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A man generally has two reasons for doing a thing.

One that sounds good—and the real one.

—J. P. Morgan
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PROLOGUE “WE ALL HAVE OUR FATHERS, DON’T WE?”
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The Day the Market Didn’t Crash

In 1963, the senior executives on Wall Street could recollect from personal experience the horrifying, historic events of the 1929 Crash and the Great Depression that followed. They could speak of where they were on October 24, 1929—Black Thursday—when stock prices collapsed and fortunes and firms were ruined. The old-timers at the New York Stock Exchange (N.Y.S.E.) would often speak of a Depression-era episode not mentioned in the history books, but as traumatic to the members of the N.Y.S.E.—the Club, as they called themselves—as the Crash itself. For the Club, the year 1938 was its annus horribilis, for that was the year when Richard Whitney & Co. collapsed in spectacular fashion.

Richard Whitney had been a revered figure at the N.Y.S.E. prior to his demise. His firm was J. P. Morgan’s floor broker at the Exchange—and he had married the daughter of a J. P. Morgan & Co. partner. He was the hero of Black Thursday in 1929 when, at Morgan’s behest, he placed an above-market bid for a block of U. S. Steel shares that reversed the collapse in stock prices that day. He parlayed that goodwill all the way to the presidency of the N.Y.S.E.

Whitney, however, kept hidden from the Wall Street community a secret they would consider most shameful: he was, in truth, a terrible investor. Throughout the 1930s, Whitney made enormous investments in a liquor company that failed. Notwithstanding the Depression, he continued to live well beyond his means. After he had mortgaged and borrowed everything he legally could and exhausted those funds, he began embezzling from clients, family, and charities he oversaw. By 1938, it was over for Whitney and his firm; both were bankrupt.

The four-year-old Securities and Exchange Commission (S.E.C.) had been blindsided by the failure of Richard Whitney & Co., and it suspected—correctly—that the Club had closed ranks to protect one of its own. The S.E.C. used the Whitney debacle to bring the N.Y.S.E. to heel. The S.E.C. crackdown that followed—the investigation, the seething criticism of the N.Y.S.E. and its leadership in a formal report, the governance and rule changes the S.E.C. implemented—ushered in an era of heavy-handed regulation of Wall Street by Washington that lasted nearly two decades.

The thaw in the icy relations between Wall Street and its Washington regulators during the 1960s was largely due to the relentless lobbying of one of the twentieth century’s greatest salesmen—Keith Funston, president of the N.YS.E. Funston’s deft coddling and cajoling of politicians had loosened Washington’s leash on Wall Street considerably. But if a scandal was outrageous enough or a failed firm large enough, Funston knew all bets would be off. Disgrace and ruin could come to the Club at any time with one swift tug of that leash.

On November 22, 1963, such a scandal emerged.

That the date is remembered solely for the terrible events in Dallas and not also for a financial calamity is perhaps the finest moment of the Club and likely the clearest manifestation of its fatal flaws. It began with, of all things, salad oil, but it involved the Mafia, a colorful con man named Anthony “Tino” DeAngelis, and many of the largest firms on Wall Street.



THE NEWSPAPER REPORTS, after the scandal broke, were not comforting. The whole mess was a comedy of errors with many zeros on the end.

If somebody thought it was a good idea to lend a million dollars to Tino DeAngelis for any reason, you could dismiss that somebody as an imbecile. But when many financial institutions thought it was a good idea to lend Tino DeAngelis hundreds of millions of dollars for speculative commodities bets, you had a crisis.

Tino DeAngelis, forty-eight years old at the time, was a Bronx-born child of immigrants with unlimited ambition and no discernable morals. His colorful resume included an indictment for perjury in an S.E.C. investigation. There were also charges by the U.S. Department of Agriculture that he supplied tainted beef to the federal school lunch program. Additional charges had been brought by the Department of Agriculture alleging that he shipped spoiled vegetable oil to Spain under the auspices of the Food for Peace program. F.B.I. files mentioned suspicion of bribery of a Department of Agriculture inspector. There was also a bankruptcy and millions of dollars in tax liens.1 This was all before he got into real trouble.

Tino had somehow managed to scrape together enough capital to buy the Allied Crude Vegetable Oil Refining Corporation of Bayonne, New Jersey. Allied was a bit player in the enormous American business of exporting agricultural products. The company bought agricultural oils—soybean oil, cottonseed oil, and the like—from grain processors, then refined and stored the oils at its large tank farm near the docks in Bayonne. Most of the oils were sold overseas, either directly or through large agricultural export corporations like Cargill, Inc. and Continental Grain Company. Financing this capital-intensive business was a challenge for Tino, given his past and the ugly rumors of associations with figures well known in New Jersey and Chicago La Cosa Nostra circles. Tino had tried and failed to convince the large New York banks like First National City Bank (predecessor to Citibank) and Marine Midland Bank to lend to Allied.

But it turned out there was a way.

Companies with less-than-stellar credit could access asset-based loans secured by their inventory, certified by what is called a “warehouse receipt.” To obtain a warehouse receipt, a borrower had to turn over control of its inventory to a reputable and creditworthy third-party operator. The American Express Company, with its gilt-edged credit rating, was perfectly positioned to be a major success in the warehouse operating business. Eager to grow that business line, American Express overlooked Tino’s shady past and took him on as a client.

Tino quickly noticed that the American Express folks didn’t like to get their hands dirty. It was always one of Tino’s employees who would climb to the top of the tanks, drop in the measure, and call down the level numbers.2 The American Express official would dutifully write them down, having no idea if the actual levels were as he called them. Tino soon had his men inflating the measurements. Tino would also move oil from one tank to another so that the same oil could be counted numerous times in different tanks. He would also fill a tank mostly with sea water and perhaps a foot or two of oil floating on top. Other tanks were fitted with false compartments with only a few hundred gallons of oil. Before too long, there were American Express warehouse receipts pledged to Allied’s lenders certifying more vegetable oil than there were gallons of tank space at Bayonne. And when Tino was in a real pinch for cash, he just forged the signature of the American Express official on a warehouse receipt for whatever quantity of vegetable oil suited him. Tino had stolen a large stack of blank American Express warehouse receipts, and the theft had gone undetected.

Many of the fictitious warehouse receipts had been pledged as collateral to investment banks for Allied’s commodity futures trading activities. Tino hoped to manipulate the futures market and drive up the prices for Allied’s vegetable oil, which he would then sell at inflated prices. Allied’s largest commodities broker was Ira Haupt & Co., an established N.Y.S.E. member firm. While Ira Haupt & Co. conducted a major securities brokerage and underwriting business, it did little commodities business. It was an area in which the firm hoped to expand, and Allied was its largest customer. As an accommodation to Allied, Ira Haupt & Co. accepted warehouse receipts in lieu of cash for Allied’s margin payments.

It all began to unravel for Tino DeAngelis on Friday, November 15, 1963. Inspectors from the Commodity Exchange Authority of the U.S. Department of Agriculture became alarmed by Allied’s suspicious trading activity. They raided the Bayonne office and seized Allied’s financial records. Soybean oil and cottonseed oil prices declined that day as well. With the heat on, Tino had no ability to prepare fraudulent warehouse receipts to meet the day’s margin calls. He promised the anxious partners at Ira Haupt & Co. that payment would be made Monday morning. Instead, Tino instructed his lawyers to prepare a bankruptcy filing. Rather than cashing out Allied’s account, Ira Haupt & Co. borrowed $18.5 million (approximately $150 million in today’s dollars) to meet Allied’s margin calls.3

As a result of Allied’s default on its margin obligations and Ira Haupt & Co.’s incurrence of the $18.5 million of debt to cover them, Ira Haupt & Co. was now in violation of the N.Y.S.E.’s minimum net capital requirements. If it were unable to obtain a capital infusion by Tuesday morning, it would need to report this violation to the N.Y.S.E., which could suspend its operations. News of this would panic its 20,000 retail customers, likely causing them to withdraw their cash and securities held at the firm—a run on the bank.

The Club took away one lesson from the humiliation of the Whitney debacle in 1938: the leadership of the N.Y.S.E. must fix problems at its member firms before the S.E.C. or, God forbid, Congress, did it for them.

Despite its frantic efforts that Monday night, Ira Haupt & Co. found no angel investor. Allied filed for bankruptcy on Tuesday morning. With this news, prices for soybean oil and cottonseed oil futures tumbled. The market discovered that it was Allied propping up the prices at artificially high levels. That same morning, Morton Kamerman, the managing partner of Ira Haupt & Co., showed up unexpectedly at the office of Robert Bishop, a senior executive at the N.Y.S.E.’s department of member firms, and told Bishop’s team about his firm’s exposure to Allied and its rapidly deteriorating capital position.4 After the close of business on Tuesday, the N.Y.S.E. informed Ira Haupt & Co. that it could not open for business on Wednesday. But the news got worse for Ira Haupt & Co. by day’s end. Out at Bayonne, now crawling with F.B.I. agents, the pieces of the puzzle were coming together. Most of the vegetable oil that was supposed to be there didn’t exist.

By Thursday morning, lawsuits against American Express were filed, which was particularly distressing to the company’s management, as the company was formed not as a corporation, but as a seldom-used business entity known as an unincorporated association. No one seemed to know for sure whether the shareholders might be personally liable for the tab. (Ultimately, American Express settled the lawsuits for $60 million without liability to shareholders.)

As far as the public knew, the future of Ira Haupt & Co. was uncertain. At the N.Y.S.E. and in the boardrooms of the nation’s largest banks, they knew the harsh reality that Ira Haupt & Co. would be liquidated, and the only thing uncertain was how much each of them would be ponying up to pay for its liquidation. Keith Funston knew that, within days, perhaps sooner, events could overtake them in a messy, angry, and public way. Haupt’s retail customers were withdrawing the money and securities in their brokerage accounts at an alarming rate. This was precisely the sort of crisis that could undo his efforts of the past dozen years.5

Back in 1951 when Keith Funston had become president of the N.Y.S.E., the public equity markets were a financial backwater. By the closing months of 1963, however, the markets had been transformed and were poised for breathtaking growth. But Funston knew that the failure of Ira Haupt & Co. might very well shake the S.E.C. out of its benign, soft-touch regulatory oversight. It might attract the prying eyes of the press and might even attract the attention of congressional committees. Funston also knew better than anyone that Wall Street was not a thundering herd, but a herd in need of culling. Because of the combined effect of a number of well-intentioned laws designed to prevent investment banks from gambling with money from unsophisticated investors—laws approved of by the Club because they protected their firms from outside competition—the majority of Wall Street firms were relatively small, in many cases family owned. Most were undercapitalized. Many would be unable to make the looming large capital investments required to compete in an industry already in the computer age.



AS THE FLOOR traders and specialists arrived for work at the N.Y.S.E. on the morning of Friday, November 22, 1963, Keith Funston had not finalized a bailout plan for Ira Haupt & Co. For the time being, the S.E.C. was letting Funston manage the crisis. Llewellyn P. Young, director of the S.E.C.’s New York Regional Office, told the press: “Our position is one of watchful waiting. The N.Y.S.E. is taking the leading oar in this matter. At this time, we contemplate no action.”6

The bad news was that Chase Manhattan Bank was no longer honoring checks drawn on Ira Haupt & Co.’s account, and word of this had leaked to the press. The S.E.C. in Washington sent a staff member, David Silver, up to New York the night before to camp in Ira Haupt & Co.’s offices to observe firsthand and intervene, if necessary, to protect investors. When Silver arrived, he was shocked to see a line of customers out the door trying to withdraw their cash and securities. Once in the offices, he was further shocked to see that representatives of a number of large New York banks had seized control of the Ira Haupt & Co. “cage” where its securities were stored and were seizing the collateral for their loans.

Trading began light that Friday morning. The Dow had fallen 1.3 percent the day before on news of the “Salad Oil Scandal,” as the press was calling it. Without news regarding the condition of Ira Haupt & Co. and of J. R. Williston & Beane, Inc., another firm with large exposure to Allied, traders were jittery. Donald Stone, a thirty-nine-year-old trader for E. H. Stern & Co., was having lunch at the Stock Exchange Luncheon Club at 1:30 p.m. when he saw a clerk running between the tables in an agitated state. Stone stopped him and asked him what was going on: “Kennedy’s been shot,” he said. “Jack or Bobby?” asked Stone. “Jack,” he replied. By the time the two of them raced down to the floor of the Exchange, an unforgettable horrifying sound overcame them: the roar of panic selling.7 In a matter of minutes, the Dow had lost 3 percent of its value. Floor officials were trying to track down Funston to get him to halt trading. He was out of the building, dealing with the Ira Haupt & Co. creditors.



ON THE FLOOR of the N.Y.S.E., each stock was traded through a designated dealer for that stock, known as the “specialist.” As the specialists were given a lucrative monopoly to effect trades in their designated stocks, they were required to make markets even in times of market dislocation. The relatively risk-free return they earned during stable markets was justified by the risks they were required to take in volatile ones. On the afternoon of November 22, 1963, a number of specialists slowed or stopped their market making, saving their own skins at the expense of their customers and the market.

In the minutes after news of the shooting broke, a very frightening scene on the floor of the N.Y.S.E. had developed at the RCA Corp. post. RCA shares were among the hardest hit by the panic selling. The specialist firm for RCA was M. J. Meehan & Co., which was owned and managed by Joseph A. Meehan and his brother, William M. Meehan. Joseph Meehan was a member of the Exchange’s old guard, sitting on its board of governors and on many of its most powerful committees. His father, Michael J. Meehan, had founded the firm in 1918 and was the most successful stock pool operator of all time. Over four days in 1928, Michael Meehan made more than $200 million in today’s dollars trading the same RCA stock that was threatening to crash the market after Kennedy’s assassination. Joseph Meehan was also a prominent Irish Catholic and a friend of the president.

At the RCA post that Friday afternoon, Joseph Meehan had no time for grieving. If he didn’t support the RCA stock price, it might well trigger a full-fledged market crash. Meehan would be remembered for turning tail at this dramatic moment in history—abandoning the very stock that made his family fortune. If he put out the massive amount of capital that would be required to support the stock and its price didn’t recover, the firm would likely go bankrupt. For the Meehans, there was only one choice. Turning to the crush of frantic sellers at the post, they shouted, “I’ll give you $85.00 for everything you’ve got,” even though shares could have been bought at that time for dollars less. And like Richard Whitney’s above-market bid for U.S. Steel that stopped the panic on Black Thursday, the Meehan bid of $85.00 for RCA saved the day. “If it’s good enough for Meehan, it’s good enough for me,” one trader proclaimed, reversing his sell order to buy at $85.00. “Meehan had stopped the run,” one trader remembered fifty years later. “Heroic” was how he simply described it.8

Moments after the tide had turned at the RCA post, the bell rang at 2:07 p.m., closing the Exchange. A quorum of the board of governors had been gathered and had authorized the early trading halt. An astounding 2.2 million shares were traded in the last seven minutes. At the same time, Father Oscar L. Huber, pastor of the Holy Trinity Church in Dallas, was giving the Last Rites of the Catholic Church to President Kennedy. Twenty-six minutes later, Walter Cronkite reported to the nation that Kennedy had died.



THE EXCHANGE WOULD be closed on Monday, the day of President Kennedy’s funeral. The national day of mourning allowed for a long weekend to finalize a deal to liquidate Ira Haupt & Co. The deal Keith Funston had worked out was presented to the partners of Ira Haupt & Co. on Monday. The N.Y.S.E. would kick in $12 million, to be funded by a 50 percent dues increase for three years for all Exchange members. The banks would extend the maturity of their loans and be repaid from what remained after the assets were sold and the Ira Haupt & Co. customers made whole. The Ira Haupt & Co. partners would receive nothing, and they would be required to release the company from any claims against it they might have. Funston assured the partners that if any of them refused to go along they would be blacklisted, and no Exchange member would hire them. They all went along.

It was an agonizing long weekend for Joseph Meehan. He thought of the ironic intertwined fates of the Meehans and the Kennedys. His friendship with President Kennedy had been unlikely, as his father and the president’s father, Joseph P. Kennedy, were bitter rivals on Wall Street in the 1920s and loathed each other. When Joe Kennedy became the first chairman of the S.E.C., the first Wall Street figure he went after was Michael Meehan, banning him from the industry. Joseph Meehan, still in college at Fordham, had to prematurely run the family firm and save it from disbanding. “We all have our fathers, don’t we?” Jack Kennedy said to Joseph Meehan when they first met, and each took an immediate liking to the other.

Because of the assassination of President Kennedy, Joseph Meehan was very much at risk of losing the family firm he had struggled so hard to rebuild after the slain president’s father had nearly ruined it. If the RCA stock price didn’t recover when trading opened on Tuesday, there would be no way to settle Friday’s trades and maintain compliance with the Exchange’s net capital rule.

On Tuesday, November 26, 1963, RCA opened sharply higher at $89.75. The broader market rallied as well. Joseph Meehan ended up making a great deal of money on the RCA position.9 By year-end, the Dow had recovered all of its losses.

But if RCA had been allowed to free-fall, it might well have led to a market crash that Friday. Given how thinly capitalized so many of the investment banks were, a crash would have shuttered many of them. If investment banks failed systemically, one or more of the large commercial banks might have needed bailing out. That might have brought on a full-fledged financial panic. Funston knew how close to reality all of this was on November 22, 1963. And he knew there would be a next time, and next time there might not be a Joseph Meehan.



THROUGHOUT THE WINTER of 1963–1964, Keith Funston regularly reminded the N.Y.S.E.’s lawyers that they needed to be very careful in reviewing all public statements regarding the Exchange’s bailout of Ira Haupt & Co. He wanted it clear that the N.Y.S.E. had no legal obligation for the debts of member firms. “The board of governors took this unusual step on the basis of the exceptional facts surrounding this particular case,” Funston announced to the press. Funston’s lawyer, Sam Rosenberry of Milbank, Tweed, Hadley & McCloy, briefed everyone at the Exchange who had official contact with the press, government officials, or the general public to deny that the fund created for the bailout—named the Special Trust Fund—existed to protect investors against loss. On the contrary, Rosenberry insisted that all such constituencies be given the same official line: “The Exchange voluntarily, nobly, agreed to use its own funds to assist the Ira Haupt & Co. customers. In the unlikely event another firm was ever to fail, the trustees of the Special Trust Fund would decide, in their sole discretion, whether to provide assistance.”10

Funston later undertook an investigation of the specialists’ conduct on November 22, 1963. Those who refused to risk their capital and stopped trading were mildly disciplined. No distinction was made for those who were unable to perform because of insufficient capital as compared with those who were simply greedy or cowardly. This was because to acknowledge such a distinction would be to acknowledge that there were, in fact, firms with insufficient capital. Funston was well aware that he worked for the Club, which was controlled by the old guard, and well represented in the old guard were firms with woefully insufficient capital to be carrying on their businesses. So there would be no proposals for reform by Funston calling for stronger capitalization of N.Y.S.E. member firms.

With much juggling, Funston kept all the balls in the air until the end of his tenure, but just barely. There would indeed be a next time. It would not be a sudden market crash, however, that would cause more Wall Street firms to fail in the three years after Funston retired than during all of the Great Depression. Incredibly, the crisis would be born of a raging bull market and quite literally more business than anyone ever dreamed.






PART I THE GO-GO YEARS
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Explosive Growth, Lax Regulation, and Outdated Technology: What Could Possibly Go Wrong?






CHAPTER ONE “WIVES YOU’RE STUCK WITH, BUT STOCKS YOU TRADE”
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How Institutional Investors and the Return of Main Street to Wall Street Transformed Financial Markets in the 1960s

The fate of more than a hundred firms—more than one in six of all N.Y.S.E. member firms—was sealed at a meeting between two men in 1958, five years before the Kennedy assassination. That meeting took place on a Saturday afternoon on Cape Cod, about a fifteen-minute drive from the Kennedy compound in Hyannis Port. The older man, Edward C. Johnson II, age sixty, had founded Fidelity Management and Research Company twelve years earlier in 1946.1

Johnson had two revolutionary ideas about investing in stocks that made his company the leading mutual fund manager. The first was that mutual funds should not be managed by committee. This was thought to be a reckless heresy in the first years of recovery of the financial services industry following World War II. Johnson thought deciding by committee resulted not in the best investments but in the ones acceptable to the dumbest person constituting the majority of the committee. The individual who did the most research, was the smartest, and had the best “market feel” would outperform the decisions of a committee every time, Johnson concluded.

His second revolutionary idea was that portfolio composition should be questioned continuously. At the time, most institutional investors, if they were willing to hold any equity securities at all, bought only blue-chip, dividend-paying stocks and held them pending some disastrous event that compelled their sale. Investment committees would meet once a quarter, or at most once a month, to determine whether any stocks should be bought or sold. A turnover of even 10 percent annually raised eyebrows.2 “If you picked them right the first time, you wouldn’t ever need to sell them,” went the conventional wisdom. Johnson thought this was madness. If a better buy appeared on Tuesday, why wouldn’t you sell some of the stock you bought on Monday to buy it, so long as you ended up with more money come Wednesday? “Wives you’re stuck with, but stocks you trade,” Johnson would say.3

The second man at that meeting on Cape Cod was an employee of Johnson’s, a twenty-nine-year-old Chinese immigrant named Gerald “Jerry” Tsai Jr. Tsai had a revolutionary idea of his own. He believed that the public would go for a mutual fund that invested in the best young, growing technology companies, just as much as a mutual fund that picked the best-established names. To get Johnson’s undivided attention, Tsai drove out to Johnson’s weekend house that Saturday to make his pitch. Johnson gave the new fund his blessing, and the Fidelity Capital Fund was born.

Jerry Tsai took Edward Johnson’s ideas to another level. He thought not only should one individual—the portfolio manager—be empowered with making all the investment decisions for a fund, but the fund should be an extension of the personality of the portfolio manager. His Asian heritage alone gave Tsai an air of exotic mystery on Wall Street, which in the early 1960s thought diversity meant hiring an Italian American at an Irish American firm or an Eastern European Jew at a German-Jewish one. Tsai cultivated the belief that his outsider status gave him a unique insight, an ability to pick winners that more conventional fund managers would overlook. As he became prominent in financial circles, Tsai carefully rationed access by the business press, which was clamoring to find out just who was this secretive man in Boston racking up phenomenal returns. Jerry Tsai became the first celebrity fund manager. All who would follow—Buffett, Soros, Icahn, Paulson, and the rest—would be given their own rock-star media personas, but Tsai created the template.

Jerry Tsai also leveled up Johnson’s principle of managing a mutual fund portfolio: he believed in “actively managing” the portfolio and would buy and sell 100,000-share blocks of stock a day. As soon as the Fidelity Capital Fund’s profits proved out, others followed suit. Before long, the actively managed portfolio of technology stocks, the “high-fliers,” became all the rage. They defined the Wall Street of the 1960s—the “Go-Go Years,” as John Brooks of the New Yorker named the era.4

By 1963, even the more conservative money managers were piling back into equities. It took the Dow twenty-five years to recover from the 1929 Crash, but in the subsequent nine years, the Dow had doubled. Institutional investors like mutual funds, the trust departments of banks, insurance companies, private foundations, and especially public- and private-sector pension funds began buying large volumes of stocks. Pensions became a common benefit for the unionized workforce of the 1950s. By the mid-1960s, the assets under management of the pension fund industry were enormous, and the allocation of these enormous and growing pools of capital to equities was growing as well.

Tens of millions of middle-class Americans also began directly investing in the stock market. Keith Funston’s patriotic public relations campaign to “Own a Share of American Business”5 resonated with the readers of the N.Y.S.E.-sponsored ads in hometown newspapers. Merrill Lynch and dozens of investment banks with retail brokerage businesses ran their own advertising campaigns as well. Memories of the 1929 Crash had faded. By the end of 1963, greed had surpassed fear.

Keith Funston was indisputably a public relations genius. He believed that the one way to get ordinary Americans interested in stocks was to convince newspapers to cover the stock market the way they covered baseball. Baseball had its box scores and the N.Y.S.E. had its stock tables, and so Funston “convinced” papers by only advertising in those that agreed to carry the stock tables free of charge. Of all the major newspapers, only one, Dolly Schiff’s New York Post, objected. Funston also sponsored investment seminars and economic conferences on university campuses, encouraging the study of stock markets as an academic discipline. He pushed for more business periodicals and encouraged the promotion of business columnists.



SINCE ITS FOUNDING in 1792, the N.Y.S.E. strictly regulated the commissions its members charged customers to execute trades in Exchange-listed stocks. This unabashed price-fixing was justified using a variety of arguments over the years. The argument in vogue in the 1960s was that an antitrust exemption was available to the Exchange because the rates were technically legally mandated by a regulator—the S.E.C.—which approved all N.Y.S.E. rules, including rate schedules. As the size of the blocks of stock traded by institutional investors grew larger—frequently tens of thousands of shares—the fixed per share rates resulted in an enormous windfall to member firms.

Despite the fact that N.Y.S.E. rules did not allow any sort of volume discount, the institutional investor community developed a number of techniques during the 1960s to recoup the non-competitive, overpriced commissions they paid. One method was to direct business to brokers that produced quality research reports that helped the fund managers pick stocks. Another method used by the large commercial banks whose trust departments actively traded in large volumes was to direct business to brokerage firms that kept their deposits at the bank or otherwise used the services of the bank. Mutual fund companies would direct brokerage business to firms that actively promoted and sold shares in the funds they managed. The N.Y.S.E. rules allowed commission sharing, however. This made sense, for example, where the brokerage firm that received the customer’s order did not have a back-office operation to clear and settle trades, but relied on another N.Y.S.E. member firm with those capabilities.

Over time, the institutional investors’ use of this commission-sharing technique, referred to as the “give-up,” evolved into something completely unrelated to the actual division of labor in executing the relevant trade. The give-up became little more than an artifice to compensate other investment banks for unrelated services. For example, the firm that does the best job selling shares in a mutual fund may not be the best firm to execute trades on the Exchange. So why get less than optimal trade execution by rewarding the firm that sells your mutual fund shares with brokerage business when you can simply direct the executing broker to pay a portion of the commission over to that firm? Using the give-ups, many mutual fund companies paid over 90 percent of their commission dollars to firms that had nothing whatsoever to do with trade execution.

Another problem for institutional investors was “front running”—firms with knowledge of a customer’s large trade buying or selling ahead of that customer’s trade. If an institution was looking to offload a large block of stock, more often than not the price of the stock would magically drop even before the trade was brought to the specialist. And equally magically, the price would return to its unaffected level shortly after the block was sold. Similar but opposite price movements would occur when an institution sought to buy a large block of shares. Those in the know, which often included the specialist, would pocket the discount incurred by the seller in addition to any share of the commission they might be entitled to. While front running was (and is) illegal, it was nonetheless rampant in the 1960s.

Ever the entrepreneurs, many of the investment banks that participated in and profited from front running saw a business opportunity. There were enormous commissions to be made on buying and selling large blocks so, unsurprisingly, the competition for that business was fierce. But for Wall Street firms with capital—and the nerve to put that capital at risk—enormous profits were possible. These firms offered the large institutional investors a superior solution: Rather than buying or selling at whatever price the market would dictate, these firms would guarantee the institutional investor a fixed price. They would buy the shares from the selling institution at a fixed discount to the then-current market price, so at least the institution would know how much it would be paid on the trade. The brokerage firm would then attempt to quietly sell the shares, preferably to another institution. If necessary, the shares would be sold in small blocks on the Exchange, hopefully not driving down the price significantly, but in any event selling as quickly as practicable to avoid market risk and free up the capital tied up in the trade.

Over the course of the 1960s, a number of firms became proficient in this business—known as “block trading”—including Salomon Brothers, Goldman, Sachs & Co. and a small research firm that entered the niche in a big way in technology stocks and would ultimately change the course of Wall Street, Donaldson, Lufkin & Jenrette (D.L.J.). Before long, it became nearly impossible to land institutional business on Wall Street unless you had a credible block trading capability. It was impossible to have a credible block trading capability, though, if you didn’t have plentiful capital.

The block trading business would ultimately have a profound impact on how investment banks made money and on the culture of Wall Street itself. Before the block trading business, investment banks used their capital in relatively low-risk businesses like securities underwriting. In an underwriting, the investment bank didn’t agree to purchase the securities from the issuer until it had fully sold the offering through numerous other broker-dealers, known as the underwriting syndicate, who shared the risk. Until the moment of the closing, the underwriter had the ability to cancel the offering if the issuer or the market deteriorated materially.

Block trading entailed monumentally more risk. To compete successfully for the trade, the investment bank had to make a split-second decision whether to bid for the business, with little more information than what was on the ticker tape. There was no undoing a trade if the market moved away from you. Millions of dollars of precious capital could be lost with a single bad trade. At the same time, millions could be made equally expeditiously on a spectacularly good trade. A new Wall Street species was born—the “trader.”

Until the 1960s, trading was a low-margin, low-risk customer-driven execution function. But starting with block trading of equities, it became an enormous profit engine. With rising interest rates in the latter part of the 1960s, volatility in fixed income instruments soon meant enormous profits could be made in trading bonds as well. After the abandonment of the Bretton Woods system whereby the world’s currencies were linked with the price of gold in 1971, the resulting continuous fluctuations in currency values created another enormously profitable trading business. With the trading of equity options and commodity futures—and later index options and futures—still more profitable trading opportunities presented themselves. Old-fashioned securities underwriting, brokerage, and merger advisory businesses were sleepy backwaters compared to the trading floors, where the real profits were made and the Masters of the Universe roamed.

Very quickly after the block trading desks were formed, the superstar traders emerged—the new celebrity gunslingers of Wall Street. At Salomon Brothers, head trader Jay H. Perry reigned over “The Room,” as it was called, a 7,500-square-foot, two-story-high trading floor constructed in 1970 on the combined forty-first and forty-second floors of Salomon’s new headquarters in Lower Manhattan, home to 200 traders at the time and 12,000 phone lines.6 Billy Salomon, the firm’s chairman, bet large on block trading to diversify Salomon Brothers’ business beyond government bonds in the 1960s in a gamble that would pay off in the billions. Sitting at Jay Perry’s side at the time was his protégé, a young junior trader named Michael J. Bloomberg.7 Executing Perry’s and Bloomberg’s trades on the floor of the N.Y.S.E. was Michael Meehan II, Joseph Meehan’s son, recruited by Salomon Brothers from his family firm to become head floor broker.8 At Goldman, Sachs, the block trading business was headed by Robert E. Mnuchin, a tall, voluble man known as much for his bluntness as his incredible market feel.9 His son Steven would follow him to Goldman, Sachs and later become U.S. Secretary of the Treasury.



EVEN WITH THE various give-ups and other commission-recapture strategies available to institutional investors, they were still overpaying to execute trades. In 1967, Donald E. Weeden, age thirty-seven, was working at his family’s brokerage firm in San Francisco. Weeden held an economics degree from Stanford University and was one of those young men that saw the future and knew it was made of silicon. At age twenty-nine, he was a founder of the National Semiconductor Corporation, the pioneer microchip company.10 Weeden, a continent away from the Club during the Summer of Love, welcomed the disruption block trading and new technologies were causing in the financial services industry. Weeden cared so little about the Club, he didn’t even join the N.Y.S.E.

Weeden’s proposition to institutional investors was simple: he would create an efficient, technology-driven trading platform for all stocks—including those listed on the N.Y.S.E.—and charge market-driven commission rates. What could the N.Y.S.E. do to him? He wasn’t even a member. And the more institutional investors that joined his trading platform, the more robust it would become, meaning that execution could be as efficient, potentially even more efficient, than on the floor of the Exchange. Commission rates would decline as volume increased, because if they didn’t, someone would simply duplicate Weeden’s platform and take the business away from him. Weeden’s platform, and those that competed with it, became known as the “Third Market,” after the N.Y.S.E. and the over-the-counter (O.T.C.) market, which wasn’t a formal market at all, but the name given to the trading in stocks not listed on a securities exchange.

Weeden didn’t invent the Third Market: its origins went back to the beginning of World War I, when the N.Y.S.E. was closed for four months in 1914. During the hiatus, non-member brokerage firms began making a market in Exchange-listed stocks, to the fury of the Exchange members. But there was nothing the Exchange leadership could do. Nothing compelled investors to transact in listed stocks exclusively on the N.Y.S.E. What was true in 1914 remained true five decades later.

Weeden & Co. was started as a municipal bond dealer in San Francisco in 1922 by Don Weeden’s father, Frank Weeden.11 Weeden began making a market in equities as a service to its institutional customers. It discovered it could usually find buyers, and quickly, among its institutional clients for stock positions it bought from other institutional clients. Weeden discovered equally quickly that it made a healthy profit on trades in N.Y.S.E.-listed stocks at commission rates much lower than those the Exchange required its members to charge. By the early 1960s, Weeden had gotten so good at trading listed stocks “off-Exchange” that it was a cheaper option for many institutions even when taking all the give-ups into consideration.

The S.E.C. first got wind that there was substantial off-Exchange trading in N.Y.S.E.-listed stocks in 1963. Suspicious that it might be an unregulated dark corner where nefarious practices might be taking place, it called in Donald Weeden to explain his business. The S.E.C. staff quickly concluded that Donald Weeden had a thriving business because the N.Y.S.E. was taking advantage of its customers, rather than Third Market firms taking advantage of theirs. So began a long, friendly relationship between the reformers at the S.E.C. and Donald Weeden.

Over time, Weeden & Co. became more than simply an annoyance and a cause of marginal profit loss to the N.Y.S.E. It became an existential threat. Institutions accounted for more and more of the trading volume during the 1960s, nearly half of all trading by the end of the decade. Retail customers were becoming less and less profitable as N.Y.S.E. member firms choked on their certificates of low denominations. And after the give-ups were banned, Donald Weeden knew that price transparency would make his firm’s market-making even more attractive. Because Weeden & Co. had the best computer systems money could buy, it had more profit margin to compete with than all but a handful of the most profitable N.Y.S.E. firms.

By the end of the 1960s, Weeden’s platform would transact a volume of shares equal to about 10 percent of the Exchange’s volume in those shares.12



WHILE 10 PERCENT is an impressive volume, the real question was why it wasn’t even greater. Like any good monopolist, the Club did not take kindly to Donald Weeden’s innovations, and it had a number of tools in the kit to stanch the bleeding of trading volume. The Club’s first line of defense was enforcing discipline among its own members. The Exchange had a rule, formally known as N.Y.S.E Rule 394, which prohibited members from sending customer orders in listed stocks to the Third Market. Because of the logistics involved in securities trading, this rule made it difficult for all but the largest institutional investors to avail themselves of the Third Market. For example, if a N.Y.S.E. member firm was the custodian for a small mutual fund’s securities, it could, by reference to Rule 394, decline to transfer a stock certificate to effectuate a trade on Weeden’s platform. Very large institutional investors had enough trading volume to spread out over multiple custodians and clearing brokers—one of them not being a member of the N.Y.S.E.—but not so for most small mutual funds. Accordingly, they wouldn’t trade with Weeden.

Holding securities outside an Exchange member firm might also make obtaining margin loans more expensive because another tool used by the Exchange was to threaten banks with boycotts if they financed Third Market firms. Given the considerable deposits and loans Exchange members had, the threat of concerted action was not to be taken lightly. Similarly, if a mutual fund company traded too much in the Third Market, it might notice a drop-off in assets under management. Exchange members would purchase and promote the shares of its competitors’ funds instead. (Besides, many mutual fund managers were in on the game: their funds’ investors paid the trading commissions while the managers themselves reaped the benefits of the give-ups by way of free research, promotion of their funds’ shares, and other goodies.) All these things and more were threatened and done by the Exchange to tamp down on Weeden’s volume. Most institutional investors concluded it was better to keep most trading with Exchange members rather than painting a big target on their backs.

“We didn’t set out to destroy the New York Stock Exchange,” Donald Weeden recalled years later, “we just wanted to conduct a quiet business and compete with them. The way we saw it, it was live and let live. We didn’t feel any antagonism toward them. But when they came along and used slander and illegal boycotts and economic pressure on our customers to perpetuate their monopoly and to try and put us out of business, well it just pissed us off. So we said, Goddamn it, we’re just not going to take it. We’ve got to do something about it.”13

Some institutional investors came to the conclusion that if you couldn’t beat them, join them. In 1965, Waddell & Reed, Inc., a large Kansas City–based mutual fund manager, filed an application to join the Pacific Coast Stock Exchange.14 While the Pacific Coast Stock Exchange’s volume was a fraction of the N.Y.S.E.’s, Waddell & Reed thought that if it could convince the Pacific Coast Stock Exchange to allow mutual fund companies and other institutional investors to become members, the Pacific Coast Stock Exchange might explode in trading volume and become a legitimate competitor to the N.Y.S.E. Waddell & Reed’s convincing was also accompanied by the threat of an antitrust lawsuit against the Pacific Coast Stock Exchange if it was refused membership. The Pacific Coast Stock Exchange, calculating how much the value of seats on its exchange would increase with all the additional trading volume Waddell & Reed projected, approved the membership application.

The N.Y.S.E.—and most other regional stock exchanges—made it clear they would not be following suit. Instead of reacting to the rise of the Third Market and institutional membership on stock exchanges as a wake-up call, a timely reminder that competition would inevitably come, the Club doubled down on anticompetitive defensive maneuvers. It wasted time and effort that would have been better spent weaning itself off fixed commissions, upgrading technologies, and attracting permanent capital to become more cost-efficient. The institutional money driving the growth and profits of the Club in the 1960s was controlled by the same institutions that supported the Third Market and, in some cases, sought membership on regional exchanges to save on commissions. Being at odds with your most important customers is never a successful long-term business strategy. As these institutions became more important on Wall Street, they also grew more important in Washington. Their lobbyists would push and prod the S.E.C. and the Department of Justice throughout the decade to reform the fixed commission boondoggle.

In alliance with these institutions was Merrill Lynch, Pierce, Fenner & Smith Incorporated, Wall Street’s largest firm and most efficient operator. Merrill Lynch pushed to eliminate fixed commissions as it would undoubtedly gain significant market share in a truly competitive market. Over the course of the 1960s, Merrill Lynch, buttressed by state-of-the-art computers and a fortress balance sheet, would transform itself from a broker to the small-account investor to a block trading and underwriting powerhouse and the most innovative investment bank on the Street.



WHILE SECURITIES TRADING was what occupied most employees of Wall Street firms in the 1960s, it was by no means the only profitable business. Raising capital for businesses by underwriting stocks and bonds was very profitable. After two decades of stagnant underwriting business, in the mid-1950s, American corporations were increasingly tapping the public securities markets to raise capital to finance growth. Until the 1960s, however, the public securities markets were available only to established corporations, usually in traditional brick-and-mortar industrial businesses. The business of underwriting securities at the start of the 1960s was dominated by a handful of Wall Street investment banks, referred to as the “bulge bracket” firms, so-called because more often than not they led the deals garnering the largest type in the Wall Street Journal “tombstone” ads that announced securities offerings. The lead underwriter for a deal would invite a group of other underwriters—sometimes dozens for very large deals—to assist in selling the issue, but equally important, to lay off risk and free up capital. The lead underwriter would retain more than its pro-rata share of the underwriting discount for originating and structuring the offering. At the beginning of the decade, these bulge bracket firms were Morgan Stanley & Company, The First Boston Corporation, Kuhn, Loeb & Company, Lehman Brothers, and Dillon, Read & Co. Over the course of the decade, Goldman, Sachs & Co., Salomon Brothers, and Merrill Lynch would join the bulge bracket fraternity, while Dillon, Read & Co., and Kuhn, Loeb would fall out of it, down to the next category of underwriter, a “major” bracket firm.15

Strength in underwriting at the start of the 1960s was surprisingly disconnected from strength of sales force. Merrill Lynch, which had more brokers and salesmen than any other Wall Street firm, was an underwriting laggard at that time. Success depended more on relationships with the senior management and directors of the large corporations that were voracious consumers of capital. To an extent unimaginable today, it was important not only to have gone to the right schools—Ivy League was practically a given—but also to have belonged to the right clubs at those schools. Breeding, polish, and social connections didn’t hurt either. You didn’t have to be a White Anglo-Saxon Protestant (W.A.S.P.), but you certainly needed to talk like one and dress like one.

While the old-boy network that presided over the bulge bracket of 1960 controlled an enormous amount of business, it did not by any means control all of it. As you moved farther away from Fortune 100 companies, other underwriters would likely be leading many deals as well. And certain industries, like retail chains, were dominated by non–bulge bracket firms like Goldman and Salomon. The biggest initial public offering (IPO) of the 1960s, the common stock offering of Ross Perot’s Electronic Data Systems, Inc. (E.D.S.), was led by R. W. Pressprich & Co., neither a bulge bracket nor a major bracket firm. The IPO market for all but the largest companies was a niche underwriting segment that the bulge bracket left to others. Dealing in securities of small companies was considered lowbrow. So, too, was the underwriting of securities for new technology companies. The bulge bracket firms ceded this underwriting business to less-established rivals—which turned out to be an enormous strategic misjudgment. As the likes of Dillon, Read and Kuhn, Loeb cast these pearls before the swine, firms like D.L.J. and Merrill Lynch would gain invaluable experience and “league table” credibility. (The league tables are the ranking of underwriters based on either the number of underwritings or the aggregate dollar value securities underwritten for each type of security—common stock, convertible bonds, investment-grade bonds, high yield bonds, etc.)

The bulge bracket held onto its prerogatives not simply on the power of its white shoe gentility, but by the iron fist under the velvet glove. First, there was a “gentlemen’s agreement” among the members of the bulge bracket that they would not poach each other’s clients. If a company wanted to move business from one bulge bracket firm to another, that was one thing. But members of the bulge bracket pitching each other’s clients was quite another. It simply wasn’t done. And woe unto any firm not in the bulge bracket pitching the client of a bulge bracket firm. Not only would that firm be blacklisted from all deals led by the aggrieved firm, it would also be excluded from deals led by any other bulge bracket firm.

During the 1950s, the bulge bracket led over 50 percent of all underwritings.16 The consequences of stepping out of line were not trifling. Of course, bulge bracket firms could poach whatever clients of the non–bulge bracket firms suited them. But as the 1960s progressed, the discipline of the bulge bracket collapsed. By 1969, Merrill Lynch, with its enormous securities distribution capability and its large, stable capital base, decided it would go it alone and chase whatever business it wanted. Because its sales force was so valuable in selling deals, it simply wasn’t feasible to blackball Merrill Lynch, at least not for very long.



BEFORE THE 1960S, merger and acquisition advice was not a very large business opportunity for Wall Street, as large corporations did not make very many acquisitions. Virtually all such transactions were friendly. And since companies back then almost always bought other companies in the same line of business, the antitrust laws limited how much market share could be acquired. The 1960s brought a new type of acquisition—the conglomerate merger. The theory of the conglomerate was that the application of scientific, modern management techniques transcended any particular industry. A good management team, it was believed, could run an oil company just as well as it could run a movie studio. This theory was sweet music to Go-Go Era Wall Street’s ears. Unburdened by the need to stick to one’s knitting, just about any company could be sold to a management team that thought itself superior—which was just about every management team. Conglomerates like Charles Bluhdorn’s Gulf & Western, Harold Geneen’s I.T.T., and James Ling’s L.T.V. would buy and sell literally hundreds of companies a year. Since conglomerate acquisitions were by definition not limited to any particular industry, antitrust laws were generally not a limiting factor. By the end of the decade, the stigma of the hostile takeover had also diminished. Unsolicited tender offers by conglomerators wielding their high price-to-earnings stock valuations became so commonplace that an alarmed Congress held hearings and ultimately passed legislation—the Williams Act of 1968—regulating them.

The merger and acquisition wave of the 1960s also changed the status quo on Wall Street. Charlie Bluhdorn, Harold Geneen, and Jimmy Ling didn’t much care about the bulge bracket firms or their prerogatives or what clubs their investment bankers belonged to. The next wave of raiders—Saul Steinberg, Meshulam Riklis, and Carl Lindner—cared even less. By decade’s end, the fees available from these voracious acquirers rivaled those from the companies included in the Dow Jones Industrial Average. For those on Wall Street undeterred by the taboo of assisting on hostile takeovers, enormous merger and acquisition advisory fees and underwriting fees were available. Since money always beats taboos on Wall Street in the long run, even the whitest shoe firms started to get in on the hostile takeover action.

The sale of investment research was another business line that grew exponentially for many Wall Street firms in the 1960s. In addition, quality research facilitated winning business in other products. For example, research departments could be counted on to identify good merger and acquisition suggestions to pitch to corporate clients. Research analysts whose reports were often right acquired a following among both institutional investors and retail brokers pitching stocks. A research analyst with a following could also be counted on to sell securities the firm was underwriting if it wrote a positive research report about the offering. Here again, the upstarts like D.L.J. were beating the older firms of the Club in selling quality research.

Most firms in the 1960s, no matter what their other specialties, also traded for the account of the firm. Now called “proprietary trading,” using the firm’s superior access to information—euphemistically called “market intelligence”—to make favorable securities trades was very profitable for Wall Street. Conglomerate-driven merger and acquisition activity gave rise to new trading opportunities. Some of these proprietary trading strategies, like merger arbitrage, were becoming very elaborate and sophisticated as merger and acquisition activity boomed.

Some firms in the 1960s would even tie up precious capital for long-term speculative investments, referred to at the time as “merchant banking.” Today it is better known as “private equity investing.” Like block trading, in proprietary trading and merchant banking, capital was king. The firms with discretionary capital could harvest outsized returns; those without capital would languish. Bear, Stearns & Co. had the most active merchant banking operation on Wall Street in the 1960s, led by Jerome Kohlberg Jr. In 1965, he hired a young man out of college named George Roberts, and Roberts’s roommate at the time, Henry Kravis, who landed a job at Goldman, Sachs, would join Bear, Stearns a few years later. Eventually the three men generated huge profits for Bear, Stearns. The three would leave the firm in 1976 to form what would become the premier private equity firm, Kohlberg Kravis Roberts & Co.

There was one financial business investment banks could not touch during the 1960s: commercial banking. With the passage of the Glass-Steagall Act of 1933, firms dealing in securities were prohibited from being affiliated with any deposit-taking institutions. Likewise, commercial banks could not own investment banks despite the obvious synergies of these combinations. Commercial banks could be a source of loans for investment banks, but not equity capital. With the nation’s savings in their vaults, the commercial banks could make large loans that wouldn’t mature for years. Not even the largest investment banks could compete with money-center commercial banks when it came to lending.

Because of the more fragmented commercial banking system of the 1960s, there were twice as many commercial banks then as now.17 Interstate branch banking was prohibited, so the lending books of commercial banks were less diversified than today and reflected a regional bias. For example, six of the nation’s largest commercial banks in 1967 were headquartered in New York City—Chase Manhattan Bank, First National City Bank, Chemical Bank, Morgan Guaranty Trust Company, Manufacturers Hanover Trust Company, and Bankers Trust Company—and lent heavily to investment banks.18 This, in turn, put them at risk if there were to be a systemic crisis on Wall Street. But that was considered too remote to seriously consider in the 1960s, so those commercial banks loaned liberally to finance the stock market’s explosive growth.



THE TRANSFORMATION OF Wall Street during the 1960s, driven by the huge flow of institutional money and the return of Main Street money into the equity markets, made it the best of times for the Club. The Dow kept rising, and trading volume rose even faster. The success of Keith Funston’s Wall Street–to–Main Street campaign generated spectacular growth of retail brokerage commissions, a morphine drip that dulled the pain of competitive disadvantage being felt by undercapitalized members of the Club who could not compete for block trading and other capital-intensive businesses. Those undercapitalized firms convinced themselves that everything would be all right with a retail-heavy business model: they sought growth by rapidly expanding their retail operations by opening more and more branch offices and hiring additional brokers. Those brokers, if talented, would require a premium to switch firms, but very often they were inexperienced and not terribly talented. Even in a fixed-commission world, this was a high-cost way to grow revenues, and margins at most of these firms were thin.

With rich fixed commissions, even poorly run firms with antiquated systems were making money. Why invest in expensive computers for tomorrow when you could pay the partners more today? Why husband capital to develop a block trading capability, a proprietary trading operation, or a merchant banking division when you could pay the partners more today? Why hire a merger and acquisition specialist—and have to associate with the vulgar raiders—when you could pay the partners more today? Why invest in a research department to win IPO underwriting for pissant technology companies—and pay the partners less today—when you could live just fine off the scraps left over by the bulge bracket underwriters?

The continued prosperity of the Club in 1967, which was unquestioned by most, was dependent on two very foolish assumptions. The first assumption was that institutional investors—and the S.E.C. and the Department of Justice—would forever tolerate the Club’s anticompetitive practices. These practices were pervasive—fixed commission rates, the exclusion of mutual funds from Exchange membership, the prohibition on public ownership of N.Y.S.E. members, and the boycott of trading with non-member firms. The second assumption was that a prolonged bear market and sharp decline in trading volumes were unlikely, at least anytime soon.

The story told here would not have been possible if it were only a tale of the greed and shortsightedness of Wall Street. It takes a village to create a true catastrophe. Or at a minimum it takes bureaucrats and politicians in Washington, D.C.

The S.E.C. was tasked with regulating investment banks. Among the S.E.C.’s primary responsibilities since its creation was ensuring that they remain solvent. By outward appearances it seemed the S.E.C. had done this job well. Since the Great Depression, only one investment bank of any significance had failed—Ira Haupt & Co. (A second firm had also failed, a poorly run Boston company named duPont, Homsey & Co., but it was small and insignificant.) The N.Y.S.E. touted its successful handling of the Ira Haupt & Co. failure as a model of the effectiveness of self-regulation. Few outside the Club had any idea how close many other N.Y.S.E. members came to insolvency the weekend of President Kennedy’s assassination. In addition, the fundamental financial soundness of the securities industry had been validated by a blue-ribbon S.E.C. report issued a few months before President Kennedy’s death.

Washington in 1967 was willing to accept the foolish assumptions of the Club. So it is from Wall Street to Washington that we journey for the next chapter of our story.






CHAPTER TWO “QUIET AND EASY”
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Congress and the S.E.C.

Asleep at the Switch

By the 1960s, the S.E.C. had settled into a passive accommodative regulatory mode. The dean of Wall Street lawyers, Sullivan and Cromwell’s Arthur Dean, who along with his partner John Foster Dulles had spent much of 1933 trying to prevent passage of the Securities Act, was lavishing praise on the S.E.C., calling it “the very model of what an administrative agency should be.”1 The diminished enforcement and rule-making activity of the S.E.C. during the last years of the Eisenhower administration wasn’t entirely driven by Ike’s country club economic policies. The fact was that Wall Street was a pretty unexciting place for most of the 1950s.

In fact, it had been pretty unexciting for most of the 1940s too. After the passage of the last of the New Deal securities legislation in 1940, the legislative and regulatory impulses of the federal government were directed elsewhere. World War II brought government control over the financial system and consumption of nearly all available capital for the war effort. The post-war years of the 1940s witnessed an enormous growth in private-sector industrial activity as well as Cold War military spending and related industrial production. Much of this economic growth was experienced by large, well-established companies—General Motors, Mobil, U.S. Steel, General Electric, and duPont. Their corporate finance needs were uncomplicated. These companies were profitable, and as a result, much of their capital needs were financed with cash from operations. Inventory financing and other short-term borrowing needs were provided by friendly local commercial banks, on whose boards of directors senior executives of the large industrial corporations sat, and vice-versa. If there was a large capital project—a new factory, for example—bulge bracket firms such as Morgan Stanley, Dillon Read, First Boston, or Kuhn, Loeb could underwrite and float an investment-grade bond offering. With the strict antitrust enforcement of the era, few large mergers or acquisitions took place. And despite the prosperity of that time, there was in hindsight a surprising dearth of new companies with breakthrough technological innovations. By comparison to later decades, there were relatively few new ventures seeking capital. There were precious few notable IPOs (the Ford Motor Company in 1956 and Hewlett Packard in 1957 being the exceptions). Those would not come until the next decade: 1969 alone had more IPOs (683) than in the 1940s and 1950s combined.2

In December 1960, President-elect Kennedy had chosen one of his father’s New Deal cronies, James Landis, to review all federal regulatory agencies and recommend changes to shake things up. Landis had served as a member of the original S.E.C. under its first chairman, Joseph Kennedy, and was the S.E.C.’s second chairman. Landis reported back to President-elect Kennedy that the first order of business at the S.E.C. had to be appointing better-qualified members to the Commission.3 Kennedy’s first choice for S.E.C. chairman was Harvard Law School professor Louis Loss, author of the leading treatise on securities regulation. Loss, however, turned him down. His next choice was Professor William L. Carey of Columbia Law School, who accepted the appointment.4

Carey, the son of a Columbus, Ohio, utilities lawyer, graduated from Yale in 1937 and Yale Law School three years later. He came to the job with the belief that the S.E.C. had lost touch with what was happening in the securities industry. It had been twenty years since any significant securities legislation had been passed, over twenty-five years since the S.E.C. was formed, and perhaps most importantly, nearly thirty years since the last wide-ranging congressional investigation of Wall Street.

After the 1929 Crash and subsequent economic depression, the American people blamed Wall Street for the catastrophe and Congress responded with lengthy hearings, summoning to Washington the titans of finance and putting them under oath. The most spectacular hearings were held in 1933 and 1934 by a Senate subcommittee under the direction of its special counsel, Ferdinand Pecora, and they exposed all of the dirty dealings and greedy excesses of Jazz Age Wall Street. The public outrage generated by the sensational media coverage of bombshell testimony at the hearings provided the political fuel that enabled the Roosevelt administration to pass the foundational federal securities legislation that regulated Wall Street for the first time. Carey believed it was time for a 1960s version of the Pecora hearings.



DURING HIS FIRST months at the S.E.C., Carey spent much of his time up on the Hill, explaining to lawmakers how the securities markets were due for dramatic change as a result of the influence of institutional money and how little the S.E.C. (and Congress) knew about the consequences to investors of those changes. Speaker Sam Rayburn was convinced by Carey’s lobbying, and in September 1961, he pushed through a bill appropriating $750,000 to the S.E.C. “to make a study and investigation into the adequacy, for the protection of investors, of the rules of national securities exchanges and national securities associations.”5 It became known as the Special Study of the Securities Markets. It was undertaken by a crackerjack staff of forty attorneys, economists, and investigators under the direction of Milton Cohen, a former S.E.C. division chief. Cohen was given remarkable independence to conduct the investigation, establishing what was, in effect, an agency within the agency.6 To avoid interference by the S.E.C. commissioners, he insisted on a process whereby he would present his study to the full Commission—and to Congress—prior to any review by the regular S.E.C. staff or any of the individual commissioners. Carey was perfectly happy to let Cohen take the heat from Wall Street and Congress if his recommendations brought disfavor. Carey, in truth, believed that Congress itself was better equipped to conduct such an investigation, but he was happy to have an S.E.C. loyalist conduct the study, likely assuring that any criticism of the S.E.C.’s job performance would be muted.

For two years, Milton Cohen conducted the investigation, most of it behind closed doors. Keith Funston, president of the N.Y.S.E., like a Mafia don trying to figure out what a grand jury was up to, would send trusted lieutenants to comprehensively debrief every Wall Street executive who was called to testify by Cohen. Funston also tried killing Cohen with kindness. Throughout the process, Funston would send memos to Cohen educating him on various aspects of the operation of the Exchange, always making the case that no more regulation was needed.7

When the first segment of the long-awaited Special Study of Securities Markets Report was released on April 3, 1963 (all chapters would be released by August 8, 1963), Funston breathed easier. He would not, unlike Richard Whitney before him, be required to lead a crusade in Washington against new legislation that might threaten the privileges of the Club. Of course there were recommendations in Cohen’s report that the Exchange would resist, but they were of the sort he had hoped for and was prepared for. Most importantly for Wall Street, the Special Study Report proclaimed no outrages of greed or excess. There were no compelling villains identified. Unlike the Pecora hearings, there would be no tax-cheating, insider-trading figures like National City Bank’s “Sunshine” Charlie Mitchell to march before the cameras. The Pecora hearings were operatic. The Special Study was bureaucratic. The theme of it was “all is well, but we can do better.” It affirmatively declared that its two-year investigation discovered “no pattern of fraudulent activity” in the securities markets. Furthermore, it reaffirmed the principle of self-regulation on Wall Street and praised the “strong performance” of the N.Y.S.E. in that effort.8
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