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      INTRODUCTION


      In January 1987 I accepted a position to cover corporate banking for a newsletter owned by Institutional Investor magazine. I had graduated from college eighteen months earlier with a B.A. in English. I had worked in politics since graduating.

         I had never taken an economics course during college or high school. I had never read the Wall Street Journal. I had never owned a stock, never owned a bond, and had never met an investment banker, a risk arbitrageur, a CEO, or an

         analyst. Upon being led to my dingy cubicle on the fourteenth floor of 488 Madison Avenue, I nervously eyed the telephone,

         the typewriter, and the condiment-stained walls. I was certain I would be fired before the month was out.

      


      Fifteen-plus years, thousands of business meals, and close to a million phone calls later, I’m still covering Wall Street.

         The world has changed since my early days in financial journalism — and not just because I no longer use a typewriter. Wall

         Street and the stock market have taken over a rather large piece of real estate in our national consciousness. Kids in high

         school can rattle off the words behind the initials IPO, and CEOs have become celebrities. Still, I think back to the winter

         of 1987 and how much I had yet to learn.

      


      My first three months as a reporter were terrifying. I would have trouble breathing some mornings, as though the stress of

         it all were crushing my lungs. It wasn’t just the pressure of having to call complete strangers, trying to find out things

         they might not want to tell me. That can be tense, but I’ve always found it an exciting challenge. The real tension derived

         from the fact that I knew nothing about the field I was being asked to cover — even more so, because I couldn’t really fake

         it. There is a language of finance, a language that belongs only to Wall Street. Though not difficult to understand once explained,

         it is an idiom designed to intimidate. I was intimidated. But I was also determined not to fail. I had no money. I was living

         at home in Queens after having moved from Washington, D.C., and was not about to give up without a fight the luxurious annual

         salary of $21,000 and the promise of an apartment of my own.

      


      Slowly, but with certainty, I learned about Wall Street. First came the ability to speak the language, then the ability to

         understand it. I’ll never forget the first time I was able to ask a follow-up question after receiving a particularly stupid

         but jargon-heavy answer. It took quite a few years, but in time I gained some perspective on how Wall Street really works.

         I also managed not to get fired.

      


      I spent almost seven years at Institutional Investor. I started on the banking beat, moved over to cover the stock market a year later, and became an executive editor of the

         newsletter division a year after that. It was a wonderful time in which to learn. I covered the heady deal days of the mid

         to late 1980s, complete with corporate raiders and insider trading. I covered the demise of the commercial banking industry,

         swollen with losses from failed buyouts and real estate loans. I covered the emergence of capital markets in developing countries

         in the early 1990s and at one point embarked on a round-the-world business trip that still provides me valuable perspective

         to this day. And then I made my move to television, joining a fledgling cable network in September 1993.

      


      When I joined CNBC, the economy was just getting roused from a deep slumber and few of us had any idea how successful and

         influential our network would soon become. My ambitions were fairly modest: I wanted to find out things before anyone else

         and tell the world. And I wanted to make Wall Street accessible and comprehensible to people who might have been much the

         same as I had been in the winter of 1987.

      


      This book is simply a continuation of that ambition.


      The same traits that make a good journalist make a good investor. It really is that simple. Skepticism. Curiosity. A penchant

         for research. Quick analysis. The ability to sniff out a story. A nose for rumor and an ear for BS. The courage to go with

         your gut when you’re right and the prudence not to leap too soon.

      


      Combing through balance sheets, cutting through the well-rehearsed corporate-speak of company executives, discerning relevant

         fact from rumor (and true rumors from false ones!) — these strategies and techniques are available to any investor with a

         little gumption. And they’re the same strategies and techniques I used to break stories such as the takeover of MCI in 1996,

         United Technologies’ and GE’s offers for Honeywell, the fall of Long-Term Capital, Amgen’s purchase of Immunex, and the death

         throes of Enron, among others.

      


      The people I’ve spent my career getting information from share one overriding ambition: to make as much money as possible.

         No doubt, they enjoy the challenge of their jobs and the gratification that comes from a job well done. But of the many thousands

         of bankers, traders, money managers, and brokers I’ve spoken to, not one came to Wall Street in order to do good for his or

         her fellow man. In fact, many of these same people do devote themselves to improving humanity after their Wall Street careers

         have ended. But while they’re working, their interests are not always aligned with those of investors. So although I have

         certainly not been curing world hunger during my time at CNBC, I have been trying to level the playing field. I have tried

         to give anyone who cares to watch and learn an opportunity to use the same information that is available to those who make

         their considerable living working on Wall Street. There have been plenty of wealthy people whom I have helped make even wealthier.

         That’s the price of doing business. But I like to think that there have also been people of more modest means who have come

         to understand how Wall Street works and have used that knowledge to help them make sound investment decisions.

      


      I haven’t always been kind to Wall Street and I won’t be in this book, either. I respect the men and women of Wall Street

         and within the business community. I count many of them as my friends. But I’m not sure they’re going to like this book. In

         fact, it will be the ultimate compliment if they don’t. And that’s fine with me.

      


      In the fall of 2001, before the collapse of Enron became front-page news, there was a maudlin but typically funny e-mail making

         its way around Wall Street:

      


      If you bought $1,000 worth of Nortel stock one year ago, it would now be worth $49.


      $1,000 worth of Broad Vision is now worth $22.


      $1,000 worth of JDSU is now worth $52.


      Now consider this…


      If you bought $1,000 worth of Budweiser (the beer, not the stock) one year ago, drank all the beer, and traded in the cans

         for the nickel deposit, you would have $79.

      


      My advice … start drinking heavily.


      Wall Street loves to proclaim “a new paradigm” where the old rules don’t apply. But that’s never true. In the end, the old

         rules simply adapt, and always apply. Because if we’ve learned anything over the past two years, it’s that stocks do go down.

         And when they do, the pain is ample.

      


      Much of the information imparted in this book may help you make money. But I can’t guarantee that following my advice unfailingly

         leads to fortune. Still, if information is power, and the ability to understand that information more power still, this book

         should stand you in good stead. If you want to know how Wall Street really works, if you want to know what your broker or

         fund manager is really doing, if you want to know why analysts are sometimes dirty and short sellers often are not, if you

         want to know how Wall Street frauds function or the stories behind some of my best stories, then read on. It may not be pretty,

         but I guarantee it will be worth your time.
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      WHY I HATE ANALYSTS


      In April of 2001, when Enron’s stock was riding high and life was good, the company’s newly minted CEO Jeffrey Skilling held a conference call

         with analysts to discuss recent financial results. It was a pleasant affair. Many analysts prefaced their questions with heartwarming

         congratulations on a “great quarter” and a “fabulous job.” The questions were similarly polite and unfailingly shallow.

      


      Then a more hostile tone was heard on the call. A questioner who didn’t take as a given that Enron was fabulous or great asked

         Skilling why Enron’s balance sheet was inevitably so late in being filed with the SEC. Skilling, who if he’d been born a hundred

         years earlier would surely have been a steely-eyed gunslinger in the same state his company hailed from, showed a surprising

         loss of composure. He called the questioner an asshole. And who was this “asshole” analyst? Not an analyst at all. It was

         a hedge fund manager who had been questioning the inner workings of Enron’s business for some time.

      


      The analysts on the call heard the exchange. But did any of them think to follow up on the “asshole’s” line of questioning?

         Apparently not. Almost every analyst who followed Enron in April 2001, eight months before the company would file for the

         biggest bankruptcy in corporate history, thought the stock was a “buy.”

      


      The aim of a stock analyst is the same as it has been since modern securities analysis came into existence roughly twenty-five

         years ago: know everything there is to know about the companies within a particular industry sector and about conditions that

         affect the sector itself. The automotive analyst’s job is to determine how well GM’s cars are selling and how much profit

         GM is making on each car. That requires a detailed knowledge of things like the cost of raw materials, labor conditions, currency

         exchange rates, and all the other things that can have an impact on the profitability of a company that makes cars. Ideally,

         the analyst gleans this information just as a reporter would. He visits the manufacturers, interviews suppliers and customers,

         and pores over the company’s accounting statements and other sources with keen instincts, a bunch of experience, and a finely

         tuned ear for bullshit.

      


      The analyst then writes a report explaining what’s up with the company and/or its sector, detailing why he thinks the stock

         will rise, coast, or, in those rarest of imagined circumstances, actually go down. He writes a report that also includes a

         short- and long-term rating of the stock and a target price. Each firm has its own convoluted rating system, in which a simple

         “buy” or “sell” has no place. My favorite is that employed by analysts at Goldman Sachs. At one point, the firm had the following

         ratings: “global priority list,” “priority list,” “recommended list,” “trading buy,” “market perform,” and “market underperform.”

         As you can see, five of the six ratings implied that the stock would do at least as well as the market. Not every firm is

         quite that ridiculous, but ratings generally break down in similar fashion.

      


      The analyst’s research report is communicated to clients by the firm’s sales force and by the analyst on the firm’s company-wide

         speakerphone (known as a squawk box). Analysts communicate upgrades and downgrades to their firm’s sales force on the “morning

         call,” which typically begins at about 7:00 A.M. or so. The sales force then transmits that information to the firm’s big

         institutional clients while the analysts get on the phone with selected clients. The retail guys — the friendly stockbroker

         you opened your account with — have no hope of speaking directly with the analyst (unless they are one of the firm’s huge

         producers), and in turn there’s about no chance they’d take the time to speak with you.

      


      Earnings estimates are the most widely followed part of an analyst’s work. The numbers are reported to First Call and/or Zacks,

         companies that compile the estimates of many analysts to produce the “consensus earnings estimate” that so many of us rely

         on as the barometer of quarterly success. But an analyst report is a reliable source for any number of baseball-card-like

         stats — the company’s revenue growth rate, the size of the market, the company’s market share, stuff like that. The reports

         give many investors the numbers and the models that can help them compare one company with another in a variety of ways, and

         they provide the all-important estimates of profit a company is expected to earn in the year ahead. When news on the sector

         or company surfaces, analysts gets on the squawk box and try to explain the meaning and effect of that news on the companies

         they follow.

      


      In any given week, the stock analysts of Wall Street issue hundreds of reports on the companies they follow, either to update

         shareholders on news that affects those companies or to offer a new opinion on a company. On many occasions the stocks mentioned

         react to those “research calls” by moving up or down, depending on whether the opinion stated is positive or negative. Often

         the stocks move because of the news, not because of the analysts’ commentary on that news. Still, not a day goes by that some

         company’s stock price is not noticeably affected purely by the opinion of an analyst. On January 2, 2002, for example, a ratings

         upgrade of EMC by Salomon Smith Barney was responsible for sending the stock higher by 12 percent on the day.

      


      The Best Call


      Plenty of fund managers are in constant contact with analysts, looking for insights, info, and gossip. In these conversations,

         an alysts speak freely about the stuff they know but can never share publicly. It might be what they heard from a CEO who

         asked them for an opinion on takeover candidates. It might be a negative take on the management of a company they just met

         with.

      


      

      GET THE INFO:


      Ratings Changes


      •   Multex.com


      Enter a ticker symbol and select from a variety of reports by about 250 research departments, ranging from white-shoe (Salomon

         Smith Barney, Morgan Stanley, Merrill Lynch) to gym-shoe (Red Chip Review) to extremely specialized sources (Jardine Fleming,

         Nomura). A few of the reports are truly free; lots more are free to those who agree to be marketed to by the brokerage that

         wrote the report.

      


      •   FirstCall.com and Zacks.com


      These are the two official scorekeepers of the analyst community. They track ratings; ratings changes; consensus revenue and

         profit forecasts for the quarter, year, and beyond; revenue and earnings surprises (in each direction).

      


      •   Yahoo!’s Earnings Calendar


      Go to http://biz.yahoo.com/research/earncal/today.html for a company’s next earnings report.


      •   CNET’s Investor Section


      For a list of recent analyst upgrades, downgrades, and commentary (not complete, but still useful), go to http://investor.cnet.com.

         Enter any ticker and select any “broker reports” for a list of recent changes.

      


      •   Nasdaq


      The web page http://earnings.nasdaq.com/earnings/analyst_activity. asp lists stocks with the most analyst activity during

         the past week — not just for Nasdaq-listed stocks. You can also access earnings surprises, analyst forecast changes, and a

         decent, if uninspired, earnings calendar.

      


    


      The information flows in both directions. In April 2001 I was surprised to see Goldman Sachs’s well-regarded auto analyst

         Gary Lapidus publish a detailed research report on the rather abstruse topic of General Motors’ pension fund. Lapidus focused

         on the fact that GM might have to shore up the pension fund with an infusion of cash, thus hurting the company’s credit rating.

         Not two weeks earlier I had received a similar and detailed analysis of the same topic from a money manager I speak with.

         It seems that he also speaks with Mr. Lapidus and was successful in convincing this influential analyst to spread the word,

         thus incidentally helping the manager’s short position in GM stock.

      


      There is a common perception on the Street that the firms generating the greatest amount of commission dollars get what we

         refer to as the “best call.” They’re big traders, so they have the juice to get analysts on the phone. Such firms can be helpful

         for the analyst as well, since analysts like to know who is trading a particular stock. Steven Cohen’s hair-trigger day trading

         firm, SAC Capital, has been known to account for more than 1 percent of a day’s volume on the Nasdaq and the New York Stock

         Exchange. As one of the twenty biggest commission generators on Wall Street, Cohen’s firm throws its weight around with analysts.

         Cohen is an incredible trader, truly gifted with some sort of otherworldly sense. But it doesn’t hurt to get the best call

         — which he does on a daily, sometimes hourly, basis.

      


      The best call rarely has much to do with what the analyst puts in print or releases to the general public. It might be an

         early read on breaking news that could have a secondary market effect. In such a situation, a timely call from an analyst

         who knows the relative strengths of all the players in a sector can be helpful for a quick and profitable trade. And the best

         call is not confined to research. It can also come from a trading desk trying to woo future orders from a large commission

         generator. When an institution moves to sell or buy a large position in the stock, it often gives a trading desk working the

         order a sense of how much stock is left to sell or buy. That is supposed to be privileged information, but Wall Street firms

         routinely let their best clients know who’s selling and buying, which can give them an edge in their own trading.

      


      When Jeff Vinik was running Fidelity’s Magellan, the world’s largest mutual fund, banks had obvious reasons to curry favor

         with him. Fidelity’s size (and its Magellan Fund in particular) is marketed to mutual fund investors as one reason to invest

         there, the reasoning being that Fidelity has not only its own crack research team but also — being the biggest — the best

         access to Street research.

      


      In the case of Magellan, the only person truly benefiting from the fund’s size may have been its manager. While it’s true

         that Magellan’s massive ability to generate commissions had banks bending over backward to service Vinik’s every research

         need, a fund of Magellan’s size cannot possibly benefit from an early research or trading call: it can take months to accumulate

         or shed enough shares to make a difference to a portfolio worth over $50 billion. But good old Vinik was happy to get everyone’s

         best idea and everyone’s first phone call when a profitable trade could almost be guaranteed. He used Magellan’s power for

         his own benefit, making personal trades on the information he received. It’s one of the perks of the job since mutual fund

         managers aren’t nearly as well compensated as their peers in the hedge fund world. In fact, Vinik racked up huge trading profits

         in his personal account (PA in Street lingo) while Magellan languished after Vinik made a poorly timed purchase of Treasury

         bonds in the belief that the stock market was overvalued. Eventually, a richer Vinik and a wounded Magellan went their separate

         ways.

      


      Sorry to say, you’re probably not Jeff Vinik, or at least don’t have his bank account. Most individual investors, who never

         hear from analysts without the filter of a salesman, must rely on written analyst reports for guidance. Those reports are

         of little use in picking stocks. Why? Three big reasons:

      


      

      	Conflicts of interest


      	Unrelenting optimism


      	Congenital timidity


      


      Let’s take a look at each.


      1. Conflicts of Interest


      Suppose your favorite business reporter received large sums of money in exchange for writing positive stories about a deal

         that a company wanted to happen. Imagine that the reason a TV journalist told his viewers that a company’s prospects were

         rosy was that the company did a lot of business with the network employing him. Picture a commentator who decided whether

         to cover a company not because of its merits or newsworthiness, but on the basis of her employer’s ties to the company. These

         are the kinds of conflicts that cost journalists their jobs and reputations. But the same conflicts that get a reporter fired

         get an analyst promoted.

      


      Nearly every stock analyst you’ve ever heard of works for an investment bank — Morgan Stanley, Merrill Lynch, Goldman Sachs,

         Salomon Smith Barney, etc. These banks might keep a few bucks in the house from individual investors who value the “exclusive”

         research the analyst produces. But that’s nothing compared with the trading commissions generated by institutional investors.

         Best of all, the bread and butter of these firms is the banking fees they receive for arranging and advising on transactions.

         Analysts who cement corporate relationships, create buzz, and entice a buying public for these deals usually find themselves

         promoted and highly paid. Analysts who don’t usually find other work.

      


      It wasn’t always this way. Back in the 1970s, securities analysis was an almost professorial discipline. Analysts worked in

         the distant bowels of their firm’s offices, dissecting balance sheets and making lots of phone calls. Back then, research

         departments were headed by strong-willed directors who policed their analysts. Talk to some old-timers and they’ll be sure

         to point out that research directors wouldn’t let an analyst get away with shoddy projections or publish reports clearly intended

         to please the corporation being discussed. And the old-time analysts insist they never felt any pressure to boost a recommendation,

         sugarcoat a warning, or let the truth slide.

      


      Although analysis was never a profit center, it stimulated enough trading to earn its keep. Then deregulation hit the industry

         on May 1, 1975, and the discount brokerage was born. Before deregulation, Wall Street firms charged clients about 28 cents

         per share on trades. At that rate, stimulating trading in either direction was worthwhile to the banks, and honest analysis

         that revealed real reasons to trade provided its own reward.

      


      But discounters started offering investors trades for much less, sometimes only a few pennies per share. At the same time,

         the exchanges, particularly the Nasdaq, cracked down on the spread between the bid and ask price on a stock that used to add

         up to big money for the banks’ market makers. Both of these changes cut deeply into the profits these firms made whenever

         a trade — buy or sell — was made. If they were to maintain or increase their rate of growth, Wall Street firms would need

         to rely on another source of revenue. They found it in investment banking, an area in which the firm’s analysts would prove

         invaluable in converting their existing relationships with companies into cold, hard cash.

      


      Boy, did they ever find it. Consider this: in the fourth quarter of 2000, the nation’s largest retail brokerage, Merrill Lynch,

         brought in $1.1 billion in revenue from its investment banking department’s underwriting and advisory services. That’s 17.5

         percent of the firm’s total revenue for the quarter, at a firm that more than any other on Wall Street still relies on old-fashioned

         stock brokering for a lot of its profits. During its 2000 fiscal year, Morgan Stanley’s securities business made $4 billion

         in profit, much of that generated by advising on mergers and acquisitions and underwriting offerings of stocks and bonds, where profit

         margins are very high.

      


      How high? Consider this: in a typical initial public offering, the underwriters can share as much as 7 percent of the net

         proceeds as their fee, with the lead underwriter taking the lion’s share of that 7 percent. (The Justice Department has been

         investigating this apparent price inflexibility). If technology company Y sells $500 million in stock to the public, its underwriters

         get to split $35 million. In larger deals the percentage devoted to the underwriters’ fee falls, but only because the numbers

         get so large.

      


      

      Bulge bracketThis refers to the top echelon of investment banking firms, particularly in underwriting — the usual suspects include Goldman

         Sachs, Merrill Lynch, Salomon Smith Barney, J.P. Morgan Chase, and CS First Boston. Following a successful stock or bond offering,

         the underwriting group places a self-congratulatory ad in leading financial publications, usually including the Wall Street Journal. (These ads are called “tombstones.”) At the bottom, the entire underwriting group is listed in order of the amount of securities

         each sold in the underwriting — the ones at the top constitute the “bulge bracket.”

      


    


      The total amount of cash generated by this process is staggering. In the year 2000, investment banks issued $73.1 billion

         worth of brand-spanking-new stocks to the investing public. Those 458 new issues generated some $5 billion in fees for the

         underwriters, with Morgan, Goldman Sachs, Merrill Lynch, and Credit Suisse First Boston (CSFB) garnering most of it.

      


      Mergers-and-acquisitions advisory is a similarly high-margin business. CommScan, a firm that tracks Wall Street deals, reports

         that for the nine months ended mid-February 2001, deals over $5 billion resulted in an average of $23 million paid to the

         acquirer’s adviser. By way of example, CSFB received a $23 million fee for its work on advising Firstar in its $21 billion

         takeover of U.S. Bancorp. CIBC and Bank of America split $35 million for advising JDS Uniphase on its acquisition of SDLI.

         Merrill Lynch reaped a $20 million fee for successfully getting Pepsi to prevail in a bid for Quaker Oats. J.P. Morgan Chase

         would have received $25 million if GE had been able to purchase Honeywell.

      


      Let’s consider the Quaker deal for a moment, as though it were still in process. Pepsi is buying Quaker with roughly $14 billion

         of its own stock. Suppose Merrill’s food analyst thinks that the price is far too high and that the deal doesn’t make strategic

         sense. His stinging report on the deal would surely send Pepsi’s stock south, which could force Pepsi to issue more shares

         to make Quaker shareholders whole. In some circumstances, a negative review of the deal could get Pepsi shareholders in a

         tiff that would result in their voting down the deal.

      


      If you’re Merrill and have a $20 million fee on the line, is there any chance you would run the slightest risk of that happening?

         I think not. And so does Merrill. You can imagine the pressure the bankers bring to bear on an analyst who might jeopardize

         those banking relationships with negative assessments.

      


      So, too, for a stock issue. No company looking to sell stocks or bonds is going to send millions in fees to a firm that is

         not totally enraptured by its every move. In the initial public offering of Kraft, CSFB and Salomon Smith Barney, as the co-lead

         managers, split the bulk of a $245 million underwriting fee. In a tough year, that’s the biggest fee either firm might see.

         So there’s not a chance those firms’ analysts won’t be positive on both Kraft and its parent, Philip Morris, especially with

         the prospect that down the road Morris will spin off its remaining stake in Kraft to its shareholders, generating yet another

         fee.

      


      In the Kraft deal, Goldman Sachs learned the hard way that even a firm playing a minor underwriting role can pay a price when

         its analyst is less than positive. Goldman was part of the larger underwriting group for the deal. A month before the shares

         were brought public, Goldman’s food analyst apparently felt compelled to publish a report that included less-than-favorable

         things about Kraft’s assumed value after it was public. CSFB and Salomon did not allocate Goldman, among the most powerful

         firms on Wall Street, a single share for its clients. Not one. If you were an investor who traded through Goldman and wanted

         a piece of the Kraft deal, you were out of luck. Payback for an analyst who made the mistake of speaking her mind.

      


      As commission dollars continue to decline, the deals keep increasing. The pace of U.S. mergers-and-acquisitions activity set

         records in almost each of the past ten years, until a poor performance in 2001.

      


      As for the Chinese Wall between a firm’s investment bankers and stock analysts: it’s completely fiction, a joke. Of course,

         just about every senior manager at a Wall Street firm will paste on a straight face and tell you otherwise. Five years ago,

         then president of Smith Barney Jamie Dimon hauled me in to lambaste me for constantly belittling the analysts at his firm.

         Along with my former boss Jack Welch, Jamie (who’s now CEO of Bank One) is one of the true no-bullshit guys out there. But

         on that particular day, perhaps because it was our first face-to-face meeting, Jamie was shoveling it as good as anyone.

      


      The market’s steep descent in 2000–01 and the Enron scandal painfully brought home the fact that firms, through their analysts,

         had been bullish on loser after loser. As a result, many firms are trying to bring back a semblance of integrity to their

         research product. For a firm such as Merrill Lynch, which relies on retail investors for the bulk of its profits, it’s imperative

         to regain their trust. It won’t be easy. Merrill has made a point of firmly separating its research and banking departments.

         It’s trimmed its ratings system and encourages analysts not to be afraid of saying “sell” (or in Merrill’s case, “reduce”).

         And it managed to get great publicity on a largely symbolic policy that bars analysts from owning shares of companies they

         cover. But such efforts won’t prove successful in helping investors pick stocks. Analysts know they will be considered stars

         only after they help bring in the banking business. And that dynamic remains at every investment bank on Wall Street.

      


      The subtlest expression of an analyst’s conflict is not what rating to assign a company but the decision whether to cover

         a company at all. Analysts can’t cover every single company in their sector. One might expect that the coverage decision favors

         whatever companies are most useful to the most clients. One might also expect world peace.

      


      Indeed, analysts typically do end up covering the most significant companies in their sector. But their criteria for coverage

         often begins with which companies hold the most promise for future banking business. In fact, it is an ongoing frustration

         to executives at many companies that they are incapable of garnering the attention of Wall Street analysts unless they’ve

         got securities to sell. I can’t tell you how many times a CEO or CFO of a midsize company has bitched to me about not being

         able to get any coverage from Wall Street analysts. And as I’ll explain in a later chapter, there are some funds that don’t

         buy stocks of companies that lack ample research coverage. Make no mistake, coverage is a potent currency.

      


      

         

            	Year

            	       

            	Deals

            	       

            	Value (in billions)

         


         

            	1991

            	       

            	1,877

            	       

            	$    71.2

         


         

            	1992

            	       

            	2,574

            	       

            	$    96.7

         


         

            	1993

            	       

            	2,663

            	       

            	$   176.4

         


         

            	1994

            	       

            	2,997

            	       

            	$   226.7

         


         

            	1995

            	       

            	3,510

            	       

            	$   356.0

         


         

            	1996

            	       

            	5,848

            	       

            	$   495.0

         


         

            	1997

            	       

            	7,800

            	       

            	$   657.1

         


         

            	1998

            	       

            	7,809

            	       

            	$1,192.9

         


         

            	1999

            	       

            	9,278

            	       

            	$1,425.8

         


         

            	2000

            	       

            	9,602

            	       

            	$1,395.5

         


         

            	2001

            	       

            	8,231

            	       

            	$   702.8

         


         

            	(Source: mergerstat.com)

            

         


      


      Underwriting volume has similarly skyrocketed from the early 1990s.


      

         

            	Global Debt, Equity, and 
Equity-Related Underwriting

            


         

         		  

            	Year

            	Industry total (in billions)

         


         

         		  

            	1991

            	$   914.7

         


         

         		  

            	1992

            	$1,196.9

         


         

         		  

            	1993

            	 $1,657.3

         


         

         		  

            	1994

            	 $1,303.0

         


         

         		  

            	1995

            	$1,267.2

         


         

         		  

            	1996

            	$1,842.4

         


         

         		  

            	1997

            	$2,351.6

         


         

         		  

            	1998

            	$2,909.7

         


         

         		  

            	1999

            	$3,405.0

         


         

         		  

            	2000

            	$3,267.9

         


         

         	  	  

            	2001

            	$4,013.2

         


         

            	(Source: Thomson Financial Securities Data)

            

         


      


      Analysts automatically cover companies that their firms have brought public or with whom they’ve done other banking deals

         — secondary offerings, bond deals, mergers-and-acquisitions advice, and so on. Although they don’t spell out this relationship,

         it’s understood that part of the package that comes with the banking business is coverage — favorable coverage.

      


      If you don’t believe me, just keep an eye on the “tombstone” advertisement after a big deal is concluded. The underwriters

         are listed in descending order of importance. You can bet that almost every one of those underwriters is carrying a “buy”

         or better on the stock in question. And if not, companies have no trouble being vindictive and excluding them from the next

         deal.

      


      The same game plays out in mergers. Morgan Stanley and Salomon were the two banks in on the AOL–Time Warner merger from the

         beginning. For that hard work, Morgan Stanley netted $12.5 million upon the execution of the merger agreement, another $47.5

         million when the merger closed, and up to $15 million more based on post-merger value. Since that last piece relies on stock

         price, you can see why Morgan Stanley and Salomon would want their analysts to show some enthusiasm for the deal.

      


      In fact, Morgan’s Internet analyst Mary Meeker, whom I will discuss in more detail later, was fully compromised from the start

         on AOL–Time Warner. Meeker, sources at Morgan tell me, was asked to give both companies her take on the deal before it was

         made public. Her take, imparted during meetings with AOL and Time Warner management the weekend before the deal was announced,

         was — not surprisingly — a very positive one. What’s wrong with that? Meeker’s job is to objectively analyze and assess the

         merits of the transaction from the outside. Her job should not entail meeting with those companies’ managements prior to their

         merger and offering her opinions as to what they should do. Certainly it is helpful for the banking clients to speak with

         the leading Internet analyst about the biggest (and, as it turns out, final) Internet deal of all time. But if the separation

         between banking and research is real, those conversations should not take place.

      


      Morgan does have a media analyst who doesn’t always toe the line for investment banking. His name is Rich Bilotti: I don’t

         know him well, but Morgan’s media and telecom bankers are scared shitless of this guy. He has the audacity to criticize companies

         the bankers are calling on for business and has more than once laid waste to a potential fee with a stinging report on an

         industry or company. Morgan’s bankers, being a rather smart bunch, also use Bilotti’s reputation to help them score clients.

         And while Bilotti does have that independent streak, he is also willing to take one for the team (see Comcast example, page

         24). Still, when it comes to industry research, he is one of the few analysts worth paying some attention to.

      


      Even analysts who don’t shrug off their objectivity, such as Bilotti, are expected to at least make introductions. Longtime

         analysts know the CEOs and CFOs of the companies they cover, and their firms expect them to open those doors for their brethren

         bankers. Many times those relationships can pay off after a deal has been put together. Companies involved in transactions

         often hire additional “bankers” after the terms of the deal are already in place. These additional bankers tend to be — surprise,

         surprise — analysts. The companies call these “advisory services,” even though they don’t really need any advice since the

         transaction has already been negotiated and announced. So why bother? Because in doing so, companies ensure that the brokerage

         firm’s analyst will be positive on the prospects for the combination.

      


      It’s a bribe, no two ways about it.


      Banks brought in after a deal is announced don’t receive fees anywhere near those of the lead banks. But it’s still more than

         worth it to the secondary banks to sign on, and not simply because of those fees. The score in the world of mergers and acquisitions

         (M&A) is kept by “league tables” that track the relevant players in a deal — transaction size, investment banks, law firms.

         A banker added after the deal gets rolling gets credit on the league tables, which are expressed in both number of deals and

         dollar value. These rankings are critical for recruiting new business, determining banker bonuses, and stroking the all-important

         ego factor.

      


      So although Morgan Stanley and Salomon were the main banks involved in the AOL–Time Warner deal, AOL also brought in Merrill

         Lynch and Goldman Sachs while Time Warner brought in Wasserstein Perella to “advise” on aftermarket support. These firms received

         a “small” fee, less than $10 million, in return for their analysts’ support of the transaction — and they’ve been getting

         their money’s worth since with lots of outrageous estimates on cost savings and “synergies.” But more important, the firms

         get credit for the biggest deal of all time in the league tables. A few weeks after Merrill signed on to the deal, two of

         its highest-profile analysts at the time, Henry Blodget and Jessica Reif Cohen, issued “You’ve Got Upside: Analyzing AOL Time

         Warner,” a glowing report on the prospects for a merged AOL Time Warner, sending both stocks higher by more than 10 percent.

      


      Powerful analysts such as Reif Cohen can find their support of a transaction promised by fee-hungry bankers without their

         knowledge or consent. Consider the following e-mails sent by a Merrill banker to the management of a company looking to sell

         a large media property. E-mail #1: “We want to be named co-advisor on the transaction and there is no doubt that Jessica will

         support the deal. She can publish on the deal as soon as it’s done.” E-mail #2 gets a bit more desperate: “Need to be a part

         of this deal … happy with small fee … would spare us a big slap in the face and can insure Jessica’s support.”

      


      In the summer of 2001, when, after months of planning, Comcast made its unsolicited bid for AT&T Broadband, people close to

         Comcast and its president, Brian Roberts, were perhaps most pleased by the fact that Comcast had hired both Morgan Stanley

         and Merrill Lynch to advise it. The two most powerful analysts in the cable television world worked for both firms: Rich Bilotti

         in the case of Morgan and Jessica in the case of Merrill. Their unquestioned support of the deal would now be expected, and

         people in the Comcast camp were giddy at the prospect.

      


      For Bilotti this meant some quick backpedaling. Only a few weeks before Comcast made its bid and began using AT&T Broadband’s

         pitiful operating margins as a key part of its argument as to why it could do much better, Bilotti had been telling investors

         that those same margins were understated because of things beyond poor management. Luckily for him, he didn’t put it in writing,

         but he did share those thoughts with some of my hedge fund sources, who took notes of the meeting. When I told Comcast that

         I knew Bilotti’s true opinion, they were not pleased. They probably got poor Rich on the phone at once and told him to shut

         up — which, under intense pressure, he apparently did.

      


      Want another example?


      Friday, October 27, 2000. Tom Rogers, chairman and CEO of Primedia, announced a deal to buy About.com. Primedia’s stock got

         crushed, down 25 percent on sixteen times normal volume. I called him a few days later, with Primedia’s price having barely

         budged from that shellacking. “Tom, that was pretty ugly.” Tom, whom I consider a very capable guy, trotted out the usual

         blather, telling me what a great deal it was and how he had expected the market to respond unkindly. He added that Merrill

         Lynch’s Henry Blodget was going to come out and say how great the deal was. I was surprised that someone as sophisticated

         as Rogers put so much weight in an analyst’s opinion.

      


      “Blodget doesn’t have it anymore,” I told him. “He’s been too positive too long, and now he’s largely ignored.”


      “Then whom should I be going after?” he asked.


      I nominated Holly Becker as the hot name of the month, because she’d been kind of negative. I figured if she gave it a thumbs-up,

         what with her somewhat skeptical bias, investors might give the deal a more sympathetic look.

      


      “Let me write that down, we’ll call her right away.”


      It was clear he was going to bring her in to sell her on the deal. Apparently, he was not successful — Holly never did endorse

         it, and was right not to have done so, given Primedia’s poor performance since.

      


      BIG, BIG CONFLICT


      I like Jack Grubman. When I see Jack Grubman at a party, he hugs me. I’m all for hugging. And I give him credit for hugging

         me, because I’ve had a lot of bad things to say about the man who analyzes the telecommunications business for Salomon Smith

         Barney. Grubman’s a smart guy who knows telecom very well. But the key with Jack is getting him to separate his bullshit from

         reality. When you can get him talking, get him a little bit away from his biases, he can give you an interesting perspective

         on what’s been the most dynamic, perilous, and consolidating sector in the market. But no matter how much I like Jack Grubman,

         no matter how knowledgeable he is about his industry, the man has a problem. Jack Grubman is the poster child for the flagrant

         conflict of interest between banking and analysis.

      


      Grubman spent the eighties as a telecom analyst at Paine Webber, toiling in relative obscurity in the days before analysts

         were superstars. He had worked for AT&T, had gotten to know different managements, and was well regarded by different companies.

         And he had made a couple of good calls — on AT&T, for example, he was correctly negative early on, probably because he had

         insight into the bureaucracy of the Bells.

      


      The true metamorphosis of Jack Grubman must have occurred the day he met Bernard J. Ebbers. Ebbers was this bearded, backwoods

         guy down in the swamps of Jackson, Mississippi. He landed in the States after flunking out of the University of Alberta in

         his native Edmonton. Following a stint as a gym teacher, he got into the long-distance business almost by accident after a

         group of friends chipped in to start LDDS in 1983.

      


      In Bernie, Jack smelled a man whose ambition and megalomania rivaled his own, and the feeling was clearly mutual. Jack became

         Bernie’s champion as LDDS morphed into WorldCom, using its ever rising and ever promoted stock to buy up company after company

         — some seventy acquisitions in all.

      


      WorldCom (WCOM) has always represented the ultimate conflict for Grubman. On one hand, Grubman has been World-Com’s banker,

         advising Bernie on almost every single deal. Most investment bankers go back to being guys you never heard of as soon as the

         deal’s done. But analyst-banker Grubman would finish a deal and then immediately revert to being the telecom analyst at Salomon

         Smith Barney, from where he had the balls to trumpet what a great deal — the very deal he had just advised Ebbers to do and

         been paid to help execute — it was.

      


      Example: WorldCom buys MCI, with Grubman as part of WorldCom’s advisory team. The difference in price between what WorldCom

         is paying and MCI’s current price is large: a clear sign that investors are worried the deal may not close. In addition, WorldCom’s

         price has fallen significantly since the deal was announced, depressing the deal’s overall value. So here’s a guy who’s been

         telling WorldCom how great the deal is and how much the Street is going to love it. How to make that happen? Start digging.

      


      Grubman tunnels back under the Chinese Wall and writes about this beautiful deal. An investor would be tempted to dismiss

         this obviously biased opinion, but Grubman has numbers and projections that others don’t. He’s got the inside dope on true

         synergy numbers, cost savings, growth rates. Hell, he’d better know those things — he put the deal together! He can give voice

         to things that the execs can’t afford to comment on — that he’s not worried about antitrust regulators blocking the deal,

         for example, or the level of confidence that the deal will be consummated.

      


      You already know the rest of the story. The deal was announced on October 1, 1997. It was completed on September 14, 1998.

         Salomon Smith Barney walked away with more than $45 million in banking fees. And if you had bought WorldCom that day, on Jack

         Grubman’s recommendation, you would have made money — briefly. Though the stock moved higher for another nine months, it topped

         out at $60, before falling as low as $6 in 2002. Jack stayed positive during the entire trip.

      


      Think Grubman’s efforts on behalf of his bank aren’t noticed? Well, he makes more than $20 million a year, before accounting

         for voluminous stock options in Citigroup.

      


      My dad always told me, “Press your advantage.” Grubman has pressed his advantage. He was Mr. WorldCom, Mr. PSINet, Mr. Global

         Crossing. Grubman makes the conflicts faced by the analyst-banker so easy and clear to understand. He stuck by WCOM as it

         dropped more than 90 percent, relentlessly promoting it to his sales force as the telecom sector crashed and burned. He stood

         by Global Crossing from $60 to $1 and PSINet from $40 to bankruptcy. As ICG Communications went bankrupt, Dr. Grub-man was

         at its side, lowering his opinion only when the patient was clearly terminal.

      


      Perhaps my favorite Grubman moment occurred amid the proposed Global Crossing–US West deal. I deal with the transaction itself

         at length in chapter 6, but this little nugget bears mention here. The deal was coming unglued after Qwest emerged with a

         competing bid. Banker Grubman, smelling a fee going up in smoke, raced to strap on his analyst hat. To objectively weigh the

         bids? Yeah, sure. Here was Grubman on the merits of his client’s bid: “We view [Global’s] deal as a financially elegant way

         to unlock value for both US West and Global Crossing.” (Why stop at “financially elegant” — how about “brilliantly innovative”

         or “ridiculously clever”?) Qwest’s bid ultimately prevailed despite Grubman’s sentiments. But not to worry — Grubman helped

         Qwest’s CEO Joe Nacchio get his job, so there’s little doubt Joe will throw some fees Jack’s way in the future.

      


      Grubman’s final undoing came with what he did on AT&T. After years as a banking whore, he held on to a scrap of credibility

         by being neutral to negative on the biggest fish in his sector, AT&T. And he was right. But in December 1999, after years

         and years of being negative on AT&T, Grubman suddenly professed to having seen something new. Suddenly AT&T was an incredibly

         undervalued asset, and the growth rates from its broadband business were clearly not appreciated. This after years of telling

         everyone what a piece of shit the company was, staying with his negative stance even when new CEO C. Michael Armstrong came

         on board and a new strategy was born. After years of being right, Grubman upgraded AT&T from a “neutral” to a “buy” and slapped

         a big target price on it. And he did so with aplomb. No snickering, no winks, just flat-out, previously undiscovered love.

      


      By making his move, Grubman got on AT&T’s good side, and sure enough, Salomon Smith Barney secured a lead-manager position

         in the upcoming offering of stock in AT&T’s wireless subsidiary. (When the upgrade occurred, I said as much on Squawk Box.) The IPO of AT&T Wireless would weigh in at $10.6 billion, the largest IPO in U.S history. One can only imagine the pressure

         on him. Armstrong sits on the board of Citigroup (Salomon’s parent), and Citigroup’s CEO, Sandy Weill, holds a seat on AT&T’s

         board. Weill had been quietly pressuring Grubman to upgrade the stock for a long time. You can imagine that Armstrong was

         similarly pressuring Weill, asking why he couldn’t get one of his own to play ball.

      


      In the end, Salomon received in excess of $70 million in fees from that IPO, and Grubman received a percentage of that fee,

         and likely a bonus to boot. With the big slowdown in underwriting and mergers and acquisitions, fees like that have been much

         harder to come by. The combination of that slowdown and the post-Enron focus on analysts’ investment banking conflicts has

         led to speculation that Grubman will step aside. I doubt it. At least not until he meets his contractual obligation to remain,

         so that a $25 million loan he received is forgiven.
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