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FOR ARI SCHLOSSBERG



Prologue:

The Ball

IN THE third week of March 1985, the faithful, fifteen hundred strong, came to Beverly Hills to pay homage to Michael Milken, the legendary junk-bond guru of Drexel Burnham Lambert whom many of his followers called simply “the King.” For the next four days, they would savor the world he had created for them.

By five-thirty each morning, an armada of about one hundred limousines glided into position around Beverly Hills. Dozens of them ferried guests from the lush green-and-pink medley of the Beverly Hills Hotel—then owned by arbitrageur Ivan Boesky, his wife and his in-laws, and completely booked by Drexel for these four nights—through the city’s wide, stately, palm-tree-lined streets. Their destination was the Beverly Hilton, where the annual Drexel High Yield Bond Conference—by now known as the Predators’ Ball—was being held, just a few blocks from Drexel’s West Coast office.

Breakfast was served at 6 A.M., a concession to popular tastes by Milken, who was at his desk each day by 4:30 A.M. Then came the perpetual round of presentations, sometimes three simultaneously in different rooms, given by heads of companies. These were nearly all Drexel clients, typically the small and medium-sized companies—run by entrepreneurs with healthy ownership stakes—with whom Milken had carved out his historic franchise when he started doing financings for them, back in the late seventies and early eighties.

Because of their small size, or their lack of credit history, or their leveraged capital structure, these companies had been rated below investment grade by the rating agencies and thus had not been able to raise money by issuing bonds in the public market. The only way for them to borrow money was in short-term loans from banks or in private placements with insurance companies, which carried covenants so restrictive that they made the money almost not worth having.

Then, one day, Drexel’s investment bankers had come knocking at the door. Drexel would underwrite their bonds, low-rated though they were, for the public marketplace. Michael Milken, a most extraordinary junk-bond trader, could raise $50 million, $100 million or more—the kind of long-term, relatively covenant-free capital that was available to these companies nowhere else. All they had to do was pay the price: a high yield to the investors, and an enormous fee to Drexel.

Now hundreds of buyers were in the audience for these presentations. There were the players who had turned nondescript or failing financial companies into dazzling success stories, based on the yield of the bonds that Milken offered them. And there were the money managers—people who ran investment portfolios for thrift institutions, insurance companies, public and private pension funds, mutual funds, offshore banks, college endowments, high-yield funds.

Many of them had been converted into believers by Milken back in the seventies, when he had begun tirelessly preaching an esoteric gospel: that in a diversified portfolio of high-yield bonds, otherwise known as “junk” bonds, the reward outweighs the risk. This was a proven theory, well documented by academician W. Braddock Hickman in his enormous multivolume tome Corporate Bond Quality and Investor Experience, published in the fifties. All that remained, for everyone to make money, more money probably than they had ever imagined, was to put theory into practice.

Hand in hand with Milken, these buyers had put theory into practice—and now they were players in a $100 billion market. The intense young man with the ill-fitting toupee, the set jaw, the air of utter confidence and the greatest sales pitch that any of them had ever heard had been right.

Some of these buyers thought nostalgically of the way it had been at the beginning. Just six years earlier, Milken had staged his first West Coast high-yield-bond conference at the Beverly Hills Hilton for about sixty people. The buyers had sat around conference tables with the issuers and engaged in the kind of substantive dialogue, replete with hard data, that allowed them to decide whether they wanted to own a company’s debt or not. That immediacy was gone now. The presentations were made to hundreds of buyers in huge conference rooms with floor-to-ceiling screens on which the speaker’s immensely magnified image appeared, and they were driven not by hard data but by slick, soft-sell videos. “Instead of a dialogue, it’s like watching TV,” complained James Caywood of Caywood-Christian Capital Management, who manages about $2.2 billion, mainly for savings-and-loan associations (S&Ls), and is an old-timer in the junk market. “The conference has become—excuse my language—a gangbang.”

It had also, this year, become the Predators’ Ball. There was a new gospel—or, more, a kind of added liturgy—being preached these days by Milken, who had become more messianic, more fevered, more wired, than ever. His message, received with wild excitement by this congregation, was that they should save corporate America from itself.

Milken had long professed contempt for the corporate establishment, portraying many of its members as fat, poorly managed behemoths who squandered their excess capital and whose investment-grade bonds, as he loved to say, could move in only one direction—down. He had made fortunes for himself and his investors by identifying assets undervalued by the market. In the seventies Milken had done this primarily with the debt securities of troubled or bankrupt companies. But by the early eighties the clearly undervalued asset was corporate America, and the biggest play was in the takeover game.

This was a game for which Milken was a natural by temperament and talent. When Wall Street’s elite investment banking firms were pocketing huge fees from the mergers-and-acquisitions (M&A) game, Milken and his corporate finance partners at Drexel had been left out in the cold, too déclassé to be hired by the major corporations that had bank lines big enough to play. Unable to attract those clients, they had finally decided to do something beguilingly simple: they would create their own.

Who needed Chase Manhattan or Manufacturers Hanover when Carl Lindner, Sam, William, and Hyman Belzberg, Saul Steinberg, Victor Posner and the entire host of institutional junk-bond buyers were ready—at Milken’s behest, and on hours’ notice—to sign up to buy the junk bonds that would finance a takeover? Just as Milken had given medium-sized companies access to amounts of capital that had been wholly out of their reach before, so now his chosen takeover artists could set their sights on targets that but for him would have remained the stuff of their dreams.

“Capital is not the scarce resource,” Milken had been instructing his followers for several years and, to their delight, proving over and over again.

Now, in March 1985 at the Beverly Hilton, on the eve of an assault that would shake corporate America to its roots, he declared that the combined buying power of his assembled guests was three trillion dollars.

It was a heady message, and made more so by events of the preceding two weeks. The junk-bond-financed takeover had not sprung, fully functioning, from the minds of Milken and his Drexel colleagues; it had needed crafting and fine-tuning. T. Boone Pickens Jr.’s peanut-sized Mesa Petroleum had made a run at mammoth Gulf Oil in early 1984. Pickens had ultimately driven Gulf into the arms of its white knight, Standard Oil of California. Then Steinberg’s Reliance had mounted its raid against Disney. Carl Icahn had launched his bid for Phillips Petroleum, after Pickens’ Mesa had taken its turn and been bought out. These raids—all financed by Drexel junk bonds, except for Pickens’ run at Phillips—had thrown off hundreds of millions of dollars to the raiders and to Drexel. But not one had acquired its target. Corporate America, therefore, had been able to deride these bids as nothing more than stickup artists’ bluffs.

They couldn’t do that anymore. A week before this Predators’ Ball, the first Drexel junk-bond-financed takeover had actually swallowed its target. In a deal that started hostile but turned friendly, the Coastal Corporation was acquiring American Natural Resources Company for $2.46 billion—$1.6 billion of it from bank loans and $600 million from Milken’s junk (an amalgam of notes, or debt, with high-yielding interest and preferred stock with high-yielding dividends). Oscar Wyatt, chairman and CEO of Coastal, had become a sudden star.

There were lots of people at this conference who were shaking Wyatt’s hand, wishing him luck—and picturing themselves in his shoes. One of them was Nelson Peltz. Just a week earlier, Triangle Industries, a company with a $50 million net worth run by Peltz and Peter May, two unknowns, had made a $456 million bid for National Can, to be wholly financed by Milken’s junk bonds.

Coastal was a substantial company, and Wyatt, while he was anathema to the corporate establishment, was an experienced operator. But if Triangle Industries, a vending-machine, wire and cable company with little to its name besides the cash raised from previous junk-bond offerings, could succeed in taking over a major industrial company like National Can, then that meant that no prey was too large and no predator too inconsequential—so long as Milken could tap into his magic pools of capital. Overnight, all the rules of survival in the corporate jungle had been rewritten. The weak could become the strong, and the strong the weak. It must have not only excited but tickled the fancy of Milken, an amateur magician who occasionally does tricks for his friends, to be able to wave this particular wand.

The honored guests of this conference, therefore, were the takeover artists and their biggest backers—men like T. Boone Pickens, Carl Icahn, Irwin Jacobs, Sir James Goldsmith, Oscar Wyatt, Saul Steinberg, Ivan Boesky, Carl Lindner, the Belzbergs—and lesser lights about to shine, such as Nelson Peltz, Ronald Perelman, William Farley. The names tend to meld into a kind of raiders’ litany, but they are not all the same. For Milken, they would have separate roles during the coming months, performing discrete functions in a vast, interlocking machine of which he alone would know all the parts.

What all these men did share, of course, were enormous egos and appetites, and they did not think of themselves as Milken’s functionaries. Each thought he was using Milken to attain his own goal. This was true. But the larger truth was that they were joined in an effort to satisfy an appetite that dwarfed all of theirs, so enormous that all that their deals would throw off to Drexel and to Milken—billions in fees and in equity stakes—would only whet it.

On the second night of the Predators’ Ball, while the lower-ranking troops (money managers and executives of medium-sized companies) were sent in buses to a show at a movie lot, some one hundred of the real players—takeover entrepreneurs, major investors, arbitrageurs, deal lawyers—attended a cocktail party at a bungalow at the Beverly Hills Hotel. From there they were chauffeured to dinner in a private room at the swank Chasen’s in Beverly Hills.

In addition to Drexel’s female employees, there were a number of extremely attractive young women at this dinner—so good-looking, in fact, that one takeover lawyer, George Katz of New York’s Wachtell, Lipton, Rosen and Katz, renowned for his naiveté, remarked to a companion, “I’ve got to hand it to these guys—I’ve never seen so many beautiful wives!”

In fact few if any wives attended this dinner. An assessment closer to the mark was made by arbitrageur Martin Weinstein, who, noting that Irwin Jacobs had been deep in conversation for hours with one of these women at the far end of the room, commented to a friend, “Tell Irwin he doesn’t have to work so hard. She’s already paid for.”

According to Julian Schroeder, a former corporate finance partner at Drexel, the “girls” have been a staple of the conference since the early years. They were seen as necessary bait for clients in the days when Drexel was “laughed at” by those whom he and his colleagues called for business. These women were recruited chiefly by Donald Engel, a close associate of Milken and a longtime managing director of Drexel. In 1984 Engel resigned and became a “consultant” to the firm, but he continued to carry out his traditional function vis-à-vis the “girls.”

Fred Sullivan, chairman of Kidde, Inc., who has attended the conferences for years, confirmed that the women were paid by Drexel—“varying amounts, depending on how pretty they are, and what they’ll do,” said Sullivan, with a chuckle. “Don [Engel] always says to me, ‘How could I get all these guys to come, if I didn’t have the girls?’ ”

Following the dinner at Chasen’s, many of the guests and the women had repaired to Bungalow 8 at the Beverly Hills Hotel, where the cocktail party had been held earlier that evening. Bungalow 8, the one Engel traditionally occupies for the conference, is situated at a far remove from the hotel and most of the other bungalows, and is therefore quite private. As in past years, Engel was sharing it with a Drexel client, Joel Friedland, a partner of the Pritzkers. As one participant who partied there late into that night puts it, “All these big takeover guys were in that place together, and we’ve all got tremendous egos, we’re all trying to prove ourselves all the time, to show we can get the girl we didn’t get in high school, we’re basically a bunch of exhibitionists—things just got out of hand.”

On the final night of the conference, there was a gala dinner and show for all fifteen hundred guests, held in a huge auditorium at the Century Plaza. During dinner, Milken did a video presentation, courtesy of Lorimar, a Drexel client. There was a takeoff on the E. F. Hutton commercial. “When E. F. Hutton talks . . .” says the buttoned-down gray-suiter, pausing as a woman sashays by him. “Did you see the tits on that broad?” There was an adaptation of the theme from Ghostbusters, with the chorus “When you need money, call Drexel!” Milken tried for levity, but his natural demeanor is so unmistakably serious and intense that the strain showed. It didn’t matter. The applause was deafening. He was the King.

Then it was time for the performer of the evening. In the early years of these conferences, Stephen Wynn of Golden Nugget—who, as he has said, was “made” by Drexel—was the dinner speaker. Then, in 1984, Wynn recruited Frank Sinatra as a surprise guest. This year too, the identity of the performer was a well-kept secret. It had been a matter of speculation among some of the lesser troops at this conference, who were awestruck at being in such proximity to this tidal wave of money and power that was building. “Everyone was saying,” recalls one portfolio manager for a savings and loan, “ ‘It’s going to be either Michael Jackson or God.’ ”

It was Diana Ross. According to Wynn, Ross entertained gratis, in return for the chance to invest in one of Milken’s investment partnerships, Reliance Capital Group, L.P. She was in the same well-heeled company there that she was on this night—with Wynn, Steinberg, the Spiegel family, Ivan Boesky, Victor Posner, the Belzbergs, Mantar Associates (a partnership of Milken and his Drexel colleagues) and others.

After about forty minutes of a dazzling performance, Ross began circulating among the guests. Finally she settled on the lap of straitlaced Baptist Carl Lindner and sang to him.

MILKEN IS SAID by close associates to spend barely a moment in his twenty-hour workday that is not dedicated to business purpose. It is not surprising, therefore, since this extravaganza was his creation, that it was such an intensely purposeful event.

It was an evangelical happening that stirred a mass excitation in its participants, many of whom felt they were part of a large and unstoppable force destined to change the world. It was deal heaven. There seemed to be a deal for everyone. Money, as Ivan Boesky once told a group of prospective investors in his arbitrage partnership, was falling off the trees. It was a glorified road show for the buyers and for the scores of companies that made presentations, many of whom would soon be doing junk-bond offerings. It was a reunion for Milken’s high-rollers, whose camaraderie, if not collusion, he encouraged. One Drexel lawyer later recalled having seen Ivan Boesky, Carl Icahn, Carl Lindner and Irwin Jacobs huddled in a corner. “Anything could have been happening there,” he remarked with a laugh. It was a good time. Bungalow 8 would not soon be forgotten, and client loyalty gets forged in sundry ways.

And it launched Milken’s now full-blown tour de force. Within the first two weeks of April 1985, hard on the heels of the Predators’ Ball, five more Drexel clients—in addition to Triangle Industries—would make bids for companies, all backed by Milken’s junk bonds.

Mesa Petroleum, with a net worth of $500 million, would go for Unocal.

Lorimar, with a net worth of $105 million, would offer $1 billion for Multimedia.

Sir James Goldsmith would make a bid for Crown Zellerbach Corporation for $1.1 billion.

Golden Nugget, with a net worth of $230 million, would go for Hilton Hotels for about $1.8 billion.

And Farley Industries, with earnings of $6 million, would go for Northwest Industries, for about $1.4 billion.

Other bids would take longer to germinate—but they would turn out to be the most fruitful of all.

NELSON PELTZ went through the four days of the Predators’ Ball, as he would later say, as a “nervous wreck.” Peltz, who had a track record in business that can be described as lackluster, saw National Can as the opportunity of a lifetime. He had run his family’s frozen-food business, expanding it through acquisitions and then selling it in the midseventies; it later went bankrupt. Peltz had struggled for years, been close to broke, finally managed in 1982 to acquire with Peter May a controlling block of Triangle Industries, which he intended to leverage up as his vehicle for acquisitions. Until now, nothing had worked. And he was terrified that this deal too would somehow get away from him.

What had probably gotten Peltz to this point, however—to be one of Milken’s players, on the verge of acquiring one of the largest can-manufacturing companies in the United States—was his longtime conviction that he would someday make it very, very big. This was a conviction shared by few others, and unsupported by events. But it made him persist, and continue to think in grandiose terms. Now he began to picture the vistas that would open to him if he were to acquire National Can. At Don Engel’s cocktail party at Bungalow 8, Peltz was introduced to Gerald Tsai, then the vice-chairman of American Can. “Someday,” Peltz said eagerly, “I’d like to talk to you about buying your cans.”

RONALD PERELMAN brought more to the party than Peltz did. Perelman, for whom Drexel had been doing junk-bond financings since 1980, had boot-strapped himself into a series of acquisitions—keeping the profitable core, selling off the pieces, paying down the debt and leveraging up for the next acquisition. They were small by Drexel’s new standards—who had ever heard of Ronald Perelman in 1985?—but at least they had worked.

With Drexel’s assistance, Perelman had just taken private his mini-conglomerate, MacAndrews and Forbes. And he was in the process of acquiring Pantry Pride, a supermarket chain discharged from Chapter 11 bankruptcy reorganization in 1981, which had a huge tax-loss carryforward of over $300 million that could be used to shelter income. It would be his vehicle, he hoped, for the kind of acquisition exponentially bigger than anything he had attempted before, something that would vault him forever out of the minor leagues. For the last month or so, Perelman, a crude Napoleonic type who was drawn to glamour and status, both in companies and on the social scene, had been eyeing Revlon.

At the conference, Milken and Perelman had agreed that when the Pantry Pride deal closed, Milken would raise about $350 million for that company in a “blind pool”—for the purpose of an acquisition, but with no target identified.

CARL ICAHN had been successful for years at threatening companies with a takeover only to have management buy his stock back at a premium not offered to other shareholders—a practice that came to be known as greenmail. He had started doing business with Milken just about six months earlier. Strong-willed, fiercely independent, smarter than most, he could not be controlled by Milken in the way that Peltz and Perelman could. And Milken’s was a construct—intricate, highly interdependent, requiring constant fine-tuning—where control mattered. As one former Drexel employee puts it, “Mike feels most comfortable when you owe him your life.” And most of the people Milken touched owed him.

Nonetheless, Milken and his colleagues had sought Icahn out, offering to refinance the bank debt he had used for his acquisition of ACF (only the second company he had acquired in six years, during which time he mounted a dozen major campaigns) and to provide him several hundred million dollars in surplus funds for what they called a “war chest.” Icahn had just completed his raid on Phillips—where Milken had stunned the corporate world by raising commitments for $1.5 billion in forty-eight hours—and had walked away from that ten-week escapade with a profit of $52.5 million.

Icahn gave a presentation on ACF at the conference and then wandered about, dropping in on others’. One he found especially interesting was given by Robert Peiser, the chief financial officer of TWA (Drexel had raised $100 million for the airline in the past year). He asked Peiser several questions. It made Peiser uneasy. Afterward, a few onlookers warned him that Icahn was up to no good.

THE WORLD that Milken created for his faithful would last much longer than those four days and would extend far beyond the enclave of Beverly Hills. Before his awesome machine was forcibly slowed nearly two years later, it would transform the face of corporate America.

It would introduce terror and mayhem into countless corporate boardrooms. It would cause frightened managements to focus on short-term gains and elaborate takeover defenses rather than the research and development that make for sustained growth. It would cause the loss of jobs, as companies were taken over and broken up.

But it also would help to bring the owner-manager back to American business. And it would dramatically accelerate the trend toward restructuring, as once-placid managements hastened to take measures—such as selling low-earnings assets, pruning work forces, renegotiating labor contracts, closing hundreds of older, outmoded plants—before others did it for them.

In doing all these things, the good and the bad, Milken’s machine would stir hatreds and prejudices as bitter as those in any social revolution—not surprisingly, since that in part is what this was. The denizens of corporate America would be challenged, and some would be dispossessed. In their place would come Milken’s own—a band of mainly small-time entrepreneurs, raiders, green-mailers, the have-nots of the corporate world, who had had only bit parts to play until Milken made them its stars.

Experts would long debate whether the value that Milken’s onslaught had added to American business outweighed the damage it had done. Some of the raiders’ cant, of course, had been self-serving, but some of it was true. What was not debatable was that Milken, some of his Drexel colleagues and his anointed players had made more money in a shorter period of time than any other individuals had done in the history of this country. And they may have broken lots of rules and perhaps even a few laws to do it.
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Spreading the Gospel
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The Miner’s Headlamp

AT 5:30 A.M. each weekday in the early 1970s, a bus pulled up to a stop in Cherry Hill, New Jersey, and a young man lugging a bag that bulged with papers mounted its steps. He was making the two-hour commute to New York City, where he worked at the investment-banking firm of Drexel Firestone. The train would have provided a more comfortable and faster ride; but, for those very reasons, it also offered more opportunity to meet other Wall Street acquaintances. They would want to engage in the kind of idle small talk that commuters share to pass the time. The thought must have been intolerable. He did not wish to be rude, but he wanted no interruption.

As soon as he had settled into his seat, being sure to take one with an empty one adjacent, he unloaded a mountain of prospectuses and 10ks (annual Securities and Exchange Commission filings) onto the seat next to him. On winter mornings the sky was still pitch black and the light on the bus was too dim for him to be able to read. He wore a leather aviation cap with the earflaps down; he had been bald for years, and although he wore a toupee his head always felt cold on these frosty mornings. Now over his aviation cap he fitted a miner’s headlamp—strapped around the back of his head, with a huge light projecting from his forehead.

Michael Milken was as anomalous at the impeccably white-shoe Wall Street firm of Drexel Firestone to which he traveled each day as were the low-rated bonds that he traded there. He came from a middle-class Jewish family. He had no aspirations to climb any social ladder. He was painfully uncomfortable, moreover, in most purely social situations. He was oblivious to appearance—not caring what kind of car he drove, or what kind of clothes he wore, or whether his aviation cap and miner’s headlamp made other passengers stare at him. Milken was occupied, at every moment, with his own thoughts, and those thoughts were riveted on the bonds.

Milken had grown up in the well-to-do, largely Jewish enclave of Encino in Los Angeles’ San Fernando Valley. His father, Bernard Milken, was an accountant; from the time he was ten Michael watched at his father’s side as he prepared tax returns. A boyhood friend, Harry Horowitz, recalled that the kinetic quality so marked in Milken in later years was present when he was young. Even as a teenager he slept only three or four hours a night. He was a high-school cheerleader. And then as in adult life he eschewed all stimulants—no drugs, alcohol, cigarettes, coffee or carbonated beverages.

He graduated from Birmingham High School in neighboring Van Nuys in 1964 and then attended the University of California at Berkeley, graduating Phi Beta Kappa in 1968. While that campus was roiled with the protests of the militant left, Milken majored in business administration, managed a few portfolios for investors and was active in a fraternity, Sigma Alpha Mu.

Milken married his high-school sweetheart, Lori Anne Hackel, and headed east to the Wharton School, the University of Pennsylvania’s business school. Horowitz, visiting him during Milken’s first week at Wharton, attended an orientation dinner with him. The two were a little taken aback by Milken’s fellow students, Ivy League graduates dressed in navy blazers and smoking pipes, and they in turn were struck by the two Californians. “They were making fun of us, though in a sort of nice way,” Horowitz recalled. “And I remember Mike told me that evening that he was going to be number one in his class.” Milken did have straight A’s, but because he was short one paper he did not graduate with his class. He later co-authored a paper with one of his professors and received his M.B.A. degree.

Milken had come to the Philadelphia office of what was then called Drexel Harriman Ripley to apply for a summer job while he was at Wharton, in 1969. Anthony Buford, Jr., then a director of Drexel, recalled that a professor at Wharton, Robert Hagin, recommended Milken for the job. “Bob told me, ‘This is the most astounding young man I’ve ever taught,’ ” said Buford.

Buford was involved in a corporate-planning effort, analyzing all aspects of the firm. Like many other firms in the late sixties and early seventies, Drexel Harriman Ripley was struggling to weather the crisis of the “paper crunch,” in which back-office systems buckled and sometimes collapsed under the burden of trades, and records of stock and money delivered and received were lost. When Milken arrived, Drexel was in the throes of making the transition in its back office from the clerk with the green eyeshade to computers. Milken, who had spent the previous summer at the accounting firm of Touche Ross, was dispatched to the troubled area.

While he quickly believed he had divined the solution to the problems, his plan was not implemented. Most of the people in the back office from whom Milken tried to garner information had no more than a high-school education but many years’ worth of experience at their jobs. “Mike was like a bull in a china shop,” recalled a former Drexel executive. “He was terribly arrogant. And he didn’t have the facility to shroud his ability, couldn’t keep it from being threatening and abrasive. This army of operations people were so far beneath him in intellectual powers that he couldn’t deal with them, he could only beat on them. Soon their attitude was, Go talk to somebody else. So he never was able to unlock the system.

“Mike’s difficulty, gigantic, was that he simply didn’t have the patience to listen to another point of view,” this former executive continued. “He would assume he had conquered the problem and go forward. He was useless in a committee, in any situation that called for a group decision. He only cared about bringing the truth. If Mike hadn’t gone into the securities business, he could have led a religious revival movement.”

Whatever his interpersonal shortcomings, Milken was recognized as so high-powered intellectually that he was moved on from the back office to do other special projects, as assistant to the firm’s president, Bertram Coleman, and then his successor, James Stratton. He worked at Drexel part time throughout his two years at Wharton.

Perhaps his most significant contribution to the firm was his analysis of its securities-delivery system. Drexel, like many Wall Street firms, used to ship securities from city to city and borrow the price of the securities until they were delivered. That delivery often took as long as five days. Milken realized that delivery should be made overnight, thereby cutting the period of interest payment from five days to one. According to its vice-president of operations, Douglas Clark, that idea saved the firm an estimated $500,000 annually.

When he left Wharton in 1970, he was hired full time at Drexel, to work in the Wall Street office as head of research for fixed-income securities; from there he moved into sales and trading. While Milken’s academic record was superb, he lacked all the other requisites—Ivy League school, social standing, physical presence—for acceptance at one of the premier firms on the Street, such as Goldman, Sachs. Drexel, while it was in a state of decline, at least had a major-bracket franchise. Besides, Milken tended always to stick with what was familiar. He had already spent two years working at Drexel; he would stay there.

Drexel prided itself on its lineage. It had been founded in 1838 in Philadelphia by an established portrait painter with financial acumen, named Francis Drexel. In 1871 the firm of Drexel, Morgan and Company was opened in New York; these two firms were later consolidated into a single partnership, engaging in both commercial and investment banking, under the name of J. P. Morgan and Company in New York and Drexel and Company in Philadelphia. The two firms epitomized the elite in investment banking, though Drexel was overshadowed—as was every firm and every financier—by the legendary J. P. Morgan, so formidable that he is credited with saving the United States Treasury from collapse in 1895 and averting a Wall Street panic in 1907.

With the passage in 1934 of the Glass-Steagall Act, which mandated the separation of investment-banking activities from commercial banking, J. P. Morgan and Company and Drexel and Company became entirely separate organizations. The Morgan firm opted for commercial banking and is now known as Morgan Guaranty Trust Company. Drexel stayed in investment banking. In 1966, Drexel merged with Harriman Ripley and Company.

The Philadelphia-based Drexel was strong in money management and in research, while the New York–based Harriman Ripley and Company had blue-chip investment-banking clients. It should have been a perfect marriage. But, like so many mergers of investment-banking firms which would occur over the next two decades, this one was fractious. Some key partners of both firms left, taking clients and capital. By 1970, Drexel Harriman Ripley investment banker Stanley Trottman later recalled, “we were afraid to open the paper every day—for fear we’d see yet another deal for one of our clients filed by someone else.” That year Drexel Harriman Ripley was able temporarily to stanch the hemorrhaging by obtaining an infusion of capital—$6 million—from the Firestone Tire and Rubber Company. It changed its name to Drexel Firestone.

When Milken arrived as a full-time employee in its bond-trading department, Drexel still had some portion of its once-encyclopedic gilt-edged client list intact. Those triple-A credits, however, held no lure for him.

The universe of corporate bonds that Milken was entering consisted mainly of “straight debt”—bonds whose holders receive fixed-interest payments, typically every six months, until maturity, when the interest is repaid. A much smaller, more arcane part of the market consisted of convertible debt—bonds whose holders have the option to exchange them for other securities, usually stock. Corporate bonds are rated by rating agencies, such as Standard and Poor’s and Moody’s. Those companies with the strongest balance sheets and credit history, the elite of corporate America, are rated triple A. When they issue bonds in order to raise debt capital, the interest those bonds pay is not much higher than that of risk-free U.S. Treasury bonds. These are known as “investment-grade” companies.

A bond that is issued as investment grade and is subsequently downgraded because of a perceived deterioration in the company’s condition trades at a discount from its face, or par, value. Below-investment-grade bonds are rated Bar or lower by Moody’s, BB+ or lower by Standard and Poor’s, or are unrated. In the early seventies, these were known as “deep-discount” bonds or “fallen angels.” Also inhabiting this netherworld were those bonds known as “Chinese paper,” which were issued in the course of highly leveraged acquisitions by the conglomerateurs of the sixties.

It was these discounted bonds, both straight and convertible, some of them selling as low as ten or twenty or thirty cents on the dollar, that fascinated Milken. He had been under their sway since the sixties, when he began investing in them with money given him to manage by some of his accountant father’s clients. To persuade them to entrust him, a college student, with their money, Milken made a deal in which he would take 50 percent of all profits and 100 percent of all losses. Years later he commented (as reported in The Washington Post) that this arrangement had given him “a healthy respect for principal.”

Milken encountered the Hickman study while he was at Berkeley. W. Braddock Hickman, after studying data on corporate bond performance from 1900 to 1943, had found that a low-grade bond portfolio, if very large, well diversified and held over a long period of time, was a higher-yielding investment than a high-grade portfolio. Although the low-grade portfolio suffered more defaults than the high-grade, the high yields that were realized overall more than compensated for the losses. Hickman’s findings were updated by T. R. Atkinson in a study covering 1944–65. It was empirical fact: the reward outweighed the risk.

Milken said in an interview with this reporter that the Hickman study “was consistent with what I had been thinking about for a long time.” It also represented the kind of thoroughness that won Milken’s respect. “Hickman had studied every bond for forty-three years,” Milken remarked. “He had done very thorough, original work, without machine support and the kind of data bases that would be available today.”

While Milken had been entranced with these low-rated bonds before he found Hickman, Hickman lent legitimacy to the gospel Milken began to preach at Drexel Firestone. In the summer of 1970, Drexel published listings and commentary on convertible and straight high-yield bonds—something rarely if ever done before on Wall Street, and the result of Milken’s labors. Hickman had documented this discontinuity in the market, but it was Milken who had the conviction and the nerve to take a retrospective, academic thesis and to play it prospectively as a trader and salesman at Drexel Firestone—giving much-increased liquidity to these bonds that had heretofore been only lightly traded. Before Milken, most institutions that bought them had socked them away until maturity.

Milken found his métier researching and trading these bonds. First he learned everything he could about the companies whose bonds he would be trading, preparing for his hours on the trading desk as though it were orals. Then he was ready to make his bet.

Explaining their allure, Milken said, “The opportunity to be true to yourself in high-yield bonds is great. It is not like buying a stock. With a stock, its value is generally dependent upon investors’ collective perceptions of the future. No matter how much research you have done regarding a particular stock, you don’t have a contract as to what the future price will be. But with a high-yield bond there is a date certain in the future when it matures, and if you hold it to maturity and your analysis is correct, you will be correct in your calculation of your yield—and you do have a contract as to future price. One is certain if you’re right. The other is not.”

“Trading was perfect for Mike,” one former Drexel executive remarked. “You have to assess the many complex forces at work on a particular transaction. And then the question is, do you want to do it at this price—and do you have the guts to act on it? For Mike, it’s not even a guts question. It was religion. If he didn’t act on it, he was being unfaithful to his God.”

Most of his colleagues, however, looked askance at Milken and his low-rated bonds. “The high-grade-bond guys considered him a leper,” a former executive of the firm recalled. “They said, Drexel can’t be presenting itself as banker to these high-grade, Fortune 500 companies and have Mike out peddling this crap.”

While they ostensibly objected to his merchandise, some of his colleagues apparently had antipathy for the peddler. Stanley Trottman recalls that the two high-grade-bond salesmen most vociferous about Milken and his low-grade wares were virulent anti-Semites and wanted Milken moved to another floor; when they failed in that, he was segregated off in a corner of the bond-trading floor.

But while Milken was proving Hickman’s theory by making consistent profits on this much-disdained paper, those who scorned it, and him, were losing their shirts. When one of these high-grade-bond salesmen finally took his case to an executive of the firm, arguing that Milken should be fired, the executive responded, as he would later recall, “Let me ask you something. Milken on a modest capital base is making money, while your high-grade department on a large capital base is losing it. Now, whom should I fire?” Milken stayed, and, not long afterward, his antagonist left.

By the early seventies, Wall Street was littered with dead and dying firms. The recession of those years crippled the securities markets, and spiraling inflation then delivered the death blow to many smaller securities firms, which had limited resources. Between 1968 and 1975 over 150 firms were absorbed or closed. And by 1972, Drexel Firestone was in critical condition.

FOR BURNHAM AND COMPANY the financial crisis meant opportunity. The firm had been founded in 1935 by I. W. (“Tubby”) Burnham II, the son of a physician and grandson of the founder of I. W. Harper Gin, a distillery. Tubby Burnham’s grandfather wanted his offspring to work for a living and so gave them no money once they were grown; when Tubby Burnham asked him for $100,000 to start a brokerage firm in 1935, his grandfather replied that he would loan him the money—but it was only a loan. Indeed, when he died he left his entire estate to a wildlife refuge and park, the Bernheim Forests, in Kentucky, and he stipulated in his will that the $100,000 with which his grandson had started his brokerage business should be repaid. It was.

By 1971, Burnham and Company was a small brokerage house, with about forty-two partners and capital of $40 million. It had a good research department, and its international equity (stock) arbitrage and retail businesses were decent. While it was undistinguished, the firm had always been profitable. Burnham husbanded its capital strictly.

At that time Wall Street adhered to strict procedural rules designed to perpetuate the establishment, and none was more inviolate than “bracketing,” which refers to the order in which underwriters are listed in tombstone ads announcing securities offerings. The top spot was reserved for the special-bracket firms, then came the major bracket, and then the submajor and regional brackets. The higher the bracket, the bigger the underwriter’s role in the offering—so it was not merely a matter of status, but of dollars.

In 1971, in the special-bracket elite were Dillon, Read and Company; the First Boston Corporation; Kuhn, Loeb and Company; Merrill Lynch, Pierce, Fenner and Smith; Morgan Stanley and Company; and Salomon Brothers. After that came about seventeen major-bracket firms, and then twenty-three submajors. Burnham and Company, a submajor, decided that the only way for the firm to establish an investment-banking presence was to acquire a major-bracket franchise.

That was what Drexel Firestone had. In addition, it had close to $1 billion under management, some investment-banking clients and cachet, and about $10 million of Firestone money.

Burnham paid visits to Gustave Levy, who had built Goldman, Sachs, and Robert Baldwin, the chairman of Morgan Stanley, which was a cousin to Drexel Firestone. Both men said they would support a merged Burnham and Company and Drexel as a major-bracket participant. The Drexel name, however, had to come first. As one former Drexel director remarked, “It was a classic case of the last gasp of the old guard—insisting on getting first billing.”

“If I had called it Burnham, Drexel, we’d still be a submajor,” Burnham confirmed. “I remember I told my mother about it, and she said, ‘How can you? The firm has been Burnham since 1935.’ I said, ‘Mother, I want this. It will be worth millions to us.’ ”

It would, of course, be worth not millions but billions, and would raise the little Burnham and Company from the nether regions of Wall Street to its zenith of money and power less than fifteen years later—before it all threatened to come undone. But in 1973 Burnham had no idea that the value of Drexel Firestone resided not in its major-bracket franchise but in one rather odd, intense figure segregated off in a corner of the trading floor. The juxtaposition of the names was the most costly part of the transaction for Burnham. Beyond that, he paid book value (the capital its partners had invested in it), mainly with subordinated debentures.

Now Drexel, home to the kind of white Anglo-Saxon Protestants who took their genealogy seriously, not only had a Jewish trader peddling schlock bonds but had been taken over by a Jewish firm. Although Burnham and most of the top executives of the firm were Jews, Robert Linton, who became the firm’s chairman in the early eighties and who changed his name from Lichtenstein, demurred slightly at this characterization of Burnham and Company. “It was not a Jewish firm in the sense of an Ira Haupt or a Newburger [other brokerage firms],” Linton declared. “None of the top people practiced their religion. I mean, we weren’t lighting candles. My family came to this country in 1770.”

Burnham was curious about whether there were any Jews at venerable Drexel Firestone, and he asked its president, Archibald Albright, who told him that there were three or four (out of 250). “He said, ‘They’re all bright, and one of them is brilliant. But I think he’s fed up with Drexel, and he may go back to Wharton to teach. If you want to keep him, talk to him.’ ” One of Burnham’s advisers recalls that Albright told Burnham he would have to give this young man a substantial piece of the action to keep him.

Burnham called Milken that day and asked him why he wanted to leave. “He said, ‘They won’t give me capital.’ He had a five-hundred-thousand-dollar position overnight.”

Burnham gave Milken a position of $2 million, which was a large amount of trading capital in 1973. That year Milken made $2 million for the firm, a return of 100 percent. The next year Burnham doubled the capital. According to one Drexel executive, Milken received 35 percent of his small group’s trading profits as a bonus, to be distributed as he saw fit. This fixed percentage had no cap, and it would remain unchanged over the next fourteen years.

Milken told his boss, Edwin Kantor, who was in charge of all fixed-income trading, that he wanted to create an autonomous unit, with its own sales force, its own traders and its own research people: the high-yield- and convertible-bond department. Selling these low-rated bonds, he explained, was more like selling stocks than it was like selling high-grade bonds. If a bond was rated triple A by a rating agency, institutions bought them based on that rating—not on the salesman’s pitch about the company. But to convince an investor to buy a bond with a C rating you had to tell the company’s story. You had to know the company’s management, its product, its balance sheet, its earnings trend and cash flow—just as you would in trying to sell the stock of a little-known company. You had to convince the investor that the rating agency had been too hidebound, or too cursory, or too blind to see that there was ore to be mined in this foundering company’s bonds. And, finally, you had to persuade the investor that an analysis of the assets showed that if the worst happened and the company went into default, there was a safety net of value below which the bonds could not fall.

As one competitor of Milken’s commented later, “Mike was the first to come up with the idea that he wanted a specialist—a salesman who lives and dies in this one specialty.”

At another firm, Milken’s desire for such an autonomous, self-contained unit might have incited turf battles and been too disruptive to be allowed. But Drexel Burnham was so embryonic, its territory so unclaimed, that Milken got what he wanted. And while it was true that these bonds were a specialty product that could benefit from a specialist’s expertise, it was also true that having his own unit would satisfy Milken’s powerful desires for secrecy and for control. These bonds, moreover, which in the main did not trade on any public exchange with electronic trading screens flashing prices, but in private transactions, trader to trader, were his perfect medium.

Milken would in effect create his own firm within the firm of Drexel Burnham, one which its members would refer to simply as “the Department.” He laid the groundwork for that autonomy in 1973. From the very beginning, Milken made it mandatory that a certain portion of his people’s profits were reinvested in trading accounts which he ran. It was a system of forced savings, in which these salesmen and traders were able to watch—from a distance—their wealth accumulate. With the kind of return Milken got, no one really had much to complain about. On the other hand, if one decided to leave him on less than amicable terms, as one trader would, there might be difficulty in getting one’s money out. It was a powerful disincentive to taking any secrets from Milken’s operation to a rival firm.

OVER THE NEXT several years, Milken began to cultivate a group of increasingly satisfied customers. There were a handful of institutions, like Massachusetts Mutual, and discount-bond mutual funds, including Keystone B4, Lord Abbott Bond Debenture, and National Bond Fund. These tended to play the market according to Hickman, going for the yield over time in large, diversified portfolios.

There was also David Solomon, of First Investors Fund for Income, known as FIFI. FIFI was converting its high-grade-bond fund (with bonds that had suffered in the recession) to a high-yield fund in 1973, at about the time that Solomon was employed to manage it. According to former members of Milken’s group, Milken soon took Solomon in hand, and the returns on Solomon’s portfolio showed the effect. In 1973, the return on this fund’s portfolio was minus 14.02 percent; by 1975, it was plus 391/8 percent, according to Lipper Analytical Services. In 1975 and 1976, it was the number-one performing bond fund in the United States. Almost overnight, Solomon was transformed into a seeming portfolio wizard. But, especially in the first few years when Solomon was a neophyte in this field, Drexel employees claimed it was Milken who pulled Solomon’s strings.

While portfolio managers played for the yield, Milken always played—for himself, his colleagues, the firm and a growing body of wealthy individuals—for the upside. In the seventies, in near-bankruptcies and also bankruptcies (where only a portion of the bond’s value is lost), that upside could be enormous. As Hickman had noted, “Corporate bonds were typically undervalued in the market at or near the date of default. As a result, investors selling at that time suffered large losses, while those purchasing obtained correspondingly large gains.”

This was not an original concept. The renowned trader Salim “Cy” Lewis of Bear, Stearns had made a fortune buying the bonds of bankrupt railroads in the forties. Milken would follow in Lewis’ footsteps by buying Penn Central bonds, on which he and his clients made killings. Milken, however, bought not just in one industry as Lewis had but across the whole landscape of troubled companies; as default was thought to be near and bondholders panicked, Milken was there to pick up the distress-sale merchandise, often at ten and twenty and thirty cents on the dollar.

Milken was also buying the bonds of the near-bankrupt real-estate investment trusts, known as REITs. Many of these trusts had issued investment-grade public debt which had now sunk as low as ten cents on the dollar. The REITs were much like mutual funds except that instead of stocks their portfolios consisted of real estate or financial instruments associated with realty, such as mortgages or leases. These trusts had grown out of the 1960 legislation that provided effective exemption from the corporate income tax for qualified trusts—the thought of Congress having been that this would provide the small investor with an opportunity to have an ownership interest in real estate. The REITs grew gradually through the sixties, and then they skyrocketed. In 1968 their total assets were $1 billion; in 1969, $2 billion; in 1974, $20.5 billion.

That year, the party ended. When the recession hit, the growth and earnings at many REITs slowed dramatically. However, the debacle was not all-inclusive; some REITs continued to perform well through the midseventies. Some faltered but came back. Milken analyzed them and chose those that he thought would either make it or have a liquidation value of, say, seventy-five cents on the dollar—so they were a bargain at twenty cents. “What we did with the REITs was to create a kind of unit trust for certain customers,” Kantor said. “We would say, ‘Take ten or fifteen of these—if just two of them make it, you’ll do great.’ And they did.”

Not all of Milken’s gambles received Tubby Burnham’s blessing. Burnham had survived and prospered by being conservative with his capital, and some of the paper Milken bought made him nervous. When he could, Kantor made himself the buffer between Burnham and Milken. “I insulated Mike,” Kantor declares. “I got the calls on Sunday morning—‘What are you doing?’ ”

At one point Burnham ordered Milken to get the firm out of the REITs, and Milken formed a syndicate among his colleagues, customers and himself to buy out the firm’s position. “Mike and the rest made a fortune on that,” Mark Kaplan, who was then the president of the firm, said later. Milken was also doing well in the deal he had struck with Burnham. Kaplan recalled that in 1976, Milken and his principal trader, Charles Causey—with whom he was then in a fifty-fifty partnership—each received $5 million in compensation.

Among Milken’s early, delighted customers were Carl Lindner, Saul Steinberg, Meshulam Riklis and Laurence Tisch. Tisch, Steinberg and Lindner bought mainly for their insurance companies’ portfolios. Often it was the debt and equity of each other’s company that they were buying. Lindner, for example, through American Financial, had been the second-largest shareholder of Steinberg’s Reliance Financial through much of the seventies. He also became a major shareholder of Riklis’ Rapid-American in the midseventies. And he was in the late seventies the second-largest shareholder in Tisch’s Loews Corporation. The four were generally friendly business associates, though they may have been personally rivalrous. In an SEC deposition in 1982, Lindner would remark of Tisch, “You know Larry, he’s worth a billion and a half dollars, he and his brother, and you’d think that he was looking for cigarette money most of the time.”

Of the four, Tisch would be the only one who would distance himself from Milken in later years, as Milken’s machine grew ever more gargantuan and controversial and Tisch began to affect the role of elder statesman. While Tisch would remain personally aloof from Milken and his junk bonds, however, the insurance company Tisch had taken over in a hostile raid in the seventies, CNA, would continue to invest heavily in them. Milken would testify in a deposition taken by the SEC in October 1982 that there were extended periods during the preceding two and a half years when he spoke to CNA’s portfolio manager every day. Moreover, Tisch’s son, James Tisch, would be an investor, along with the Belzbergs, in a risk arbitrage partnership, Jamie Securities, run by John Mulheren—who took enormous positions in takeover stocks (many of them Drexel-backed deals) and was, of all arbitrageurs, probably closest to Ivan Boesky.

Meanwhile, Lindner, Steinberg and Riklis would become among the most devoted stalwarts of the Milken empire.

Lindner and Steinberg—who is about twenty years younger than Lindner—had followed somewhat similar career paths. Both were outsiders, who had amassed their own fortunes, and who had forever alienated the establishment with their onslaughts on major banks. And both acquired property- and casualty-insurance companies which would assume significant stock positions (in Steinberg’s case, sometimes with hostile intent) in other major companies.

Lindner, a secretive, publicity-shy Cincinnati financier who did not finish high school, had built a milk-store business into a major supermarket chain and then had invaded the financial world—where his prize catch in 1966 was Cincinnati’s Provident Bank, one of the pillars of the city. He had continued on his financial-service acquisition trail, acquiring a major property- and casualty-insurance company, Great American. By 1974, about the time he began buying bonds from Milken, his mammoth holding company, American Financial Corporation, had equity of $192 million and debt of $692 million: a debt-to-equity ratio of roughly 3.5 to one.

One Drexel employee maintains that officials at Drexel had turned Lindner down as a client about six months before Milken met him and began doing business with him, because they were worried about Lindner’s reputation. He was known then to be the target of an SEC investigation, and he would be charged by the SEC with violating anti-fraud and anti-manipulation provisions of the federal securities laws in 1976 and in 1979. But Milken is said to have persuaded others at the firm to overcome their compunction, and by the midseventies Lindner became Drexel Burnham’s biggest client, both in trading and in corporate finance. He would also become, of all Milken’s clients, the one Milken would respect the most.

Steinberg had started a computer-leasing business, Leasco, when he was just a couple of years out of Wharton, in 1961. That very profitable company’s stock had soared in the heady stock market days of the late sixties, making it possible for little Leasco to take over the conservative, 150-year-old Reliance Insurance Company, nearly ten times its size, by tendering to its shareholders a package of the highly valued Leasco paper.

Then, in a far more audacious move—one which rocked the corporate establishment, stirred currents of anti-Semitism, and foreshadowed the kinds of epic struggles that Milken would finance some fifteen years later—Steinberg in 1969 had targeted for conquest the $9 billion Chemical Bank. By the time he surrendered, those who had so effectively combined against him included not only the directors and management of Chemical, but most of the banking business, Governor Nelson A. Rockefeller and the legislature of New York State, and members of the Federal Reserve Board and the Senate Banking and Currency Committee.

Riklis had never set his sights on a major bank, but he was every inch the renegade. Like Steinberg and Lindner, he had created his own fortune, relying on leverage, invention, keen business acumen and a disdain for the unwritten as well as some of the written rules. Like Lindner, Steinberg and Riklis by the midseventies signed consent decrees with the Securities and Exchange Commission—a standard securities-law-enforcement plea bargain—in which they neither admitted nor denied their guilt but agreed to desist from violations of securities laws in the future or face criminal-contempt charges.

An Israeli emigrant, Riklis had started out with a stake of just $25,000, buying and combining small companies in the 1950s. By the time he met Milken in about 1970, Riklis controlled a conglomerate, Rapid-American, which had sales of close to $2 billion. It included such companies as International Playtex, Schenley Industries, Lerner Shops and RKO–Stanley Warner Theatres. What Riklis had done was acquire one company and then use its assets to acquire the next, and that company’s to acquire the next, in ever larger circles. He acquired these companies by issuing mainly bonds, or debt, in exchange for the company’s stock. As Riklis liked to say, Rapid-American owed its success to “the effective nonuse of cash.”

The major difference between Riklis’ debt-laden acquisitions and those of Milken’s later acquirers was that Milken’s chosen would issue the bonds for cash and then give the cash to the shareholders, while Riklis would issue the bonds directly to the shareholders. Both Riklis and his successors a generation later, however, would be using to their advantage the same debt-favoring provision of the U.S. tax laws: interest (on bonds) is deductible, but dividends (on stock) are not. Therefore, assuming roughly a 50 percent corporate-income-tax rate, a company that can pay shareholders a rate of return of 7 percent on dividends can just as easily pay 14 percent interest on subordinated debt, because it can deduct the interest.

“I started this thing,” Riklis would claim in an interview in 1986. “When Mike entered the market [in about 1970], I already had over a billion dollars of these bonds outstanding.”

Riklis’ method of dealing with the day of reckoning on all this debt would also be used in later years by many of Milken’s issuers. Riklis has been the master of the exchange offer. In order to postpone the date of repayment of principal, he would offer a slightly more attractive bond—with a longer maturity—to his bondholders. And after another few years he would offer another. “You have to do the exchange,” Riklis declared. “Otherwise the bonds will come due!” On several occasions, he has reportedly commented that his bonds will never be repaid in his lifetime.

After years of encountering resistance from the SEC to his taking his company private, Riklis worked out the guidelines with the SEC’s then head of enforcement, Stanley Sporkin, in 1980—and proceeded to take Rapid-American private. He was followed, in short order, by Lindner, who took American Financial private, and Steinberg, who did the same with Reliance. According to one former employee of Reliance, all three transactions were influenced by Milken. Since these three members of Milken’s coterie sometimes owned each others’ debt and/or equity, Drexel became the nexus for a lot of trading activity among them at this time. A 1982 SEC investigation explored, among other things, trading that had occurred in the securities of these and other companies from January 1980 through May 1982. The investigation was closed without any action being brought by the SEC.

Some of the earliest buyers of the high-yielding Rapid-American bonds Milken was hawking remember frequent meetings with Riklis, Milken and about a half-dozen buyers at the Pierre Hotel in the early seventies. At that time, Milken had only about twenty-five different issues to trade. There were fallen angels—including the airlines’ busted convertibles (securities whose underlying equity is trading far below the bonds’ conversion price) and “Chinese paper” like Riklis’, which had been issued in the context of an acquisition.

They also remember when Riklis’ companies got into trouble in the midseventies and his bonds went down to twenty and thirty cents on the dollar. Riklis had recently been divorced, his personal life was a nonstop party, and his attention had strayed from business.

At that time, Milken, Drexel, and Milken’s customers are said to have owned about $100 million of Rapid-American’s debt. Before Milken, debt holders had traditionally been a passive lot. But Milken made it his habit to accumulate with his fellows such enormous positions that he could demand attention from heads of companies. Sometimes it worked and sometimes it didn’t; when Milken in the midseventies went to lunch with Sanford Sigoloff, then head of Daylin, and announced how much of that company’s debt he owned and what he thought Sigoloff ought to be doing with the balance sheet of the company, Sigoloff replied that the last time he had checked he was chief executive officer of the company, and that lunch was over. But Riklis was more desperate and more receptive. Milken gave him a business plan. As Riklis recalled:

“Mike said, ‘You’re working for me. You own a lot of the equity in your companies, but I own your debt. And your equity is not worth the paper it’s printed on unless your bonds are valuable. Riklis is working for Milken.’

“If you say that Mike rescued me, it would be wrong,” Riklis continued. “But if you say Mike chaperoned me, it would be right. He oversaw everything that I did. He had to—in order to know whether he should sell these bonds or not, and what was the bargain price. He had to be constantly monitoring what we were doing.”

Over the years, Riklis became a friend and a great fan of Milken, whom he considers “a creative genius.” “All my dealing with Drexel,” Riklis said, “is based on the fact that Mike exists in Drexel.”

Riklis claims that the word “junk” to describe these low-rated bonds originated in one of his and Milken’s early phone conversations, in about 1970. “He looked at my bonds and he said, ‘Rik, these are junk!’ And I said, ‘You are right! But they pay interest, and they sell at a discount.’ Mike called them junk bonds, he created that name, unfortunately as a joke to start with. Today he would like to get rid of that joke, but sometimes it’s very difficult.

“Today, Mike would kill to have everybody know it as a high-yield bond, but it’s too late, so he might as well accept it,” Riklis concluded. “A pogrom is a pogrom.”
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Dr. Feelgood

WHILE MILKEN was forging the client relationships that would one day power his juggernaut, the man who would be his crucial partner and ally, Fred Joseph, arrived at Drexel Burnham. In later years, when the firm’s profile became highly visible, Joseph would be Milken’s face to the world. While Milken and his cadre would remain secluded from the press, Joseph would be supremely accessible—and so politic, so polished, so affable, so disarming, this silver-haired, soft-spoken Bostonian, that he would lend his mantle of legitimacy to the Milken operation.

And while Milken drove the money machine, Joseph would concentrate on building the institution—recruiting talent from rival firms with piles of money, watching for signs of restiveness within his team, carrying out the managerial responsibilities of the role he had assigned himself as, in his words, the “Dr. Feelgood” of Drexel.

Behind the scenes, Joseph would at times attempt to rein Milken in. When one of Milken’s troops threatened a prospective client in order to get his business, Joseph would try to make amends. It was his job to bring the veneer of the civilized world to the brute force of the Milken crew. But however effectively the two men complemented each other, in at least one way they were more alike than different: both had a rapacious hunger for market share.

JOSEPH, ARRIVING at Drexel Burnham in 1974 via E. F. Hutton and Shearson, was a thirty-seven-year-old with a couple of false starts and an itch to do something grand in investment banking. The son of Orthodox Jews, he had grown up in the blue-collar Roxbury neighborhood in Boston. He attended public school there and then went to Harvard on a partial scholarship. Majoring first in physics and then in English, Joseph decided on business school by default: he considered himself no physics genius and no poet, but he thought he was good enough at numbers and he knew he could sell.

After graduating from Harvard Business School in 1968, he applied for a job at E. F. Hutton, where he was interviewed by John Shad, who would later become the chairman of the SEC. Joseph recalled that after listening to Joseph explain his ambitions, Shad asked him three questions:

What kind of name was Joseph? Jewish.

What did his father do? He was a cabdriver.

What had he been best at, at college? Boxing. (He had won a collegiate championship three out of his four years.)

Joseph thought his answers were sure to lose him the job, but Shad read them to mean that he was highly motivated, and hired him. He made partner in four and a half years, which put him on an exceptionally fast track. But then Shad, who was his mentor, became embroiled in a power struggle to head the firm, and Robert Fomon seized the helm. Joseph had been Shad’s campaign manager, and the bad blood between him and Fomon meant that there was no future for him at the firm. He left and went to Shearson, as a first vice-president in corporate finance.

After he had been at Shearson for a couple of years, Joseph became assistant to Alger (Duke) Chapman, the president of the firm, and was given the job of trying to salvage the firm’s failing retail business which was losing money. Within a year it had become profitable.

After about eighteen months, Joseph was made Shearson’s chief operating officer, its number-two position. By this time the firm was in desperate need of capital, and Joseph was one of the major negotiators of its merger with Hayden Stone. When that was finally completed, in September 1974, Joseph decided that he wanted to get out of his management role and go back to investment banking. But the head of corporate finance at Shearson Hayden Stone was a good friend of his. Rather than displace him, Joseph once again began looking for another job. He wanted a major-bracket firm. It had to be a major in trouble, though, because Joseph’s résumé—bouncing from one submajor in turmoil to another—wasn’t made for the establishment powerhouses. Drexel Burnham fit the bill. It had just become a major, and Tubby Burnham and the firm’s president, Mark Kaplan, were looking for someone to exploit that opportunity.

The merger of the old Burnham and Company with Drexel had taken place more than a year before Joseph joined as co-head of the newly constituted firm’s corporate-finance department. Joseph found no trace of assimilation. The two firms, moreover, were such stereotypical opposites, each almost a caricature of its kind—the classy Drexel, genteel to the point of being effete, and the brash, bucket-shop Burnham and Company—that the place lent itself to parody.

One Drexel investment banker would later say, “The Drexel people were sitting at one end of the hall, waiting for Ford Motor Company to realize it had made a mistake and call us up and tell us that they’d really appreciate it if we would take them back. And you had the guys from Burnham and Company running around Seventh Avenue trying to underwrite every schmate factory they could find.”

Culture clash was the least of Drexel Burnham’s problems. In 1975 the firm did very little investment banking; nearly all of Drexel’s venerable old Fortune 500 clients had fled. Only Philadelphia Electric and a handful of smaller companies remained.

The firm’s self-image, as it would later be recalled by one Drexel executive who arrived at the firm in the mid-1970s, was terrible. “Physically, Drexel Burnham was a pigsty. It was cheapskate in all its dealings—I once had a t and e form [an expense-account form] returned to me because I had taken a taxi where I might have taken a subway. And there were spotty compensation deals throughout the firm. It had a case of Monty Hall–itis.” Moreover, Drexel Burnham was peopled largely by “leftovers, people who hadn’t worked out elsewhere, whose will had been broken.”

If Joseph was daunted, he did not show it. After six months at Drexel he told Kaplan that given fifteen years he could create something that might be as important as Goldman, Sachs, which was arguably the premier investment-banking firm on Wall Street and had been molded by one man, Gustave Levy.

Joseph’s strategy was to develop an “edge.” And the first edge to work on, he decided, was service to medium-sized, emerging growth companies. There was nothing so original about this; many firms had such a goal. Joseph, however, believed they gave it only lip service. At most firms, when a young partner brought in a deal for a small company, the firm wouldn’t support the research and wouldn’t make a market in the stock; while if another young partner obtained for the firm a co-management in an underwriting for IBM, he would be promoted. Drexel, Joseph determined, would say that it wanted to build medium-sized companies, and would mean it.

Joseph’s strategy made particular sense because by the midseventies most of these companies had lost their investment bankers. They had been served by the submajors, but in the early seventies the ranks of those firms were decimated. In 1971 there were twenty-three submajors, among them Burnham and Company; by 1978, there were two. A handful had moved up into the majors, and the rest had disappeared.

Joseph fired six of the eighteen professionals in the corporate-finance department and began assembling his team. Although his nominal co-head of corporate finance, John Friday, a patrician, low-keyed holdover from Drexel Firestone, would remain at the firm until 1982—as a vocal, if solitary, critic of the junk-bond business—from the moment Joseph arrived Friday was history. Joseph made a decision not even to try to recruit bankers from Goldman or Lehman, but to take them from submajors like Thomson McKinnon or Dominick and Dominick—on the theory that morale would be better among people who were making a step up (to a major, albeit a ragged and schizophrenic one) than a step down. By mid-1976 he had assembled a group of twenty-eight in his corporate-finance department. Many had worked with him at Shearson (they became known as the “Shearson Mafia”) or had bounced around the submajor circuit.

Joseph wanted to make the compensation system as entrepreneurial as possible. Previously, the firm had allocated some portion of corporate-finance profits to the department as a bonus pool, and Friday had divided it up. Those early pools were not more than $50,000.

Joseph instituted a formula for corporate finance’s bonus pool that made it more substantial—and would make it exponentially more so in years to come. What went into the bonus pool was a fixed percentage of the operating profits of the department, with extra credit given for certain kinds of deals. As the firm became more successful, salaries remained moderate, and the real money was in the bonus pool. Joseph doled out from this pool according to explicit criteria he developed, rewarding the kinds of traits he prized for the firm’s culture, penalizing those he wanted to extirpate.

Joseph’s game plan was well suited to the times. And his ambition for the motley Drexel Burnham was enormous. But that game plan, fueled by his own fervor, would in all likelihood have produced one more small dot on the pointillist landscape of investment banking in the seventies and eighties, were it not for his alliance with Milken.

Several months after Joseph arrived at Drexel, he heard there was a “bright guy down on the trading floor doing deep-discount bonds.” “I went down and met him and it took me a while to figure out how good he was,” Joseph said. “It was clear he was very smart, but it was hard to interpret his fast trader talk, and he didn’t know anything about banking and I didn’t know anything about high-yield bonds, and it took us a while. We both kept looking at each other, thinking, Gee, I could probably do something with that guy.”

The first business on which Milken and the investment bankers coordinated was the REITs. Milken was trading the REIT bonds, and he began sending REIT managements over to the corporate-finance department. In 1976 there were 130 REITs. By 1984, Drexel would have done fee-paid transactions for about 95 of them.

The REITs, however, were only a warm-up. It was in the early spring of 1977 that Milken and Joseph decided to collaborate on an undertaking that would provide an “edge” commensurate with Joseph’s ambition and would launch the firm on its trajectory. Lehman Brothers Kuhn Loeb, then one of the most prestigious investment-banking firms on Wall Street, had just underwritten several novel issues of low-grade, high-yielding bonds—$75 million for LTV Corporation, $75 million for Zapata Corporation, $60 million for Fuqua Industries and $53 million for Pan American World Airways. Until now, high-yielding bonds were the Chinese paper from the conglomerate-building exchange issues of the late sixties and from various and sundry fallen angels, high-grades which had been downgraded, including the REIT bonds. But these Lehman-underwritten issues were bonds which started out in life as junk.

Milken, who bought some of these bonds, pointed out to Joseph that he had the buyers for such low-rated paper—the clients he had done business with since 1970. For by 1977, prior to the public issuance of non-investment-grade debt—as Milken would later note with some pride—there was already a thriving, vital high-yield market. “The value of this thesis was tested in 1970, and even more in 1974,” said Milken, adding that the bonds of many companies, including Loews, Rider, Tandy, Westinghouse, and Woolworth’s, had plummeted in price in 1974; but within the next two or three years those prices rose dramatically.

“By 1977, what was important was we’d just gone through a difficult economic period, and people who had invested had had a very, very successful experience,” Milken continued. “Those investors who had confidence in ’74 achieved rates of return in excess of forty percent. And it was their enthusiasm that then fueled this market in 1977.”

The high-yield bond was indeed, as a Drexel publication put out by Milken’s department would say some years later, “a financial instrument whose time has come.” Historically, low-rated companies had borrowed money short term on a senior, secured basis from banks, and longer term from insurance companies in private placements (although some companies were too low-rated to qualify for the private placements). But those loans had been laden with restrictive covenants. The other source of capital, of course, was equity offerings—but those diluted the value of the stock already outstanding. Furthermore, the equity markets had been so depressed through the seventies that for many companies—particularly the contingent Drexel was attempting to serve—an equity offering was not even an option.

Milken was offering these low-rated companies a new financial instrument that blended the best of equity and debt: long-term, dilutionless, less restrictive capital. The average life of these bonds was fifteen years, with no principal payments due for ten years.

This was subordinated debt too, which meant it was subordinated to the claims of any senior-debt holders. If they wished, the companies could continue to acquire senior debt at a lower interest rate from banks—which would draw comfort from the level of subordinated-debt capital beneath them. Like a mountaintop-real-estate developer who builds one row of homes with spectacular views, sells them and then builds another in front, repeating the process until the latest row has reached the very cliff, the companies could continue to acquire senior debt, without interference from the subordinated-debt holders, who would be relegated to increasingly junior positions.

For Milken’s investors, there was not only the appeal of the high interest rate, to compensate for the additional risk, but some upside: these companies’ ratings might be upgraded. Furthermore, Milken guaranteed the investors liquidity. He told them that he would be there to make a bid on the bonds—it might not be a bid for what they had paid for the bonds, but it would be a bid. In essence, Milken was replacing more covenants (which an insurance company would have exacted in a private placement) with liquidity; so if an investor didn’t like what a company was doing—as his mountaintop view was obscured—he could always sell his bonds.

And for Drexel, these bonds offered a walloping commission of 3–4 percent of the principal amount, as contrasted with the standard rate of seven eighths of one percent charged for underwriting high-grade bonds. The firm was embarked on what Joseph would later describe as its “high-value-added” course: as the years went on, Drexel would charge ever more astonishing fees for doing what no one else could do.

Milken had his stable of clients, but if this market was to thrive it would need a much broader base. Milken and Joseph quickly determined, however, that they would not distribute the bonds through Drexel’s retail system. Milken followed the old Hickman credo on diversification. The retail customers with their small holdings would not have diversified portfolios, and without diversification Milken was convinced he would ultimately kill his clients.

The way to reach those retail buyers, Milken and Joseph decided, was to invent high-yield-bond funds, where the portfolio would be diversified. First Investors Fund for Income (FIFI) had been operating essentially as a high-yield-bond fund since Milken began tutoring David Solomon, in the midseventies. In 1976 FIFI had asked Drexel to raise capital for it. The project had foundered for close to a year, and now, in the spring of 1977—with the new junk bonds starting to be issued—Drexel’s G. Christian Andersen and David Solomon set out on a cross-country road show to raise about $17 million.

“We took the story of high-yield bonds to the masses and to Wall Street and started to acquaint people with what the performance record [of FIFI] had been,” Andersen noted. “I saw there was a real market out there.”

FIFI became the first of the new “high-yield” funds, followed by Drexel-led underwritings for about a half-dozen more before the end of 1977. This was when the nomenclature, at least at Drexel, changed. As one Drexel investment banker remarked, “We knew we couldn’t go to the public and ask them to invest in ‘junk.’ ”

For the public, the allure was simple: riskless Treasury bonds were then offering a return of about 7.5 percent, while the funds’ target was in the area of 10 percent. And for the fund managers whom Milken was assiduously courting, this new area sounded exciting. Mark Shenkman, who would later become a Milken devotee and was then equity-portfolio manager at Fidelity, had his first meeting with Milken at breakfast in 1977: “Mike said, ‘Why just be an equity manager when you could have a specialized niche, which takes into account equity research and trading inefficiencies, and offers good performance?’ ” Shenkman relayed the Milken pitch to Jack O’Brien, in charge of product development for the Fidelity funds, and soon Fidelity started its first high-yield-bond fund.

While the Lehman issues had been sizable, Drexel started out small. In April 1977 its first deal was $30 million of subordinated debentures at 11.5 percent for a highly leveraged oil-and-gas-exploration and equipment-manufacturing company, Texas International. Though in later years Milken would forsake the notion of a syndicate and loathe the existence of even a single co-manager—why give bonds to other firms to place when he had more demand than he could fill, and why risk their finding out anything about his distribution?—in the beginning he did spread the risk. In the Texas International deal, Drexel Burnham took $7.15 million of the bonds to distribute, and the rest were allotted in tranches of under $1 million to fifty-nine other firms. The underwriting fee on the deal was 3 percent, or $900,000, of which Drexel collected the lion’s share. In those days, that was a dramatically large fee.

By the end of 1977, Drexel did six more deals, all in modest amounts—ranging from $7.5 million to $27.5 million—and its total for the year was $124.5 million. While Drexel had done more deals than Lehman, Lehman ranked first for the year in amount, its total twice as large as Drexel’s. Moreover, White, Weld and Company, E. F. Hutton and Company, and Blyth Eastman Dillon and Company all gave Drexel a run for its money, weighing in with fewer deals but in dollar amounts that came close to Drexel’s.

That was the last time in junk-bond history that Milken’s competition would be able to touch him. In 1978 Drexel did fourteen issues for a total of $439.5 million, and its closest competitors for number of issues and amount did six issues and $157.9 million respectively. From then on, the numbers would tell a story of Drexel’s dominance that grew more mammoth with each passing year, as the firm seized close to 70 percent of market share.

Lehman Brothers might have competed at the outset, but the business was too dicey for that high-class firm. Lewis Glucksman, the volatile trader who would for a brief, cataclysmic period several years later head Lehman, liked the junk business and believed the firm should make a strong commitment to it. But his partners on the investment-banking side disdained it. Lehman did only one more deal after that first batch and then turned down seventeen. They all went to Drexel.

Mark Shenkman, who left Fidelity in 1979 to set up a junk-trading operation at Lehman Brothers Kuhn Loeb, later recalled that “the big concern at Lehman was, ‘What will General Foods say [about its investment banking firm peddling such déclassé merchandise]?’ All the establishment firms were slow coming into this business because they wanted to protect their franchise with the blue-chip companies. Drexel had no franchise to protect.”

And Drexel’s lack of ambivalence showed in its commitment of capital to this new business. In 1976 Drexel Burnham had merged with William D. Witter, a research boutique in which the Belgian Compagnie Bruxelles Lambert, just months earlier, had purchased a controlling interest for about $20 million in cash. Drexel thus became Drexel Burnham Lambert, with a capital base of $67 million, and Bruxelles Lambert—controlled by Baron Léon Lambert—owned a 28.3 percent stake in the newly merged firm. Now, with the junk-bond business under way in the late seventies, Burnham says he went back to his Belgian investors for two separate infusions, of $10 million each, mainly for the Milken-Joseph venture. The Bruxelles Lambert stake in the firm went to 35 percent.

By 1978, Joseph had assembled his core corporate finance group, the half-dozen investment bankers who over the next eight years—to their astonishment—would each amass many millions of dollars. Among them was Stephen Weinroth, who arrived at the firm that year after stints as an investment banker at L. F. Rothschild and Loeb Rhodes and then as the chief operating officer of a private company.

Weinroth was drawn to Drexel because he saw a “happy constellation” in place. The medium-sized companies Drexel was targeting were indeed an underserved market, the high-yield bond was its perfect product, and Milken was already dominant in trading those bonds. Moreover, Weinroth—avuncular, rotund, hardly an investment banker in the white-shoe mold—felt temperamentally suited to these clients and the role he would play. “With medium-sized companies, you can really get to know the managements, and you can really help them. I figured I could make a difference. I wasn’t dealing with an Exxon.”
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