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AUTHOR’S NOTE



I first started thinking critically about IPOs during the summer of 2019 as the real estate startup WeWork prepared to sell shares to the public. A financial writer for more than a decade, I had a passing knowledge of how investment banks worked with private companies entering the public markets for the first time. It wasn’t until my editors at Insider scrambled a team of reporters to dig into what was happening at WeWork that I got my first good look at the process.


I soon learned that startup founders, venture capitalists, and even some bankers had been raising questions for years about how IPOs were being handled. By the time of WeWork’s planned offering, Spotify and Slack had already chosen an alternative approach to listing their shares. Venture capitalist Bill Gurley was loudly banging his drum for other startups to follow suit. Change was in the air.


That didn’t make it any easier to understand what was really happening. IPOs were a world within a world, a corner of Wall Street made up of its own characters, customs, and regulations that was nearly as hard to pull apart as the mortgage bonds that sparked the global financial crisis. As WeWork’s listing quickly slid off the rails, I set out to learn as much as I could.


I devoured news reports, perused research papers, and sought out startup executives, investors, bankers, and lawyers. By the time I was done, I’d spoken to roughly 75 people over more than 150 interviews. Some of those agreed to speak on the record, many of them with the belief that their comments would help readers to understand and appreciate their perspective, and their voices are reflected in the text.


Most of them, however, asked for anonymity to describe private conversations. I have tried to verify their accounts from other sources who were in the room, news reports, official documents or government filings, text messages, videos, or PowerPoint slides, to name just some of the resources I relied upon. In a few cases, recollections contradict one another. I have been thoughtful about coming to an accurate version of events. A reader shouldn’t assume that someone spoke to me just because I describe that person’s thinking. In numerous cases, I reconstructed what an individual thought by speaking to others who spoke to them directly or were otherwise in a position to know.


Throughout the book, I have avoided adding unnecessary analysis to the text. My hope is that the reader will come to his or her own conclusion based on how the narrative unfolds and the specific details of each transaction. I readily acknowledge that there is a fierce debate swirling around the current IPO process and the importance of various actors such as investment banks to the process. This book won’t settle that debate, but I hope it can add to the dialogue by bringing readers into the rooms where big decisions are being made.


I hope you leave this book with a richer and more nuanced understanding of IPOs, how Wall Street and Silicon Valley are jockeying for supremacy over the process, and what it would mean to most efficiently funnel capital to the companies doing the most to drive economic innovation.


Last, I hope you like reading the story as much as I enjoyed discovering it.


Thanks for reading.


Dakin Campbell


April 2022















PROLOGUE



Apple Computer, Cupertino, 1980


On a mild December day in 1980, Steve Jobs made his way across San Francisco to an office building that rose above the city’s financial district. Passing through the terra-cotta archways that gave the facade a neo-Gothic look, Jobs sought out the office of Hambrecht & Quist (H&Q), a small investment bank with offices on an upper floor.


Jobs was the CEO of Apple Computer, a leader in what was then the budding business of making desktop computers. Apple’s revenue had climbed past $117 million during the fiscal year that had ended in September, more than the entire industry’s haul just three years earlier.


For months, Jobs had been preparing Apple for its initial public offering, the first sale of stock to mutual funds and other public investors. The CEO had come to the landmark Russ Building for one of Apple’s last acts as a private company: negotiating with his bankers over the price of the shares Apple would sell.


Months earlier, Jobs had selected Morgan Stanley and Hambrecht & Quist to manage Apple’s IPO. Hambrecht & Quist was an early investor in Apple. Jobs was showing loyalty to an early backer by insisting on the location even though Morgan Stanley was larger and more powerful.


As a former computer hacker known for wearing ripped denim jeans and tie-dyed t-shirts, Jobs arrived casually dressed. He joined a group of bankers in suits and ties gathered around a couch in a large office that belonged to George Quist, whose name was on the door. The other named partner, William Hambrecht, was also there, alongside the team from Morgan Stanley.


Jobs and his bankers had been holding weeks of meetings in what was known as a roadshow, talking to investors about their interest in Apple shares. The bankers initially thought to sell shares at $14, but as the investor conversations continued and orders poured in, they realized they could increase Apple’s share price without sacrificing investor interest. The question was by how much.


The Morgan Stanley bankers walked Jobs through the investor orders, collected in something known as an order book. As they did, Hambrecht later recalled, Morgan Stanley recommended a price of $18.


Jobs sat there silently and listened. He spoke when the bankers were finished.


“Now, you’re telling me that you want to sell the stock at eighteen dollars a share?” Jobs said.


“Yes, that’s our recommendation,” came the answer.


“You know,” Jobs said, “some people have told me they think it might open up maybe as high as twenty-seven or twenty-eight.”


Jobs was referring to the price that he thought Apple shares would fetch when they began trading on the stock exchange. He knew that Apple wouldn’t directly benefit when its stock price rose—the company would have already sold its stock and collected the proceeds. For that reason, he was interested in capturing as much of the price gain as possible in this meeting, when it would mean more money in Apple’s accounts.


Morgan Stanley’s bankers told Jobs that they would try to minimize any surge in the stock price, but that they couldn’t make any guarantees. One of them eventually admitted that the price could rise quickly, or pop, on the first day. “That is a strong possibility,” the banker said.


“Tell me, who will you sell this stock to at eighteen dollars?” Jobs asked. “That’ll go to your best clients, won’t it?”


The comment left the bankers momentarily speechless. Then they rushed to answer Jobs’s question. “Yes,” one of them said, “our clients will get a chance to own some stock at eighteen.”


The Morgan Stanley bankers explained that they were great clients and would hold the stock for a long time, providing Apple with a stable base of loyal shareholders it could rely on as it navigated the home computer industry.


Jobs looked at them. “Won’t they be terribly happy that they bought stock at eighteen that’s now selling at twenty-eight? And won’t they give you a lot more brokerage business?”


The Morgan Stanley bankers were quiet.


“And then you’re going to charge me an 8 percent fee to do it?” Jobs asked. The CEO wasn’t being confrontational so much as he was asking simple questions.


In a few short minutes, Jobs had exposed the perverse incentives at the heart of the IPO, a centuries-old process used by companies to raise money from public investors by listing their shares on an exchange. Investment banks sat in the middle, and Morgan Stanley and Hambrecht & Quist owed their loyalty not just to Apple but to the investors who would be buying the stock in the IPO.


Apple and the investors both paid the banks, but in different ways. Apple had agreed to pay them a percentage of the IPO proceeds, and the investors paid indirectly, through trading fees or brokerage commissions. It was known as “dual agency” and was frequently discouraged in the real estate market when brokers represented both buyers and sellers.


From the beginning, Jobs had been skeptical of the institutional bearing of the Morgan Stanley bankers, a bunch of suits with divided loyalties. Now that skepticism was boiling over.


At his insistence, Apple’s bankers finally decided to price Apple’s 4.6 million shares at $22.


“He was the first guy that I ran into that had really figured out what the IPO process was like,” Hambrecht said later. “I went out of there thinking, ‘Boy, that guy really has figured it out.’”


Apple’s stock quickly rose above $29 when it started trading on December 12, before leveling off to finish at $28.75. It represented a 31 percent gain. The San Francisco Examiner marked the event with a front-page story in the afternoon edition. Under a headline that read, in part, “Wall St. gets bite of Apple,” the newspaper played up the offering’s success. “Wall Street gave Apple Computer Inc. a warm—not hot—reception in its first public stock offering today,” the story ran. “According to analysts, that was nearly a perfect launch for the stock in the Cupertino-based maker of personal computers.”


Apple’s IPO heralded its arrival into the scrum of the world’s financial markets, where companies go to raise money by selling stocks and bonds to professional, and amateur, investors. Few are as important as the IPO market, where shares are sold for the first time.


For years after Apple’s offering, the IPO market stayed largely unchanged. A pattern began to emerge in the technology industry, as hardware and software companies became a larger part of the economy and attracted a broader swath of investors. The shares of the most popular companies, those providing industry-disrupting technology or access to an expanding internet, soared high above the IPO price when they began trading. Investors receiving the shares in the IPO enjoyed near-instant profits. And startup entrepreneurs wondered if they could have gotten a higher price.


Reformers tried repeatedly to fashion something different. Inspired by Jobs’s insight from 1980 and a belief that there was a better way to calculate an IPO price, Hambrecht struck out on his own in the late 1990s. He set up a new company called WR Hambrecht + Co. and designed a modified Dutch auction to sell shares. Hambrecht’s OpenIPO, as he called it, collected bids in secret and auctioned off shares starting at the highest price and moving lower until the entire offering was sold. Then all buyers paid that lower price. It was used by nearly two dozen relatively small companies to go public over the following few years. Hambrecht struggled to attract widespread acceptance amid skepticism from larger companies and pushback from investment banks that enjoyed handsome fees and wielded immense power within the established system.


When the search giant Google was ready to go public a few years later, cofounders Sergey Brin and Larry Page thought they might try their hand at IPO disruption. They sought out Hambrecht’s advice, and though he stayed involved, they forged their own path with a modified auction structure. But when Google had to slash its share price to get the deal done, critics had all the ammunition they needed to bad-mouth the new approach and persuade entrepreneurs to stick with conventional wisdom.


If either Hambrecht or Google had found success, it could have ushered in the largest change to the IPO market in decades, presaging a new era in how technology companies raised money to fund innovation: a radical restructuring of the power dynamics that existed among the venture capitalists that fund startups’ early growth, the public investors who later fund it, and the investment banks standing in the middle. Instead, the system remained largely unchanged.


In 2018, a promise of wide-scale innovation again visited the IPO market when Barry McCarthy, the CFO of music streaming service Spotify, succeeded in redesigning the process. Borrowing inspiration from earlier efforts, McCarthy worked with bankers, lawyers, and regulators to list Spotify’s shares directly on the exchange, bypassing underwriters and fashioning a new role for investment banks that kept them at arm’s length.


Far from being a flash in the pan like OpenIPO or Google’s auction, McCarthy’s creation caught fire. Nearly a dozen large technology firms have now directly listed their shares on an exchange. Dozens more executives, such as those at video gaming software company Unity and food delivery app DoorDash, considered a direct listing before deciding to disrupt aspects of the traditional IPO process itself.


Unity introduced auction-like features inspired by Google’s offering, while DoorDash did away with something called a greenshoe, an agreement that gave banks the option to buy more shares at the IPO price. It acted as insurance for companies but often simply delivered more profits to banks. Other startups challenged the traditional six-month period in which company insiders were forbidden to sell shares.


It didn’t stop there. Inspired by the innovation of the direct listing, businessmen and investors dusted off a little-used technique to raise money from investors and use it to buy other companies. Known as blank check companies, their growing acceptance provided firms yet another way of accessing the public markets.


Along the way, innovative entrepreneurs received cover from vocal venture capitalists, such as Benchmark’s Bill Gurley, one of the world’s most successful technology investors, and independent advisors like Lise Buyer, a veteran of Google’s offering who dispenses IPO advice from an independent advisory firm.


In taking on the status quo, this collection of startup executives, investors, and advisors upended a system embedded with powerful financial incentives. In 2020, investment banks earned $1.8 billion in fees for underwriting $38.7 billion in technology IPOs, or almost 5 percent of the money raised, according to Dealogic. The 2021 figures through mid-November for fees and proceeds, the amount brought in by companies selling shares for the first time, were roughly double those amounts.


Finally, the revolution that Bill Hambrecht and others tried to start in the late 1990s appears to be taking hold. As it does, some of the financial markets’ most powerful players may see their roles dramatically altered. To understand how the change came about and where things are going, it’s important to explore the challenges and choices faced by the pioneers who dared to challenge the status quo.


This is their story.















CHAPTER 1



Ford Motor, Detroit, 1956


When Bill Hambrecht visited a small electronics manufacturer in San Carlos in 1967, Silicon Valley was a very different place than it is today.


An energetic man who played football at Princeton, Hambrecht was head of West Coast corporate finance for Francis I. duPont & Co., one of the country’s largest brokerage firms and investment banks. Hambrecht had gotten his job on the West Coast because he was one of the few duPont bankers with technology experience. He had spent three years in central Florida arranging financing for defense technology and missile systems companies around Cape Canaveral.


Silicon Valley’s technology industry was then dominated by larger companies. Big government contractors. Lockheed had a big presence out at Moffett Field. Hewlett-Packard Co. started in a Palo Alto garage in 1938 and had grown by selling products to the government during World War II and the Korean War. It was a world in which it was still considered difficult to start a new company. Small players weren’t always taken seriously.


So when Hambrecht’s boss at duPont asked him to visit Farinon Electric, a small firm that was bringing in several million dollars a year in revenue, Hambrecht was initially resistant. He thought it would be a waste of time. Nonetheless, he drove out to San Carlos and introduced himself to Bill Farinon, the company’s founder. Farinon, whose firm manufactured microwave equipment used for voice communications, had successfully discovered how to sell into the notoriously closed Bell System. The collection of concerns led by Bell Telephone Company dominated the continent’s telephone networks.


After the two men had spent the better part of a day together, Farinon told Hambrecht that his father-in-law, who had put up most of the capital to get him started, wanted his money back. Farinon was thinking about an IPO. He didn’t want to have to sell the company to come up with the money.


“You’re really too small,” Hambrecht recalled telling Farinon. The banker listed several rules then used by Wall Street to judge whether companies were ready to go public. At the very least, they needed five years of earnings and roughly $1 million in after-tax profit.


“Who made up those rules?” Farinon asked.


“I don’t know,” Hambrecht answered. “They are the rules.”


The founder raised his voice. “Those goddamn rules,” Farinon said. “They were set up for you guys! So you could make a lot of money. They have nothing to do with me. How about looking at this from my point of view. I want my company to stay independent. I need some money.”


As Hambrecht was leaving, Farinon tried again. “Do you think I have a good company here?”


“Oh yes,” Hambrecht answered. “I think you really do.”


“Would you put in some of your own money?”


“Absolutely, I would love to buy stock,” Hambrecht said. “I don’t have very much money,” he told Farinon. But Farinon had something good.


“If you’re willing to buy stock for yourself, why aren’t you willing to sell it to the public?” Farinon demanded.


Hambrecht didn’t have a good answer. The following year, Farinon sold shares to the public for the first time in an IPO led by White, Weld & Co., one of duPont’s fiercest competitors.


Farinon’s parting question nagged at Hambrecht.
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Not long after his visit to San Carlos, Hambrecht received word that he was in line for a job that would require him to move back east, where duPont was headquartered. It wasn’t the kind of opportunity that you turned down. But Hambrecht and his wife had come to enjoy living in California. If they were to stay in California, Hambrecht knew he would have to find a new firm to work for.


The dilemma was fresh in his mind when he heard about a promising technology company down the coast in San Diego. Hambrecht had befriended a banker with an outsized personality named George Quist. Quist ran Bank of America’s small business investment company, or SBIC, a fund set up after the 1958 passage of legislation intended to spur investments in startups. Bank of America used its SBIC to buy up stakes in nascent microwave and semiconductor companies. Hambrecht and Quist had already done a couple of deals together, and now Hambrecht asked his friend to join him on a trip to San Diego to visit the technology company. The gregarious banker soon agreed, and the two men booked a flight to Southern California for the sole purpose of looking into the company.


They arrived and visited the technology company, then went to the Kona Kai Club, a resort on a spit of land in San Diego Bay where they were staying before heading back the following day. Over scotch and not much food, Hambrecht told Quist about his opportunity at duPont. Did Quist know any firms that might be hiring?


Quist was looking for something new to do too. A CPA by training, he’d run a company that merged into Ampex, one of the early stars of the emerging technology industry. He followed a college friend to Bank of America and managed a portfolio of more than fifty companies. By the time of the San Diego trip, Quist was restless.


As the two men got deeper into their scotch and the night lengthened, they agreed that there wasn’t a firm doing what they wanted to do. Davis & Rock and Sutter Hill, two early venture capital firms, had formed just a few years before to make investments in promising technology companies. But no one was merging venture capital and investment banking—investing in startups and then supporting their public offerings as an underwriter once they’d grown big enough to attract public market investors.


It still seemed like a good idea the next day, and they sketched out a business plan on the flight home. The men thought that if they could find and invest in five new startups, they could establish a strong franchise. They soon raised $1 million from other investors.


“We got together and decided that if we could become not only a venture capital company but an investment bank,” Hambrecht later said, “we would be a welcome addition to the other venture capital firms on the peninsula.”


In 1968, they formed Hambrecht & Quist, focusing entirely on the technology industry. Farinon’s parting comment “really stuck with me,” Hambrecht later said. “That became the mantra at Hambrecht & Quist… became the quality screen for us. If we’d put our own money in it, we’d take it public.”
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Hambrecht & Quist stepped into an IPO market steeped in rich history.


Investors had traded stakes in government projects or private enterprises for hundreds, if not thousands, of years. The Romans had partes, thought to have been used to finance public projects. The Dutch listed shares of the Dutch East India Company in the early 1600s and used the money to finance trading expeditions to faraway lands. Holland became a formidable center of trade in part because its relatively well-developed financial markets allowed businessmen to raise money for speculative endeavors.


Across the Atlantic, the first American public offering took place soon after the new country gained its independence. In 1781, the Bank of North America set out to sell 1,000 shares for $400 each. More than four months later it had only raised about $70,000. To ensure that the company would sell its shares and open for business, the United States government soaked up a majority of the shares. One early IPO investor was Benjamin Franklin, who purchased a single share to show support for what observers considered to be a critical step in the financial independence of the new nation. After its first year of operation, the bank paid out a dividend of almost 9 percent.


Over the next century, the capital needs of the companies developing the new nation’s industrial might only grew. The Civil War brought about an industrial revolution that gained steam in the second half of the nineteenth century. Railroads, oil companies, and steel concerns financed themselves by selling shares. In the early days, the process was often cumbersome and localized to New York or other large cities. Companies would offer stock to individual investors gathered around small brokerage offices. As the companies grew larger, so too did their need for investors with deeper pockets. Investment bankers, who acted as middlemen connecting companies to wealthy investors, took on greater importance.


Bankers took active roles in advising companies and in many cases even sat on their board of directors. Jay Cooke, the Ohio-born financier, is largely credited with founding the nation’s first modern investment bank. He helped finance the Union army’s operations during the Civil War by selling more than $800 million in bonds to various investors. He did so by recruiting a ragtag sales force made up of insurance agents, real estate brokers, and even tavern owners. He used the new technology of the telegraph to confirm orders, and developed “working men’s savings banks,” offices that were open late and offered bonds in small increments. Cooke showed that investors across the country could be counted on to buy an offering if it was marketed correctly.


In the following decades, John Pierpont Morgan, the mustachioed banking scion, gained fame for leading a corporate consolidation wave. In 1907, when the Dow Jones Industrial Index slumped 37 percent, Morgan staved off a financial panic by convincing other wealthy financiers to prop up failing financial institutions and brokerage houses. During his career, Morgan played a role in forming and financing such well-known companies as U.S. Steel, International Harvester, and General Electric.


The passage of the Banking Act of 1933, known as the Glass-Steagall Act, prohibited banks that accepted deposits from engaging in the business of buying or selling stocks and bonds. The First National Bank of Boston was forced to spin off a securities arm that became known as First Boston Corp.


By the 1950s, after two world wars had required a prodigious capital-raising effort from the now mature nation, investment banking enjoyed a golden era. Hundreds of retail brokers operated from offices on Main Street in small-town America. Those offices formed a network that the brokerages used to sell stocks and bonds to individual retail investors in the communities where they were located. Their clients were largely businessmen, lawyers, and other wealthy individuals in those communities.


As the middle part of the decade approached, Ford Motor Co. considered selling shares for the first time. One of the largest U.S. companies of the era, Ford was private largely because Henry Ford was notoriously against selling shares to the public, which he saw as a form of indebtedness.


In the 1930s, Ford transitioned much of his family’s shareholdings to a newly created nonprofit called the Ford Foundation so that he wouldn’t have to pay taxes to the administration of Franklin Delano Roosevelt. Ford felt that FDR was leading the United States into a war that he couldn’t support. Funded with nearly 90 percent of the automaker’s shares, the foundation was instantly one of the largest philanthropies in the world.


All those shares, however, were largely worthless to the foundation unless it could sell them on the open market for cash that it could use for its philanthropic efforts. So in the 1950s, members of the family began looking for a way to take Ford public.


Goldman Sachs’s Sidney Weinberg, known as “Mr. Wall Street” for his work ethic and financial acumen, had been a friend to the Ford family for years. Henry Ford had been a vocal anti-Semite and Weinberg, along with many of Goldman’s bankers, was Jewish. But Weinberg grew close to Ford’s son, Edsel, Edsel’s wife, and Charlie Wilson, a close associate who was by then helping to run the Ford Foundation. After Edsel died, Wilson approached Edsel’s son, Henry Ford II, about selling some of the foundation’s shares to diversify its holdings. The son soon agreed, insisting that Weinberg and Goldman Sachs work on behalf of the family’s automaker rather than for the foundation.


Weinberg planned the IPO in secret for nearly two years. The preparations revolved around a complex negotiation involving the competing demands of the Ford family, the foundation, the New York Stock Exchange, and the Internal Revenue Service. Weinberg ultimately came up with a scheme that satisfied the various parties and allowed the family to keep control of the automaker.


When it came time to sell the deal, Blyth & Co. Inc., a San Francisco–based investment bank, secured the lead banking role. Goldman Sachs was listed third on the company’s IPO filing, after First Boston Corp. and before Kuhn, Loeb & Co.; Lehman Brothers; Merrill Lynch, Pierce, Fenner & Beane; and White, Weld & Co. The seven firms each agreed to purchase 308,000 shares and sell them off to their network of clients.


Below those seven, Ford’s prospectus, the document that accounts for the bulk of a company’s submission to register stock with securities officials, listed more than 200 other investment banks and brokers on the front cover. They were part of a syndicate of 722 investment banks and over 1,000 total firms that were in a group charged with selling small lots of shares to retail investors.


Companies required large syndicates, or groups of banks acting in concert, because most investment banks at the time were structured as private partnerships made up of capital contributed by the firm’s senior bankers. That left them with limited funds to buy up large blocks of stock from industry titans like Ford.


Writing about the transaction at the time, the New York Times said that “probably never before in the history of the securities business has there been so much curiosity about the price at which a stock was to be placed on the market. And probably never before has the success of a public offering depended so little on the price. The underwriters say that the offering is sure to be oversubscribed by a wide margin.”


The Ford IPO was the largest of all time, raising $658 million by offering 10.2 million shares at $64.50. (Ford paid $15 million in fees to the underwriters.) The stock closed at $70.50 that day, representing a modest 9.3 percent increase.


The following year, 1957, Blyth once again led a high-profile offering, managing the IPO for Hewlett-Packard, then a maker of electronic measuring equipment. (It wasn’t until 1966 that the company began selling computers.)


“Wall Street in 1956 was a cottage industry,” said Bruce Foerster, a former navy officer who joined the Street fifteen years later and struck up friendships with older bankers who worked on Ford’s IPO. The industry’s private partnerships were mostly small affairs, while some of the larger ones, including Goldman Sachs, didn’t have large networks of individual investors that they could tap to buy a large stock or bond issue, Foerster said. “You needed all those firms.”
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By the 1970s, the financial markets had begun to change dramatically. On February 8, 1971, the National Association of Securities Dealers, a self-regulatory organization that came out of the Great Depression to oversee securities markets, activated its National Association of Broker Dealers Automated Quotation (NASDAQ) system.


Initially, NASDAQ focused on stocks of companies too small to qualify for trading on the New York Stock Exchange (NYSE). Those stocks traded in the over-the-counter market, where it was often difficult to learn share prices at a given moment in time. Acting as a central place to collect those prices, the NASDAQ started by offering prices on 2,500 securities. It was the world’s first electronic stock market, and soon became the venue of choice for technology companies floating shares for the first time.


In October of that year, Intel listed on the NASDAQ by enlisting sixty-four underwriters to sell less than $10 million of shares. A maker of silicon computer chips, Intel was founded three years earlier by two former Fairfield Semiconductor engineers, Gordon Moore and Robert Noyce. More so than the Ford IPO, or the Hewlett-Packard IPO, which had happened years before the tech revolution took hold in Northern California, Intel’s IPO marked the region’s arrival on the national stage. Earlier that year, a writer for Electronic News christened the region “Silicon Valley.”


Investors were also beginning to change. In 1975, 426 mutual funds controlled less than $46 billion in assets. But with the September 1974 passage of the Employee Retirement Income Security Act (ERISA), mutual funds and other asset managers began to control a larger share of investment assets. ERISA set guidelines for pension funds to own dividend-paying stocks, and they scrambled to hire third-party firms like mutual fund companies to invest on their behalf.


As mutual funds proliferated, so too did the ranks of professional investors. And they demanded research about the markets or attractive investment opportunities. At first, smaller specialty firms like H. C. Wainwright and Mitchell Hutchins made a good business providing that research. The full service investment banks, like Goldman Sachs, dragged their feet. But it wasn’t long before the larger firms realized that they would need to offer research if they wanted to build deep, and lucrative, relationships with the growing class of professional investors.


“Goldman was a tiny little firm in the 1970s,” Foerster recalled. “They prided themselves among other things on being not the first to adopt new policies or new procedures or new gimmicks or new securities but the last, because they didn’t want to have any of their clients have something that blew up before people knew how it traded in the secondary market.”


That philosophy would be challenged the following decade when the bank set out to improve its standing in the rankings of stock underwriters, in the process redesigning how IPOs got sold.















CHAPTER 2



British Gas, Detroit, 1956


By the late 1970s, Bill Hambrecht and George Quist had made a name for themselves bringing small companies to the market. Though Hambrecht & Quist was never guaranteed business from the companies the two men invested in, their stakes gave the firm a stable base of potential clients.


Larger companies still chose the larger investment banks like Morgan Stanley and, to a lesser extent, Goldman Sachs. Morgan Stanley had been quicker to see the vast money to be made in the technology industry. In 1975 the bank hired Ben Rosen, an electrical engineer with a degree from Caltech and an MBA from Columbia Business School, to analyze emerging technology companies. Rosen authored a newsletter and held a conference, establishing himself as an enthusiastic electronics analyst focused first on semiconductors and then microcomputers.


But it was a young venture partner at Hambrecht & Quist, Larry Moore, who convinced his bosses to invest in one of the region’s early personal computing pioneers. Founded by Steve Jobs and Steve Wozniak, Apple Computer soon generated buzz thanks to a Jobs-led marketing push that established the firm as a designer of handsome machines for educational institutions and creative types. Hambrecht invested for a small stake, joining investors including Arthur Rock, Intel’s Andrew Grove, and Sequoia Capital, the venture capital firm founded by semiconductor pioneer Don Valentine.


In 1980, Apple needed money to fuel its growth, and early investors wanted a chance to cash out. The company interviewed investment banks for the job of selling shares to the public, ultimately settling on Morgan Stanley. It was something of a surprise that Jobs also chose Hambrecht & Quist and insisted that the smaller bank be given an equal role to that of Morgan Stanley. “He was deeply loyal to people that supported him early,” Hambrecht said later. “We got our role as co-manager in that offering, I think, primarily because Steve just insisted on it. And not only insisted on us being there, but insisted that we be treated as an equal partner.”


The Morgan Stanley/Hambrecht & Quist partnership wasn’t as strange as it seemed. As an undergraduate at Princeton, Hambrecht had been friends with Dick Fisher, the Morgan Stanley partner overseeing the firm’s equities business at the time of the Apple IPO. Fisher had already gone to Hambrecht a year or so before and asked for help getting Morgan Stanley into the business of underwriting technology firms.


Other large firms, sensing that there was money to be made, also looked at breaking into the burgeoning scene. When those firms approached Hambrecht for his advice, he asked them for a list of the companies that interested them. Almost invariably, they would tick off the top firms by revenue, showing little understanding of or interest in the smaller firms with promising technology that might become future industry titans. But when Hambrecht asked that same question of Fisher, the banker gave him a list that showed real insight. Apple was on it.


“I remember looking at his list, thinking, Okay, he’s the smart one. He’s the one that’s going to win,” Hambrecht recalled. The other bankers “were looking for volume, where Dick obviously had people that were looking for the real technology leaders,” he added.


At that point Morgan Stanley had so much power that it would refuse to co-manage an offering with another firm. You did it their way, or they wouldn’t do it. “They dominated the game,” Hambrecht said.


Jobs forced Morgan Stanley to break that rule when he insisted that they work with Hambrecht & Quist on the Apple transaction. In another first, they also agreed to evenly split the fees from the deal. Fisher’s colleagues gave him a hard time, because the bank could have demanded a much bigger slice. But what Fisher realized, which Hambrecht would only later come to see, was that there would be a huge amount of wealth creation generated by the Apple transaction. He would split the fees on the IPO underwriting and then clean up when it came to managing the money for the founders and employees, all of whom became wealthy. Those were services that Hambrecht & Quist couldn’t even offer. Fisher “said that he looked at a company like Apple and realized that Apple would never be a very good investment banking client for them because it was such a cash generator,” Hambrecht said later. “Once they got the IPO done, they really didn’t need any more money.” In other words, Morgan Stanley couldn’t count on being hired again by Apple, because the company didn’t have much use for its services.


Before he could sell Apple, Hambrecht needed to wrap up the IPO for Genentech, a four-year-old biotechnology company. Hambrecht & Quist had an investment in that firm too. It would be a busy second half of the year for the bank, now in its twelfth year.


Genentech was a biotechnology startup cofounded by a venture capitalist at Kleiner Perkins, one of the valley’s first big-time VCs, and a scientist and pioneer in recombinant DNA technology. Together the two men had led Genentech in 1978 to its first significant breakthrough, synthetically produced human insulin.


In mid-October 1980, Hambrecht & Quist sold Genentech shares for $35. The shares quickly surged by about 150 percent to as much as $88 before settling at $71.25, for a 104 percent gain, in what the Wall Street Journal called “one of the most spectacular market debuts in memory.”


Despite Genentech’s splashy showing, investor attention soon turned to Apple. CEO Steve Jobs had built Apple into a computer maker that captivated the attention of the investor community by focusing on the look of the device and the ease with which it could be used. Jobs later said that he was inspired to strive for perfection by the Beatles’ John Lennon. Media outlets debated the merits of the offering throughout the fall. “Not since Eve has an Apple posed such a temptation,” the Wall Street Journal declared. On the Monday of the week the IPO was scheduled, Jobs and millions of others lost an inspiration when a Beatles fan shot and killed Lennon outside the courtyard of the Dakota, his Upper West Side residence in New York City. The tragedy cast a momentary pall over the offering.


When the company finally settled on the price and completed the offering, it became the largest IPO since the Ford transaction in 1956. Shares began to trade on December 12, a rollicking day at Apple’s Cupertino headquarters. One executive brought in cases of champagne, while other employees debated the construction of a large thermometer that would show the mercury rising as Apple’s share price rose.


The offering created dozens of instant millionaires within the company, largely due to the stock options they’d been granted. By one estimate, there were more millionaires created in Apple’s IPO than in any other IPO in history to that point. Some percentage of those employees brought their wealth to Morgan Stanley to manage, supporting Fisher’s larger plan.
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With Apple’s and Genentech’s IPOs putting it on the map, Hambrecht & Quist bred competitors. Soon three regional firms patterned themselves after the early pioneer—Alex. Brown & Sons; L. F. Rothschild, Unterberg, Towbin; and Robertson, Colman & Stephens—and showed the wisdom of catering to the technology industry. The four soon earned the moniker “Four Horsemen.”


Much larger investment banks also began to take notice of how Silicon Valley was growing. By then, in the early 1980s, Morgan Stanley and Goldman Sachs had followed the lead of the smaller brokerages and built out large research arms they used to market ideas to institutional investors and collect trading commissions as payment. As the investment banks consolidated power, so too did the institutional investors. Between 1980 and 1995, the number of mutual funds went from 564 managing $135 billion in assets to 5,724 managing $2.81 trillion, according to a later Investment Company Institute report.


The decade would see Morgan Stanley cede its underwriting dominance to Goldman Sachs. In 1984, a forty-one-year-old trader at Goldman Sachs named Eric Dobkin was promoted to oversee a banking unit that underwrote stock issues. At the time, Dobkin’s boss, Jim Gorter, was looking for a way to improve Goldman’s ninth-place ranking. A confident banker fond of pinstripe suits, Dobkin had been selling large blocks of already public stock to mutual fund clients. He came to an insight in the shower that changed the landscape of Wall Street. Up to that point, trading desks staffed by executives who enjoyed liquid lunches sold IPOs to a largely retail client base by holding a cocktail hour to market the issues. Company management told its story to retail brokers, who went out and sold lots of one hundred to two hundred shares to individual investors.


Dobkin realized that the mechanics of how he was marketing his block trades to large investors could be used to sell IPOs. When a big block came in to sell, Dobkin would turn to the Goldman analyst covering the stock and ask what he thought of it and who might want to buy shares. Couldn’t that analyst play a similar role in IPOs, visiting investors and telling the company’s story?


Public offerings had other advantages too. The SEC required firms to file a prospectus, which was largely considered a legal document. Dobkin figured he could use the business details contained in it to craft a story about how a company was special. Make it into a marketing document. And if Dobkin could get management teams to visit institutional investors in their offices, or at least their home cities, the investors could hear the company’s story straight from the people running it.


The following year, Dobkin created Wall Street’s first investment banking unit devoted to underwriting stock issues and began catering to the likes of Fidelity, T. Rowe Price, Capital Group, and Janus. His timing couldn’t have been better. Just as he was creating the division, British prime minister Margaret Thatcher began selling off large government-owned gas, petroleum, and telecommunications concerns. Other countries were doing the same, which required their chosen underwriters to cast an increasingly wide net for investors with the cash to buy up the issues. Capital markets were going global and becoming increasingly integrated.


Dobkin traveled to Washington frequently to visit the Securities and Exchange Commission, where he huddled with government officials to discuss possible changes to the regulations. The SEC had been created in 1934 by Franklin Delano Roosevelt to oversee the financial markets after the 1929 crash and the onset of the Great Depression. It was charged with watching out for investors and acting as one of the chief regulators of U.S. financial markets. Its lofty mission made officials wary of bending or rewriting rules that had been laid down over the course of decades.


But regulators were also cognizant of being outmaneuvered by officials in other countries and losing clout, and they were open to Dobkin’s entreaties to rationalize U.S. regulations when dealing with these countries. Sometimes that meant translating prospectuses into three or four languages. Other times it meant joining with national securities regulators elsewhere to harmonize rules around pricing and information dissemination.


In those days, Dobkin would often fly the Concorde, the supersonic passenger jetliner, between New York’s John F. Kennedy International Airport and Heathrow Airport in London. He could get on the plane at 1:45 p.m. in New York, land at 10:20 p.m. in London, and get a couple more hours of work in before sleep. The following day, he could do breakfast, lunch, and dinner meetings. He could then wake up the next morning, take a 10:30 flight from London, and be back in New York in time for the start of the workday.


“I could spend literally a day away from the office, do a boatload of meetings and dinner and all, and get back to New York in time for business the following day, or I could spend the next day and go for two days,” Dobkin said. “It was just extraordinarily helpful.”


The travel wasn’t luxurious—the seats were narrow and stacked four across, with an aisle in the middle—but it was fast. And that was the idea. The quick trip allowed Dobkin to visit clients in person, the preferred method for investment bankers who felt it was better to develop relationships in person than on the phone. With easy access to London, Dobkin could meet face-to-face with British officials tasked with choosing the investment banks that would help them sell the government’s assets.


When Dobkin began his quest to climb up the league tables, which ranked companies by fees, deal volumes, and other yardsticks, Morgan Stanley was a powerful presence at the top of the underwriter rankings. The investment bank, which had been formed by two J.P. Morgan & Co. partners in 1935 after passage of the Glass-Steagall Act, had an early leg up on work with the British government.


In 1984, Morgan Stanley made a series of mistakes that opened the door for Dobkin and his Goldman Sachs colleagues. Morgan Stanley led the first privatization of British Telecom (BT), handling the distribution of shares to U.S. investors. In those days, UK rules required banks to hold on to the shares for more or less two weeks before passing them out to investors, meaning they’d be on the hook for any losses or gains.


In the United States, banks weren’t taking much risk. They’d price a deal once they’d built a book of investors and quickly distribute the shares. If they couldn’t sell the entire thing, the bank might hang on to a stub of shares. Many bankers considered that a reasonable risk to take. But Morgan Stanley refused to take the risk of holding the BT shares for weeks, and the Bank of England had to step in to backstop the position. British government officials weren’t happy.


Goldman’s rival made a second mistake. Due to a variety of technical factors, the BT shares were expected to be popular in the UK, and prognosticators believed that the stock would perform well on opening day. When it did, many of the U.S. investors who had received shares from Morgan Stanley turned around and sold them back into the UK market, in a process known as reflow. The result was a more concentrated base of investors than the UK government wanted.


Goldman got its big break two years later. In March 1986, the investment bank underwrote the IPO for Microsoft, the software pioneer founded by Bill Gates and Paul Allen. Goldman and H&Q competitor Alex. Brown & Sons co-managed the sale of 2.8 million Microsoft shares for $21 apiece.


Later that year, Goldman won the job of advising the Thatcher government on the privatization of British Gas. Selected as the lead underwriter for the portion of the deal that would be sold to U.S. investors, Goldman unloaded $8 billion in stock. It was the largest UK privatization and the largest equity offering ever.


In 1987, the investment bank once again outmaneuvered Morgan Stanley for the mandate to help the UK sell off its remaining stake in British Petroleum, a $12.4 billion deal that set a new record for the largest UK privatization. The bank was left with a large underwriting loss when it got stuck with BP shares after the market crashed on October 19, 1987, a day later called Black Monday.


It was UK privatizations more than anything that established Goldman’s name and propelled them to the top of the underwriting rankings, Foerster recalls. “In the early eighties, John Whitehead and others at Goldman Sachs would call Bob Baldwin and Fisher at Morgan Stanley” and ask to get onto deals, Foerster said. But as the decade progressed, it became harder to persuade CFOs to hire an underwriter other than Goldman, he recalled.


“They all wanted Goldman because they wanted to be able to go to the CEO and the board and say, ‘I got Goldman to run that IPO,’” he said. “When they got the BP business away from Morgan Stanley, and Eric Dobkin was key to that, that was a huge coup for Goldman.”


During this time, bankers continued a trend spawned a decade earlier, when ERISA helped give rise to the growth in mutual funds: they moved away from marketing to thousands of retail brokers who held direct relationships with the masses of individual investors scattered across the country and instead largely engaged with a growing class of professional investors.


Such investors had the education and the knowledge to evaluate companies coming to the market for the first time. By focusing on fewer investors with more buying power, bankers were able to better understand each investor’s individual style. And they learned how to fashion their pitch based on the preferences of each. Once the bankers spoke to enough investors, they could pool that feedback and use the common attributes to create a specific marketing and pricing strategy.


Dobkin came to believe that IPOs were exercises in psychology as much as they were capital raising. If that was true, a well-orchestrated marketing effort led by an analyst who was an expert in his field and bankers who were familiar with a broad investor base, he thought, could successfully sell new issues.


Goldman established a model that roughly exists in form and function today. The bankers created a research note, effectively an internal memo, that summarized the deal and got distributed to the sales force. The bankers then held a conference call, typically less than an hour, to answer any questions and brief salespeople on the deal.


It was then up to the salespeople to call the mutual funds that were their clients and talk to them about the deal. While Goldman did have wealth managers, those clients would be individuals and families, and that became a smaller part of the process. Retail went from getting 50 percent of Ford’s IPO in the mid-1950s to getting 15 percent or less of deals that Goldman would bring public in the 1990s and 2000s. To the bankers, this was simply a reflection of a change in how securities got bought and sold.


As the assets held by mutual funds increased, their managers gained a level of power that they quickly learned how to use. It was common in the 1990s, Foerster recalled, for firms like Fidelity to withdraw from an IPO unless they got a discount to the fair value. If that didn’t work, the money manager would threaten to take its trading business elsewhere.















CHAPTER 3



Netscape Communications, Mountain View, 1995


As the power of the money managers rose, so too did the influence of the analysts, the men and women in charge of delivering new investment ideas and the trading revenue that would result. Ben Rosen’s influence had helped Morgan Stanley win the Apple IPO. It was just one example of how analysts trusted by investors could have a large influence on whether money managers bought the shares of a particular company.


Wall Street research analysts had to keep pace with the intelligence and training of the portfolio managers, and the investment banks soon turned to business schools to hire analysts. The money and prestige that the banks could offer to promising recruits soon created an advantage over the smaller research shops that had been first to the business model.


“Institutional investors had the ability to vet IPOs, read the prospectuses, do some earnings modeling, compare it to the models of analysts,” Foerster said. “As the SEC loosened the restrictions on an analyst to make projections and to do forward modeling, retail brokers on balance had no ability to do that. They didn’t have the time to do it, they didn’t have the skill sets to do it, and most individual investors had neither the time nor the skill sets to do it either.”


That also meant that bankers who were underwriting stock and bond issues for those same companies came to rely on the analysts to help them sell the companies’ stories to institutional investors. To sell the stories, though, analysts needed to be bullish on the companies’ prospects.


Investors, in turn, would seek out the smartest analyst on a particular stock to help them understand its prospects. If a bank employed that analyst, it would mean more trading business from investors who had read the analyst’s research. And it meant investment bankers could offer a more compelling case to potential clients making a decision about which bank to pick for a stock or bond deal. If an analyst had a loyal following among investors, it became that much easier for the bankers to sell the security.


The growing importance of analysts also gave them more power, and placed them between company executives wanting positive spin at the investment bank they’d hired and investment bankers who wanted particular analysts to offer their rosy projections in pitch meetings to win the deal. Once the deal was won, analysts could be discouraged from tarnishing the company their colleagues had just underwritten with a negative opinion.


“Equity research became so powerful,” Foerster said, recalling an example to prove his point.


In 1987, PaineWebber’s transportation banker, Joseph Steuert, and the firm’s top-rated railroad analyst, James Voytko, almost came to blows over the latter’s refusal to improve his numbers in order to win underwriting business, Foerster recalls. PaineWebber was pitching to underwrite the IPO for Consolidated Rail Corp. (Conrail), the successor to a number of railroads that went bankrupt in the 1960s and 1970s. To win the deal, Joe Steuert believed that the firm needed to come up with a particular valuation for the railroad. That was the analyst’s job. “We had a very headstrong head of the transportation group with PaineWebber, a very talented new business guy, and we had the number one analyst,” said Foerster, who was then head of stock underwriting at PaineWebber. “The head of the corporate finance transportation group’s putting pressure on the analyst.” Foerster recalled Steuert saying, “‘You’ve got to come up with this multiple or we’re not going to get on the cover of the document.’”


“I can’t do that,” Jim Voytko responded. “I won’t do that.”


Foerster recommended that the team fly down to Washington early and practice their pitch at a lunch at the Army Navy Country Club in Arlington, Virginia. The idea was that Steuert and Voytko would keep talking and try to find a way to bridge their differences, or at least come up with a number that everyone could agree on. By the end of lunch, the two sides were getting closer as everyone left the dining room for taxis that would take them to the meeting.


Foerster recalled standing at the front desk paying the bill when one of the young bankers came running in.


“Bruce, get out here right away.”


“What’s going on?” Foerster asked.


“Joe and Jim are ready to square off and have a fistfight in the parking lot over the multiples.”


PaineWebber didn’t get chosen to underwrite the offering. Conrail chose Goldman Sachs.


Foerster wasn’t deterred and he came up with another angle. Under SEC guidelines that sought to prevent underwriters from overhyping a company they were taking public, research analysts at banks involved in a new issue were prevented from publishing research until almost a month after the IPO. Regulators wanted investors to have that time to read and digest the final prospectus before they were influenced by Wall Street research analysts. Foerster turned down Goldman’s invitation to join the deal—PaineWebber’s roster of individual investors was attractive to the other firms—so that PaineWebber could write a report on Conrail prior to the IPO.


Titled “Guide to the Conrail Prospectus,” the pre-IPO research report was a huge success—hundreds of institutional investors asked for a copy. Banks provided research to investors for free in return for an expectation that investors would pay for it if they found it helpful or useful for making an investment. With so many reports going out to investors, Foerster prepared to reap the gains when those firms came to PaineWebber on the day of the IPO to buy shares as payment for the report.


As Foerster was standing on the trading floor waiting for the orders to flow in, the head of block trading came over to him. The word was that the Goldman bankers running the deal were so incensed by PaineWebber’s actions that they had issued an ultimatum to their trading accounts: “Nobody’s going to do business with PaineWebber today or else,” Foerster recalled the trader saying.


His firm didn’t do much business that day. “We didn’t write a ticket, basically,” Foerster recalled. “That’s how strong Goldman’s power was by then.”


Institutional investors’ power had also continued to grow. In March 1991, PaineWebber was underwriting a hot biotech deal, Foerster recalled. The deal was well oversubscribed, meaning that Foerster’s firm had many more orders to buy than it could fill. Fidelity called asking for a discount and threatening that they would walk away from the deal if they didn’t get it. Foerster instructed a colleague to tell Fidelity to take a hike. He had more than enough buyers without them.


Soon after the deal was priced successfully, Foerster was strutting around the trading floor when his secretary came up to him and grabbed his shoulder. Donald Marron, PaineWebber’s CEO, wanted to see Foerster in his fourteenth-floor office.


“Don, how are you doing?” Foerster said as he walked in. He noticed Marron wasn’t smiling, but then he seldom did.


“I understand we priced a big offering,” Marron said.


“Yes, we blew it out the window.”


“How much did we give Fidelity?”


“Well, they were trying to run the deal for us and they tried to price it, and I told them to go stick it.”


“Yeah, I know you did. I just got a call from Ned Johnson,” Marron said, referring to Fidelity’s CEO.


Johnson was one of the most powerful men in the investment management industry. In the few minutes between when Foerster’s guy had informed Fidelity that they were out of the deal and the time the deal was priced, the news had traveled all the way up in Fidelity to Johnson, who had rung Marron.


The call served to remind Marron, and Foerster, that Fidelity could take its very lucrative trading business elsewhere if PaineWebber ever tried that again. During those years and later, Fidelity also liked to invoke what was known as its “two-for-one” rule, which required banks that wanted to do business with the mutual fund manager to allocate twice as many shares to Fidelity as they allocated to any other investor.


“I don’t know what Fidelity’s revenues at PaineWebber were, but they were huge,” said Foerster. He had no idea how much Fidelity paid his firm in trading commissions. “We couldn’t afford to lose that order flow, and so they used that as a club. And if I had been at Fidelity, I would have done the same thing. It was war.”
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In 1991, a research analyst named Lise Buyer joined T. Rowe Price, which, like Fidelity, was growing into one of the most powerful institutional investors. With wavy hair and a big smile, Buyer was the daughter of a Buffalo, New York, journalist father and educated at the Nichols School, a local private institution. She studied economics and geology at Wellesley College before matriculating at Vanderbilt University’s business school.


After her MBA, Buyer moved to New York for a job at Fred Alger Management, a pioneering firm in a type of investing that made wagers on fast-growing stocks like those of the technology industry. Fred Alger emphasized fundamental analysis, the practice of evaluating companies based on economic forecasts, industry trends, and specific financial metrics to determine if they would make a good investment.


Buyer got her start as a retail analyst, visiting stores and local malls to poll workers about what was selling, but it wasn’t long before she started covering technology stocks. After a few years, she left Fred Alger for Prudential-Bache Securities Inc., where she covered Tandy, the precursor of RadioShack, which sold an early personal computer called the TRS-80 that competed with Apple.


When T. Rowe Price came calling, she moved to Baltimore and joined the company’s Science & Technology Fund. Started in 1987, it was one of the first mutual funds to make focused investments in the rapidly developing technology space. As the use of personal computers and accessing of the World Wide Web became more commonplace, Buyer helped T. Rowe Price place money on the companies leading the wave. By 1995, she was quoted in news articles as a T. Rowe Price analyst willing to explain new technologies.


By then, Hambrecht had handed off the CEO title at Hambrecht & Quiet to Daniel Case and stepped into a chairman’s role. The firm still used the same strategy Hambrecht had started with, taking stakes in promising companies as a venture investor and acting as an underwriter when those companies or others wanted to access the public markets.


One of H&Q’s investments was the early internet browser Netscape Communications Corp. Founded by Marc Andreessen and Jim Clark in 1994, Netscape was quickly becoming the dominant browser people used to search the internet. The company chose Morgan Stanley and Hambrecht & Quist to underwrite its IPO.


When Lise Buyer heard about the IPO, she explored whether T. Rowe Price should buy Netscape’s stock for the Science & Technology Fund. Buyer was a free spirit who often saw through pretense. The internet economy was just so new, she didn’t know how she could come up with a valuation for the company’s shares. “Everyone is using their own set of growth rates based on current net-related products and a little crystal-ball gazing and fairy dust,” she told the Wall Street Journal, unafraid to say what others might have been thinking. “I don’t know how you put a value on it—you pick a price you’re willing to pay and you find a way to rationalize it.”


Those limitations didn’t imperil the company’s IPO. When Netscape went public in August 1995, it sold shares for $28 apiece. The price was already a doubling of the initial level the investment bankers planned to sell at, but when the stock opened the following day, it surged to $74.75. It closed the first day at $58.25, a 108 percent increase over the IPO price.


The internet boom was officially underway.


In anticipation of the Netscape IPO, Hambrecht wanted to know what to do with a stake in the company that H&Q held in one of its venture funds. Should H&Q keep Netscape’s shares, or distribute them to the limited partners who had placed money into its funds? Hambrecht wanted a data-driven answer, so he had asked a couple of colleagues in H&Q’s venture department to run some numbers. What they learned startled him.


Like many assets, stocks traded based on supply and demand. If there was more demand for the shares than the supply, the price increased. If there was more supply than the demand could soak up, the price could be expected to fall. Investment banks liked to insist on IPO agreements that prevented company management, employees, and early investors from selling their holdings before 180 days had passed. Known as a lockup, it artificially constrained supply until the company and its backers could sort out investor demand.


Hambrecht’s analysis uncovered a surprising pattern in how stocks traded in the days and months after an IPO. Time and again, a company sold stock for a certain price, watched the price increase on the first day of trading, and then noticed it hovering at around that number for four or five months. Investors would then begin selling the stock, and its price would drift lower. At six months, underwriting agreements allowed insiders to finally sell their stakes, or distribute them to investors who could now sell them. The sales dumped more stock into the market. Between six months and two years after the IPO, the stock price often underperformed.


Hambrecht brought the Netscape data with him to the Bahamas, for a meeting he had with John Templeton, the American-born British investor then known for an almost forty-year record of putting up 15 percent returns in his mutual fund. Hambrecht had struck up a relationship with Templeton and tried to meet him every so often. When he did, he tried to bring a new idea or insight he could share.


“I took that chart now to Nassau and I showed it to Sir John,” Hambrecht said later. “He took one look at it and he said, ‘My God, there’s a scam going on.’”


Templeton immediately picked up the phone and called in a programmer.


“Write a program to get us out of the IPOs four months after,” he said. “Let’s look at the ones we really like two years later.”


Templeton’s reaction stuck in Hambrecht’s mind.


Even as technology companies captured the market’s attention, the banker worked on other deals for companies in decidedly older industries. The same year as the Netscape IPO, 1995, Hambrecht teamed up with Foerster on the IPO of Boston Beer Company, the maker of Samuel Adams lager. Boston Beer’s founder, Jim Koch, had asked Foerster, who by then had left Wall Street and struck out on his own, to serve as an advisor on the IPO. Koch had a novel idea he wanted to try: selling stock directly to the customers who drank his beer.


Foerster thought it was a lousy idea. So did Alex. Brown & Sons. Goldman Sachs, where the cousin of Koch’s mother was a partner, didn’t want any part of it either.


Hambrecht was by then open to trying something different. H&Q was already an investor in Boston Beer. So Koch asked Hambrecht to figure out how to sell stock to his customers, and at a lower price than he sold it to the professional investors. “Jim just wanted his beer drinkers to have a bargain,” Hambrecht recalled. “Give a little edge over the institutions.”


SEC rules wouldn’t allow companies to have two different prices on an underwriting deal. But with Hambrecht’s help, Boston Beer ultimately agreed to conduct two deals. It would sell stock to beer customers and then close the deal. Investors couldn’t sell. Then it would open the sale for institutional investors.


After some negotiating, Koch and his bankers decided that they would allocate a third of the offering to retail customers.


Koch came up with the idea of putting neck hangers on the six-packs. They advertised that the company was going public and told customers that if they were interested, they should call a number and order a prospectus. The response was overwhelming. More than one hundred thousand people called in saying they wanted to buy stock and sent in checks to purchase shares.


But no one knew how to allocate shares to so many people. Hambrecht ended up hiring a mutual fund system to do it, ultimately apportioning the shares through something like a lottery, almost like pulling names out of a hat. About thirty thousand people got about five hundred dollars’ worth of stock each. That meant that they had to return checks from the more than seventy thousand people who’d sent in money and didn’t get shares. “I remember thinking there’s something wrong about this system when you’re sending all that money back,” Hambrecht said later.


When the transaction was complete, Hambrecht recalled, he had a conversation with one of H&Q’s board members, who was also a top technology executive at Charles Schwab. Schwab was a leader in the hypercompetitive world of retail brokerage, where many firms competed to offer trading accounts for smaller investors. Acquiring customers was hard. Hambrecht told him the story of the Boston Beer IPO.


The executive just looked at him. “You dope,” he said to Hambrecht. “It costs us, in advertising, three to four hundred dollars to open a new account. You had a hundred thousand accounts you just gave away!”


Hambrecht realized it was a missed opportunity.
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