many, and that would represent significant progress.
    
   
    And who’s responsible for implementation?
    
   
    The heads of regulatory agencies and the heads of audit firms: they have the power and resources to get top-quality personnel on board so that the inspection process adds more value.
   
 
  
    
     Essential #2: Make the inspections meaningful.
     
   
    Regulators and auditors have to stop the rote box-checking they’ve been following for years and start digging in deep—very deep.
    
   
    The days of pro forma exams and audits based on surface-level scripted behaviors, questions, and reviews have to come to an end if the external process is going to keep the Street from damaging itself and its stakeholders.
    
   
    Examiners and auditors need to throw away the old model, hone in on known or suspected problem areas, set up camp, and start digging.
    
   
    They need to dig away until they find a problem or walk away truly satisfied that everything is functioning properly.
    
   
    If that takes many months, so be it—at least it’ll be a more valuable exercise than the traditional SOP box checks.
    
   
    It’s easy enough to prioritize things that need to be scrutinized: functions and processes that are client-facing, those involving the integrity of controls and independence, those that might lead to conflicts of interest, and those that involve new products, markets, or risks.
    
   
    Or maybe those that have been the source of complaints (as reflected through arbitration activity, threatened legal actions, internal whistle blowing, and so on) or the cause of internal losses (as demonstrated by operational, trading, credit, or legal red ink).
    
   
    Any of these can be clues to potential flaws that run much deeper than might be apparent through a cursory 30,000-foot review.
    
   
    With clues in hand, examiners can start really delving into the issues, performing meaningful, value-added inspections that can benefit a whole community of stakeholders.
    
   
    As part of the inspection process, regulators ought to be playing nicely with one another.
    
   
    Everyone’s on the same team, though it’s not always evident when we see the heated turf battles and finger-pointing, e.g., the SEC versus the CFTC, the SEC versus state attorneys general.
    
   
    We expect conflicts on Wall Street, not in the regulatory community.
    
   
    So forget territorial disputes and regulatory politics, just share information and resources, coordinate activities, and get the job done.
    
   
    Or, dare we say it, scrap the whole thing and set up a single, consolidated superregulator a la U.K. Financial Services Authority: one team, one goal.
   
 
  
   
    There’s another beneficial by-product in doing the deep probe: fear.
    
   
    Banks don’t like having outsiders snooping around their operations, grabbing books and records, files, e-mails and phone tapes.
    
   
    Still, when it happens they know that regulators and auditors can’t hang around forever—maybe two or three weeks, and that’s about it—so they can make everything look good and nice for that short period of time if they need to.
    
   
    Imagine if banks thought that they might get hit with an inspection lasting 6 months, 12 months, even 18 months.
    
   
    They’d have to be on good behavior for a long, long time—and if they’ve got something to hide, that’s a tough act to pull off.
    
   
    So maybe they’d be a little bit more control-minded to begin with, a little more careful about how they manage their operations, controls, compliance, policies, procedures, backlogs, fails-to-deliver, reconcilations, and so forth.
    
   
    In fact, they might start being more diligent about business and control management in order to keep from looking sloppy in front of examiners because that could prolong a most unwelcome visit.
   
 
  
   
    Which failures does this essential help solve?
    
   
    Lots of the problems generated by breach of rules and regulations, to be sure, but also those coming from a weak internal process: a very thorough inspection of how a bank conducts its business from an internal perspective is bound to yield all sorts of little (or big) problems related to treatment of reserves, position valuation, stale inventory management, risk reporting and control, client disclosures, client valuations, collateral management, and so on.
    
   
    These are all internal procedures that, if flawed, can lead to stumbling or worse.
    
   
    A real probe can help root out these weak points.
    
   
    And who’s responsible for implementation?
    
   
    Again, it has to start with chief regulators and auditors, who have to set the overarching philosophy and approach to investigations.
    
   
    It then becomes the tactical responsibility of (seasoned, we hope!)
    
   
    professionals on the ground, the ones managing investigations from day to day.
   
 
  
    
     Essential #3: Implement wiser regulation.
     
   
    Regulators have to impose new rules and require new behaviors from everyone playing in the game.
    
   
    They have to improve oversight through stronger regulation and more regulation, if necessary.
    
   
    Free-marketers shudder at the thought of the words “more” and “regulation” in the same sentence.
    
   
    We all should because more regulation on its own is definitely not the answer.
    
   
    But more 
    wise regulation can be the answer.
    
   
    With enough thought, foresight, consultation and cooperation, officials can create a handful of new and effective ground rules that everyone has to follow—in that way clients, investors, creditors and others will 
    feel protected and will 
    be protected.
    
   
    One of these ground rules centers on transparency, or revealing what’s really happening down on the Street; the other is about abandoning the status quo, or actually fixing what’s broken.
   
 
  
   
    • 
    Demand transparency.
    
   
    Regulators have to require more transparency.
    
   
    Wall Street firms are powerful, leveraged, and volatile, so why not get better information about what they’re doing and put the details out in the open?
    
   
    If banks want to participate in forming the rules of transparency and voluntarily adhering to them, then they should.
    
   
    But if they don’t, regulators should still proceed with wiser transparency rules.
    
   
    What are some of these?
   
 
  
   
    Make firms give everyone meaningful information about their business operations, quickly and accurately.
    
   
    That means a 
    true picture of earnings: no massaging of revenues, no fiddling with valuations or reserves, no pumping nasty things into SPEs or non–marked-to-market investment accounts.
    
   
    Regulators should require a more complete picture of how monies are flowing in and out of earnings accounts.
    
   
    If a bank makes or loses $x from its activities, it should just say so—it shouldn’t hide, obfuscate, or “manage,” just state the result.
    
   
    Who cares what the equity analysts say when EPS come in above or below for a quarter—aren’t directors and executives in this for the long haul?
    
   
    If they are, then they should forget about the earnings forecasts and expectations, forget about the P&L games, and just be forthright.
    
   
    It’s time to decouple fictional quarterly earnings “management” from the realities of financial operations (of course this ought to apply to all publicly held companies, not just financial institutions, but that’s out of our scope).
   
 
  
   
    And make Street firms give everyone a 
    true picture of risks.
    
   
    They are, after all, in the risk business, so it would be nice, particularly for those who have given them capital, to know what risks they’re actually taking and how they’re faring.
    
   
    There have been lots of halfhearted attempts at improving this over the years, most of them driven by big credit or trading losses, concerns about systemic stability or damage to clients.
    
   
    Something bad happens, regulators ask for more risk information, banks produce it for a while, no one finds it particularly useful because it’s couched in such oblique terms that nothing is actually conveyed, and then it gets buried in unreadable form in the financial statement footnotes; regulators, clients, and investors forget about it, and it’s back to the status quo till the next blowup.
    
   
    Regulators should have banks publish meaningful data on risk profile and trend (again with a stress on the word 
    meaningful, because it’s easy enough to produce a load of risk information that says absolutely nothing): real intelligence on credit risk, market risk, liquidity risk, operational risk, legal risk—anything that can cause damage—reported in a sensible manner, with enough detail to let stakeholders know what could happen if things get bad.
    
   
    Some detail is essential, because stakeholders need to understand just how much risk is really embedded in an operation; broad measures (like value-at-risk, asset/liability gaps, gross credit exposure by rating) don’t say much of anything, or are subject to too much interpretation to make them useful.
    
   
    And the point-in-time risk data that are conveyed in quarterlies and annual reports are largely useless because banks routinely window-dress to make things look better for the onetime snapshot.
    
   
    Far better for regulators to have banks focus on intra- and interperiod trends, concentrations, and illiquid positions to see whether the institution is getting more or less risky.
    
   
    We’re not talking about giving away all the secrets and disclosing all the specifics of risk positions; that could result in a competitive disadvantage.
    
   
    But there is a level of granularity that can be supplied that informs investors without prejudicing the bank’s stance in a particular market.
   
 
  
   
    And then make banks disclose the 
    nature of their business relationships and any potential conflicts of interest that may exist.
    
   
    Where things are a bit complicated or sticky regarding clients, relationships, dollars, and possible conflicts, a bank should be on record regarding how it manages to avoid prejudicing others.
    
   
    This has to touch on all areas: banking, research, sales, investment in client deals, directorships.
    
   
    Stakeholders should know, without any doubt, if a bank has ties that might lead it to do the wrong thing (or at least be tempted).
    
   
    And when independence is not the operating guideline within a bank’s own board of directors (or, heaven forbid, its compensation committee), then it should be fixed, quickly.
    
   
    A board cannot have a majority of nonindependent directors running the show, or conflicts of interest will almost certainly arise.
   
 
  
   
    Some will argue that all of this transparency will lead to a competitive disadvantage.
    
   
    We disagree.
    
   
    Everyone on the Street is doing the same business already anyway—slightly different versions, gradations, and magnitudes, to be sure, but it’s all essentially the same.
    
   
    This just makes them a little more honest about it.
    
   
    Does it matter to the competition if Bank ABC says that it made $100 million in index arbitrage or lost $50 million in trading crude oil and that it actually did?
    
   
    Does it matter to the competition if ABC says it has a position in euros that will cost it $75 million if the euro appreciates 2 percent and gain $50 million if it depreciates 1 percent?
    
   
    Does it matter to the competition that ABC has increased its risk positions in index arbitrage and crude oil and lowered its exposure in euro over the past quarter?
    
   
    Does it matter to the competition if ABC says its “unthinkable disaster” scenario could cost $500 million if events 1, 2, and 3 occur, and that this represents an increase of $100 million over the last quarter?
    
   
    Does it matter to the competition if ABC says that it has completed a technology outsourcing agreement with a company that it floated on the exchange last month?
    
   
    It makes no difference.
    
   
    But it might make a difference to ABC’s investors, so why not tell them?
    
   
    The same transparency needs to exist in other parts of Wall Street, like mutual funds: fund companies need to provide real information on their performance, risks, targets, fees, and compensation, without fudging or hiding behind shadows.
    
   
    Maybe some of the openness will remove some of the bad temptations that arise from running businesses and risks.
   
 
  
   
    • 
    If it’s broken, fix it.
    
   
    We’ve talked about the comfort of the regulatory status quo; inertia is a very powerful force, so unless something is atrociously wrong, the “same old, same old” grinds on, and that’s bound to lead to future problems.
    
   
    We’ve seen what happens when broken things remain broken: front running, collusion, research scandals, laddering, B share sales, abusive derivative transactions, late trading—all because a recognized flaw has been allowed to remain in place.
    
   
    When things aren’t working from a regulatory perspective, they should be fixed as a matter of priority.
   
 
  
   
    Regulators should never be satisfied with the status quo; they have to actively step in and fix things that aren’t working properly.
    
   
    Why should history be the deciding factor in how things work?
    
   
    It shouldn’t, but that means making some very jarring changes, like overhauling the obviously broken self-policing activities of exchanges as SROs; revamping a specialist/market-making system that allows front running, interpositioning, and collusion; holding banks much more firmly accountable for due diligence and fairness opinions; requiring brokers to be paid on a noncommission basis; clamping down on the sale of high-risk OTC derivatives to unsophisticated clients; banning market timing and late trading in funds; and so forth.
    
   
    Wise regulations can protect stakeholders from being hurt without squelching business.
   
 
  
   
    Again, some will say this just creates a competitive disadvantage and is burdensome and expensive, to boot.
    
   
    And again, we would respectfully disagree, because an environment that is safer, even if it means some extra (wise) regulation, is going to generate more business over the medium term.
    
   
    Ultimately, of course, regulators want to think about deregulation as the end game.
    
   
    Generally speaking, the modern financial system wants a free hand to do what it can to generate profits, and that’s certainly the right goal; the Street has succeeded, in large measure, because it hasn’t been overburdened with regulations.
    
   
    But sometimes they’re necessary, because when things are a little too fast and loose, abuses occur.
    
   
    Some of these regulations are useful enough that they have become (and should remain) permanent fixtures of the system.
    
   
    In other cases they have been (and can be) abandoned once they’ve served their purpose: when the abuses are brought under control, and banks can demonstrate they have adopted a more prudent approach to business, then it’s okay to get rid of regulations.
    
   
    The final goal should be lower barriers to entry and greater disintermediation, but only when some of the good behaviors promulgated through wiser regulations have taken root.
    
   
    This approach is nothing new: when investors bought too much stock on margin in the late 1920s and set themselves up for financial collapse with the onset of the Great Crash, the Fed was given the power to regulate stock market credit; that prudent rule remains in place today because it’s still useful for clients and intermediaries.
    
   
    When post-Garn-St.
    
   
    Germain S&Ls were allowed to do too much speculating in risky instruments and got into deep trouble, they had to be reregulated, and they have to adhere to the same rules to this day—prudent rules, certainly as far as S&L clients and customers are concerned.
    
   
    When banks lent too much to emerging nations and got burned, they had to abide by minimum capital standards, something that they still must do (again, prudent).
    
   
    When banks were taking advantage of capital markets investors by issuing new securities to pay off bad loans, regulators had to step in with Glass-Steagall; when that seemed no longer to be a concern, it was abandoned (it took a few decades, of course, but the proper behavior generally seems to have taken hold).
   
 
  
   
    The key to all of this is making regulation stick.
    
   
    It’s easy enough to create rules that say banks (and exchanges and funds) can or cannot do certain things.
    
   
    But if banks don’t believe in them or don’t find them useful, they’ll comply only because they are requirements, meaning the right behaviors won’t be inculcated into the culture.
    
   
    If regulations are not part of the culture—if they’re not part of the internal operating environment—then the process again reverts to meaningless box checking: doing something because regulators say so, not because it’s useful for daily business management.
    
   
    If regulation is synchronized so that everyone benefits, then it won’t become a bureaucratic artifice.
    
   
    When regulators can develop rules that banks also find meaningful and that still provide the desired stakeholder protections, they’ve got rules that will be followed as a matter of course—day in and day out, without fail.
    
   
    It’s already happened in some cases, but much more is needed.
    
   
    For instance, when the Bank for International Settlements was designing some new credit risk capital models, it shifted away from its old methodology—a mandated formula that everyone had to follow, but one so far removed from reality that no one used it except national regulators—to a new approach centered on what banks actually use to manage their credit business.
    
   
    So after each national regulator blesses credit risk models developed by each individual bank, regulators and bankers find they’re using the same tools to control and monitor credit risk.
    
   
    This is a wise application of regulation: rules that are designed to protect stakeholders that are driven by the banks themselves.
    
   
    We need to see more of this approach because it works.
   
 
  
   
    Which failures does this essential item help solve?
    
   
    Many of the client abuse problems we’ve talked about, including those based on misrepresentation, conflict of interest, and even fraud; it also addresses many of the problems that catch bank investors off guard (e.g., the firm is taking more risk than anyone believed, it is operating with very weak controls, and so forth).
    
   
    And who’s responsible for implementation?
    
   
    Regulators, but not in isolation.
    
   
    Whatever they seek to do in terms of wise regulation should be done on a consultative basis with the industry—experience has already demonstrated that it’s far better to get buy-in from the institutions that are going to have to adhere to the rules.
   
 
  
    
     Essential #4: Clamp down on conflicts.
     
   
    This external essential is very simple.
    
   
    In the last chapter we said no conflicts of interest for those working at banks (or within SROs), and in this chapter we repeat the message: no conflicts for regulators and auditors responsible for overseeing or reviewing banks.
    
   
    This means banks can’t poach regulators or auditors who are covering them, and regulators or auditors who want to make a move to the other side have to go through a cooling-off period lasting at least several years.
   
 
  
   
    That some people in oversight roles want to work on the Street is a good thing because it encourages “cross pollination” and a diffusion of the regulatory mind set throughout the financial industry.
    
   
    But it’s clear that any move where a previous oversight relationship has existed presents a conflict.
    
   
    Unfortunately, even the appearance of such a situation can strip away client or investor comfort in the independent control process, meaning it has to be avoided at all costs.
    
   
    If you read in the newspaper that Bank XYZ has just hired, as its head risk auditor, the former head of the risk audit practice at XYZ’s long-standing auditor, you’re at least going to wonder how the candidate got the job, whether there has been any funny business, and whether the right level of trust can remain going forward.
    
   
    Why take the chance, why leave stakeholders wondering and, indeed, why put the auditors and regulators into a situation where they might be tempted to do something untoward?
   
 
  
   
    So regulators and auditors, from the most junior to the most senior, can’t be permitted to work for institutions that they are, or have been, responsible for examining.
    
   
    The potential conflicts and temptations that surface when the gamekeeper can turn poacher are considerable, meaning the gamekeeper either has to remain a gamekeeper forever, or cool off before joining the ranks of the poachers.
    
   
    It’s really not more complicated than that; regulators and auditors must forbid their own from making a switch to the other team for two, three, or five years, and bank managers must agree not to hire any officials or auditors over the same time period.
    
   
    All temptations are removed, all possible conflicts are excised and another little loophole that can cause a slipup is closed; the regulatory and audit processes become that much tighter.
   
 
  
   
    Which failures does this essential item help solve?
    
   
    Any weakness in internal controls, regulatory reporting, policy, or process that might be purposely “overlooked” by potential job jumpers and that might lead ultimately to client or proprietary losses.
    
   
    Even in less extreme situations it can remove the appearance of any questionable business and let stakeholders breathe a little bit easier.
    
   
    And who’s responsible for implementation?
    
   
    Executive leaders on Wall Street and the heads of regulatory agencies and audit firms: they must agree among themselves on proper cooling off ground rules, and then get their compliance/enforcement functions to monitor adherence.
   
 
  
    
     Essential #5: Punish the violators.
     
   
    Those who violate regulations need to be punished by external authorities.
    
   
    If this sounds like something from the last chapter, it’s meant to, because it provides a second round of discipline to keep folks on the straight and narrow.
    
   
    Just as directors and executives have a duty to punish their own, regulators have a duty and obligation to punish firms in their jurisdictions that don’t comply with the rules.
    
   
    Unfortunately we’ve seen that they often let the bad guys slither away with some nominal fine or sanction—meaning we’re back to the paper tiger, but this time a regulatory paper tiger, which is even more dangerous because regulators are supposed to oversee, control, discipline, and provide a sense of security.
    
   
    A look at the Wall Street track record of the past few decades suggests that no one cares what the regulators see, do, or find, because nothing bad ever really happens.
    
   
    We’ve already seen that those who take advantage of Moms and Pops or pull a fast one on institutional clients face light penalties and thus have little reason to change their behavior.
    
   
    The only exceptions seem to involve instances of widespread, sometimes industry-wide misbehavior or fraud—even then, the hundreds of millions in fines meted out sometimes do little to alter behavior (for banks with deep pockets, fines of $50 million or $100 million or $200 million are pocket change).
    
   
    Smaller infractions go unchecked and unpunished, even though they can be just as damaging (sometimes even more so).
   
 
  
   
    Serious violations and financial crime, in whatever form, should be treated with severity, not the leniency that has been so obvious over the years.
    
   
    Harsh financial and business penalties should be applied to those who think they are clever enough to get away with doing the wrong thing.
    
   
    Regulators (and the courts, where applicable) have a duty to make punishment swift and meaningful and must enforce the process; discipline should be frequent, and the penalties stiff.
    
   
    Not only does harsh discipline place the burden of transgression where it belongs, it sends a very powerful message to other would-be evildoers contemplating similar infractions: do the wrong thing and you’ll pay the price.
   
 
  
   
    While we’re on the topic of infractions, it’s time for regulators to stop allowing no-contest plea bargains.
    
   
    Authorities have too often been willing to let the Street slide through problems by writing checks and agreeing to some minor (often meaningless) reforms, but not admitting to any wrongdoing.
    
   
    This lets banks escape the taint of bad publicity (and possibly a few lawsuits) and cheapens the process.
    
   
    Why is Wall Street never guilty of anything, even though the evidence indicates just the opposite?
    
   
    Why isn’t the act of pulling out the (shareholder-funded) checkbook to resolve a problem not taken to be what it is, an admission of guilt?
    
   
    (Bank executives say that they write those checks only to avoid lengthy and costly litigation in which they would undoubtedly prevail, but which would be distracting to business.
    
   
    Right.)
    
   
    It’s a given that all parties are innocent until proven guilty.
    
   
    But if a bank doesn’t believe it’s done anything wrong, it shouldn’t be writing checks—it should simply defend itself against the prosecutor’s charges.
    
   
    And regulators shouldn’t be cutting any more deals.
   
 
  
   
    Which failures does this essential item help solve?
    
   
    Most of the ones associated with doing the wrong thing.
    
   
    Though we’ve seen that stumbling can lead to problems and losses, the stumbles often aren’t associated with regulatory breaches; doing the wrong thing, however, generally involves violating rules and regulations.
    
   
    The abuses that occur in such cases, if dealt with through proper fines and discipline, might finally send the right message to others contemplating similar behavior and almost certainly help lower the frequency and severity of abuse.
    
   
    And who’s responsible for implementation?
    
   
    The enforcement arms of regulators and, in cases leading through the courts, attorneys general and the legal system.
    
   
    They have the collective power to come down hard on those who tamper with the rules.
   
 
  
    
     Essential #6: Make sure stakeholders act responsibly.
     
   
    Of course banks have lots of house cleaning ahead of them, and regulators and auditors have some shoring up to do as well; the combination of the two, if done in earnest, might well yield good results.
    
   
    But other external stakeholders—clients and bank investors, in particular—have a part to play in the repair job as well.
    
   
    They have to take greater responsibility for their own actions.
   
 
  
   
    • 
    Clients.
    
   
    If we think about some of the failures that have appeared over the years, it’s pretty clear that clients have to stand up and take their share of the blame.
    
   
    It they weren’t as susceptible to Wall Street’s aggressive pitches, it’s likely that problems wouldn’t always get quite as bad as they do; if they weren’t as gullible or greedy, the losses wouldn’t be as spectacular.
    
   
    Again, we’re not looking for scapegoats: the failures that we’ve discussed in this book are primarily of the Street’s own making.
    
   
    But sometimes clients are too eager to believe the hyped research and buy the latest hot stock or bond so they can strike it rich; they are too eager to borrow more than they should, float their companies before they’re ready, or buy derivatives that are riskier than they can handle.
    
   
    These behaviors make it far easier for the Street to fail to do the right thing.
   
 
  
   
    Let’s look at retail and institutional investment as an example.
    
   
    It’s pretty easy to see when investment clients are only seeing dollar signs (or potential dollar signs) and ignoring warning signs: they invest in transactions that are increasingly speculative, unstable, or questionable, they take on more leverage (margin, bank borrowing, repurchase agreement financings), they ignore the risk disclosure in those hard-to-read prospectuses, they listen far too intently when researchers say that the next IPO company really can trade at 250 times expected 2025 earnings—all because they want a shot at the pot of gold.
    
   
    But they’re forgetting that traversing the rainbow is fraught with danger, and that the pot of gold may just be an illusion.
    
   
    Clients get greedy, just like Wall Streeters.
    
   
    It tends to happen during strong markets when every day is an up day, when all the day trading is profitable, when the IPOs and add-ons skyrocket, and credit spreads come screaming in.
    
   
    Caution is thrown to the wind.
    
   
    But everyone is just setting up for some disappointment, because it always comes crashing down—the markets tank, the day trading sours, the shares plummet, and the credit spreads blow out.
    
   
    Then everyone tallies up the losses and tax carry-forwards, and some even call up their lawyers to schedule arbitration or court time.
    
   
    The same thing is true in every other facet of Wall Street business we’ve discussed: in hopes of making lots of dollars, clients participate in too much unwise borrowing, too much ill-advised equity issuance, too many risky derivatives or structured notes, or too many bad corporate finance transactions.
   
 
  
   
    Clients have to check their behavior and not fall into the greed trap.
    
   
    They shouldn’t forget the lessons of history, how good times (and then leveraged good times) are always followed by bad times.
    
   
    They shouldn’t forget that there isn’t any easy money to be made on the Street: every return has its risk, and there just aren’t any outsize profit opportunities available for exploitation.
    
   
    If something looks too good, it is too good.
    
   
    If something’s got huge returns, it can’t be risk free, no matter what the bankers, brokers, and research analysts might say.
    
   
    Clients should remember not to get caught up in the spin and hype and frenzy and the promise of quick riches.
    
   
    All of this is easy to say, of course, but much harder to put into practice, especially at the tail end of a hot market cycle.
    
   
    Financial history shows us that speculative bubbles have existed for centuries because human nature is what it is; “more” is a preferred state, and this has been true for many, many years: the Tulip bubble of the seventeenth century, the South Sea bubble of the eighteenth century, the cotton and railroad frenzies of the late nineteenth century, the leveraged trusts of the 1920s, the gogo stocks of the 1960s, the emerging market carry trades of the 1990s, the TMT bubble of the millennium.
    
   
    Clients should exercise restraint, caution, and skepticism, and try to suppress (or at least manage) the powerful greed instinct.
   
 
  
   
    • 
    Shareholders.
    
   
    Shareholders have to step up to the plate, too.
    
   
    They’ve got to take more control of their investment capital by making sure directors are doing what they’re supposed to.
    
   
    Shareholders are the key external stakeholders in the process, certainly from a legal perspective (more important, even, than clients).
    
   
    As we’ve already said, each share they own conveys legal rights, and they’ve got to exercise these rights by being much more active and forceful watchdogs.
    
   
    We alluded to some of this in the previous chapter: shareholders have some ability to select and vote for directors, their representatives.
    
   
    This means they have to be involved in the process, finding out which current directors are good or bad, contributing or detracting, which candidates are on the shortlist for future directorships, the track record and experience they bring to bear, and so forth.
    
   
    Then they need to vote their proxies.
    
   
    Those following the “my vote is too small to count” approach relinquish their responsibilities and no longer have a right to complain when things turn sour.
    
   
    Those taking an active and involved stance can actually make a difference—this is especially true at the institutional level.
    
   
    And the process extends beyond director selection to cover other areas of corporate interest.
    
   
    Mechanisms allow agenda items to be tabled for a vote—these can cover compensation policies, acquisitions, expensing of stock options, and so forth (i.e., issues that shareholders should care about, as they affect the value of the firm they’ve invested in).
    
   
    It is incumbent upon each and every Street shareholder to help shore up the defenses through informed action.
   
 
  
   
    Which external failures does this essential solve?
    
   
    Those that can put clients in harm’s way and, by extension, lead to shareholder losses.
    
   
    Knowledgeable and prudent clients who deflect the latest pitch for bad financing deals, questionable acquisitions, or frothy investments are protecting themselves and their financial interests.
    
   
    They are saying “no” to the Street’s overly exuberant deals/sales calls and the financial losses that can follow if they happen to be bad ones.
    
   
    And bank shareholders ultimately fare better as a result: when they aren’t caught up in the latest Street scandal or failure, they save themselves some aggravation and dollars.
    
   
    And who’s responsible for implementation?
    
   
    The two groups, obviously: clients have to take care of their responsibilities, investors theirs.
   
 
  
    
     Essential #7: Remember that it’s still caveat emptor.
     
   
    And in the end, everyone still has to be warned to watch out.
    
   
    There’s always a risk that investors, clients, and other stakeholders will be lulled into complacency when things quiet down, when the Street has gone on for a few weeks or months without some major blowup, or when the bull market is back in town and clients are feeling wealthy again.
    
   
    That’s actually one of the most dangerous scenarios because it sets everyone up for another fall when the next Street failure rolls around.
   
 
  
   
    Stakeholders have to be on the lookout for any kind of behavior that doesn’t look or sound right (e.g., overly aggressive investment bankers, institutional salespeople, or brokers pushing a hot deal, transaction or investment, analyst research ratings that are way too skewed toward “buy,” good rankings in the deal league tables but poor rankings in disclosed fees, long delays in getting valuations on derivatives or other complex instruments, and so on).
    
   
    It’s vitally important for regulators, auditors, and other external watchdogs to remind folks that the Street fails in key areas and, despite efforts at internal and external “fixing,” more such failures are likely to occur in the future—though with greater awareness and some real repairs, the instance of failure should decline.
    
   
    But the bottom line is that everyone needs to conduct his or her Wall Street dealings with eyes wide open, vigilant toward shortcomings, conflicts, or bad behavior.
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      Chapter 12
     
 
  
     
      SUMMARY: WHAT’S NEXT?
     
 
  
   
    We’ve walked through Wall Street over the past few chapters and taken a look at aspects of business that don’t always work out right, we’ve considered why they don’t go right, and we’ve discussed what might be done to improve the situation.
    
   
    Let’s now summarize some of our thoughts by asking, semi-rhetorically, “What’s next?”
   
 
  
   
    What’s next depends on how Wall Streeters and the Street’s stakeholders view all of the transgressions we’ve highlighted.
   
 
  
   
    Do Wall Streeters believe there are problems with the way business is conducted, or do they think things are good enough?
    
   
    Are they happy to continue with the status quo?
    
   
    Can they convince themselves that their behavior is acceptable because it’s the same type of behavior that’s existed for the past 10, 20, or 100 years?
    
   
    Can they argue that things are okay because business works out [pretty well/perfectly well] 50 percent, 75 percent, or 95 percent of the time?
    
   
    If they think things are satisfactory—that the mistakes and malfeasances we’ve described are par for the course and really not too damaging in the grand scheme of things—then the answer to the question of “what’s next?”
    
   
    is simple: a continuation of the past.
    
   
    For a while, at any rate.
    
   
    If the Street doesn’t see too much wrong with the way things work, there will be no change from within.
   
 
  
   
    And do stakeholders believe that the misbehaviors we’ve noted are bad enough to take a stand and demand change?
    
   
    Are regulators, auditors, clients, and investors willing to insist on fair play, reforms, new (and hopefully wise) regulations, and accountability?
    
   
    Some have shown their mettle by fighting the tough battles, and their efforts certainly help the broader constituency.
    
   
    But what about the rest of the stakeholders?
    
   
    If they aren’t willing to make some of the difficult decisions by reallocating capital, disintermediating business, imposing new rules, voting their proxies, or insisting on new behaviors, then the answer to “what’s next?”
    
   
    is again simple: more of the same.
    
   
    Without meaningful external pressure there can be no change.
   
 
  
   
    What’s next also depends on how the Street and its stakeholders recall past events.
   
 
  
   
    When the sun is shining, markets are strong, corporate profits buoyant, investors doing well, and deals flowing smoothly, there is a tendency for Wall Streeters to forget about the dark days.
    
   
    We don’t have to look too far back to see how quickly problems and failures are glossed over when the Street is back on top.
    
   
    When money is being made, it’s all right to forget about the times when money was lost (however it was lost: trading, lending, bad controls, client settlements).
    
   
    This takes us back to the fundamental problem we’ve mentioned several times: the Street ignores the lessons of history.
    
   
    Unfortunately, many stakeholders suffer from the same amnesia: when the next bull market appears and there are M&A deals to be done, capital to be raised, assets to be invested, and new hot stocks or bonds to buy, stakeholders have a tendency to forget all about the dark days, too.
    
   
    So it’s almost a given that when the storm clouds gather during future market cycles, there will be more failed deals, irate customers, and client and investor losses, because problems appearing during the last market dislocation haven’t been properly addressed.
    
   
    The clients will start screaming and shouting, and the next round of mea culpas and sword falling will commence; some checks will be written, some no-contests pleaded, and the regulators will wake up and do a little wrist slapping or try to push through some new (after-the-fact) rules.
    
   
    But perhaps only a small amount of permanent, meaningful improvement will occur.
    
   
    So what about the next one?
    
   
    Will Wall Street and the Street’s stakeholders remember all of the problems from the last gray days or will they forget?
    
   
    Will they take action in the present to avoid problems in the future?
   
 
  
   
    “What’s next” depends ultimately on what Wall Streeters and their stakeholders want to do.
    
   
    If the parties recognize that some relatively significant changes are required in order to improve things for everyone (regardless of market cycle), then some of the “essentials” we’ve summarized in chapters 10 and 11 can form the basis of discussion.
    
   
    If not, then let’s all prepare for more replays of history.
   
 
  
    
     THE IMPLICATIONS OF THE STATUS QUO
    
 
  
   
    If the Street is unwilling to change its stripes (or doesn’t believe that it has to, to any significant degree) the status quo remains.
    
   
    That means we shouldn’t be surprised to see more of the same mistakes and misbehavior discussed in this book.
    
   
    They may take somewhat different form, but they will just be variations on an all-too-familiar theme.
    
   
    Internal and external stakeholders will continue to be hurt.
    
   
    At some point, though, the Street risks damaging some (much?)
    
   
    of what has been painstakingly created by many people and firms over many decades.
    
   
    Recall the comment from chapter 1 about the importance of Wall Street as a financial conduit and financial innovator.
    
   
    Its role is unique and vital, and it does a good amount of business fairly.
    
   
    But with each new instance of failure, scandal, or treachery, the fantastic mechanism that is Wall Street is damaged further; the resilience it has shown over time is threatened.
    
   
    Like the boxer taking repeated blows, it is a question of time before the Street is on the ropes and then on the mat.
    
   
    Absent change, the damage might become so severe that aspects of the function will be permanently destroyed.
    
   
    Stakeholders can only be hurt so many times before they lose confidence in the system and process.
    
   
    That, of course, would have significant consequences for many aspects of economic and financial progress.
   
 
  
   
    Let’s imagine that the status quo persists, meaning failures such as we’ve discussed continue to appear at regular intervals.
    
   
    Irate clients will start disintermediating Wall Street, looking to other mechanisms to obtain the services they require.
    
   
    It won’t be easy (and in some cases it will be impossible, as there simply are no good substitutes), but it will almost certainly happen to some degree.
    
   
    Consider that a number of large corporations already handle most of their own capital-raising requirements.
    
   
    Firms like GM, GE, Ford, UPS, and others have direct-to-investor programs that let them issue securities without going through the Street.
    
   
    Others, like Vodafone and BAT, put together their own loans by organizing “syndicate club deals” on their own terms.
    
   
    These programs can’t yet accommodate all of their funding requirements, but they prove that it is possible to raise funds without direct bank participation.
    
   
    So if the Street does a poor job in raising capital, capital disintermediation may accelerate.
    
   
    The same might occur in M&A business.
    
   
    Big firms such as GE, Pepsi, Viacom, Berkshire Hathaway, and Johnson & Johnson (again, among many others) have sourced, arranged, and executed multibillion dollar acquisition programs in recent years using their own internal “bankers,” disintermediating Wall Street from its traditional investment banking role.
    
   
    So if the Street does a poor job in its M&A duties (e.g., bad advice, bad due diligence, bad fairness opinions, letting companies overpay), M&A disintermediation may accelerate.
    
   
    Trading and execution may also begin to shift from traditional conduits to the electronic platforms that have developed in recent years.
    
   
    Again, it doesn’t mean wholesale abandonment of traditional organs like established stock and futures exchanges, but it might mean some redirection of business to alternative conduits.
    
   
    In the retail sector it’s increasingly possible for Moms and Pops to establish their own financial plans/targets, set up their own IRAs and savings plans, access independent research electronically, and execute their own trades (indeed, only 30 percent of wealthy private investors use a full-service broker as their primary advisor, down from 40 percent at the turn of the millennium; more have come to rely on their own skills or those of independent financial advisors, and the trend may spread to average-wealth investors).
    
   
    So if the Street does a poor job in handling its retail responsibilities, private client disintermediation can easily accelerate.
    
   
    Again, disintermediation won’t occur across the board, with every company, client, or transaction; the markets are too complex for that to occur.
    
   
    But sticking with the status quo and not handling clients and deals properly will almost certainly lead to some loss of business, and that is obviously bad for the Street.
    
   
    It may also be damaging to broader economic and financial growth.
   
 
  
   
    Preserving the status quo might also mean a dearth of bank capital for business expansion and risk activities.
    
   
    If investors continue to be mistreated, will they want to continue investing in Street firms?
    
   
    If it’s clear that failures are taking real dollars out of their pockets, why not withdraw and invest elsewhere?
    
   
    In fact, that might occur.
    
   
    Lack of capital would have a serious impact on Street banks, particularly as they try to do more business or take more risks.
    
   
    They would be forced to pay more for capital funds, compressing their own profitability and making marginal investment or funding activities less attractive.
    
   
    They would have less of a cushion to take risks, meaning loss of business to others who might have greater capitalization.
    
   
    And they would have less risk capacity and a much smaller appetite for offering risk services to clients, which would also affect broader economic progress.
   
 
  
    
     THE IMPLICATIONS OF CHANGE
    
 
  
   
    What’s the flip side?
    
   
    Abandoning the status quo and attempting to reform aspects of business presents an additional cost (and, perhaps, a bit of confusion) in the short run, but a far more profitable and secure business environment for all stakeholders in the medium term.
    
   
    Firms recognizing the need for change and willing to enact essentials such as we have proposed (or others that lead to some of the same end goals) can create an atmosphere in which quality business is done continuously and clients win; other stakeholders—investors, regulators, communities—come out ahead as well.
    
   
    Let’s not pretend that this is some magical world and that the Street, in reforming its ways, will bring peace and harmony to all things.
    
   
    No such world exists—the Street will always have problems of one sort or another, and stakeholders will always suffer some losses.
    
   
    That, as we’ve said, is the nature of free markets and a flexible system of capitalism.
    
   
    We simply mean to reemphasize what we noted in chapter 10: that diligence in doing the right things—promoting the right business in the right way—brings gains to all stakeholders and strengthens the industry.
    
   
    The contributions that Wall Street has provided over the years remain valuable and continue to expand and strengthen.
    
   
    While aspects of disintermediation might still occur, it will be for positive reasons (e.g., the search for corporate or retail efficiencies and cost savings) rather than negative ones (e.g., the search for alternatives so as not be abused by the Street).
    
   
    And capital will continue to flow: bank investors won’t turn off the spigot because they will be earning fair returns and won’t be faced with the prospect of ongoing accidents or problems that detract from the bottom line.
   
 
  
   
    As noted, change involves a cost.
    
   
    Many of the internal and external essentials we’ve summarized have a price tag: hiring better businesspeople, auditors, and regulators, implementing more robust technology and controls, creating new (wise!)
    
   
    regulations, attracting more seasoned and diligent directors, rationalizing operations where needed, and so on, cost money.
    
   
    But the costs must be viewed as an investment and evaluated in a net present value framework.
    
   
    By balancing the dollar cost allocated today (and every year thereafter) to enact proper essentials against the gains reaped over time from more and better business, plus savings from a smaller number of mistakes and client mishandlings (lawsuits, arbitration, settlements), the result will undoubtedly be strongly positive.
    
   
    And this excludes the intangible benefits that will undoubtedly accrue: goodwill, integrity, trust and reputation can work to the Street’s benefit by generating more business.
   
 
  
   
    In 1972 then–Merrill Lynch Chairman and CEO Don Regan predicted that “by 1980 Wall Street will have lost lots of its distinctive flavor
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