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For Julie 




The Unintended Consequences


For the longest time, the editor of this book, Alice Mayhew, had planned to call it The Sunny Side of the Street. It’s easy enough to see why. A Piece of the Action—a title she tossed at me at the very last minute, and which I immediately embraced—is about the historical process by which millions of middle-class Americans went from being savers—people who kept their money in the bank and spent it frugally—to being unrepentant borrowers and investors. It traces the invention of products like credit cards, mutual funds, and individual retirement accounts, as well as events like the Age of Inflation in the late 1970s, which helped change the way people thought about and dealt with their money. It also tells the stories of a handful of men who were there at the creation, men like Charles Merrill, the flamboyant founder of Merrill Lynch; Peter Lynch, the investing guru who managed the Fidelity Magellan Fund; and Charles Schwab, who transformed his eponymous company into the nation’s biggest discount broker. During the six years it took me to complete A Piece of the Action, I came to think of the subject of this book as “the democratization of money.”


When I phrase it that way—when I cast this process as the leveling of the playing field between the wealthy and everyone else (“How The Middle Class Joined The Money Class”!)—it sounds like an unalloyed good. Thanks to the money revolution I was chronicling, middle-class Americans could invest without the help, or the pricey commissions, of a broker. With the widespread use of credit cards, they could take out an unsecured loan whenever they felt like it, without having to put up any collateral or haggle with a bank officer. They could hand their money to a top-notch fund manager like Peter Lynch and sit back and relax as he earned them double-digit returns. One consequence of my enthusiasm for my subject matter is that the tone of A Piece of the Action is unapologetically optimistic; there is buoyancy to the storytelling that I’m not sure I ever again matched. Yes, I noted here and there that most of us lacked the skills of a Peter Lynch. And I knew, even then, that once the culture of investing had us in its grip, there were going to be losers as well as winners. But I was convinced that, eventually, we would learn how to use the new financial tools we were being handed, and our lives would be better as a result. The sunny side of the street indeed.


Here we are almost twenty years later, and it hasn’t exactly worked out that way. The tools that I wrote about in A Piece of the Action—money market funds, mutual funds, and, especially, 401ks—can be found in most Americans’ portfolios. Small investors—and there are millions more than there used to be—hold individual stocks like Apple and Walmart and Google. People today have little choice in the matter: if they hope to afford their children’s college tuition, not to mention their own retirement, they have to be in the stock market. In other words, the transformation of the middle class into a new kind of investing class, which I both chronicled and predicted in A Piece of the Action, has largely happened.


And yet, and yet . . . Are most investors happy with the investing and borrowing tools that are now at their disposal? Not really. Have they succeeded in investing for a pleasant retirement? Far too often, no. They’ve been through the Internet bubble—and bust—and then the housing bubble and bust. More often than they’d care to admit, they’ve bought high and sold low. The typical baby boomer nearing retirement age has less than $100,000 in his or her 401k—not even close to what’s needed for a comfortable retirement. Mutual funds have largely disappointed. The debt we’ve been able to pile up thanks to credit cards has been more a burden than a blessing. Many people can’t even bear to look at their portfolios; it’s too painful.


To reread A Piece of the Action with the benefit of hindsight, as I did in preparing to write this introduction, is to inevitably wonder how a movement that had begun with such hope—financial idealism, you might call it—has turned out to be so treacherous for so many people. That’s the question I want to try to address here.


Though I’ve sometimes been characterized as a writer who chronicles the financial markets, I have never thought of myself that way. I wrote my first business story—and found my vocation—in the summer and fall of 1982. I was thirty years old and had just moved to Austin, Texas, to take a job as a staff writer with Texas Monthly. Assigned to write about T. Boone Pickens, I stumbled into his first big takeover attempt, and found myself enthralled by the world of business that had opened up before me. Although my reporting for that story coincided with the start of the bull market of the 1980s (which began in mid-August, 1982), my article was only tangentially about the stock market. My subsequent business stories for Texas Monthly had even less to do with the market.


It wasn’t until I moved back to the east coast in late 1986 that I began to pay more attention to the ups and downs of the stock market—though in truth, there hadn’t been many down days over the previous five years. By then, I had a small Individual Retirement Account, and, like millions of others, I had moved my money from a bank savings account to a money market fund, a historical process I describe in Part II of A Piece of the Action. But I was hardly a serious investor. Rather, my interest was journalistic: the stock market, which had rarely even been in my peripheral vision, was now inescapable. I could scarcely go to a dinner party without the talk eventually turning to stocks and mutual funds. At some point during the bull market, the network news shows had begun announcing the closing prices of the New York Stock Exchange and NASDAQ. Peter Lynch seemed to be peering out from every magazine. Brokerage houses were advertising in prime time (“When E. F. Hutton talks”; “We make money the old-fashioned way”; “Merrill Lynch is bullish on America”). In Boston, the Herald, a tabloid then owned by Rupert Murdoch, began running a stock market game for its readers. I would wander into the Fidelity Investments office on Park Avenue in New York just to take in all the activity. Some people were transacting business, but others just came in to look at stock quotes for a while before heading back to work. I’d never seen anything like it.


What I was observing, of course, was the frenzy that invariably takes place when a bull market is nearing its peak. But I was too green to understand that. One day early in 1987 I had a meeting with Lee Eisenberg, the editor of Esquire. He, too, had noticed that more and more people had become interested in the stock market and mutual funds—including, to his amazement, his own mother. He, too, had gone into the Park Avenue office of Fidelity and emerged wondering what in the world was going on—what had happened to cause Americans to become so caught up in the stock market. He assigned me a story about Fidelity, with the hope that that story would explain it. That piece, published nearly a year later, was titled “The Ga-Ga Years” (a play on The Go-Go Years, a great book about the investment bubble in the 1960s by John Brooks, who for many years was The New Yorker’s only business writer). My Esquire story included Bruce Bent, the originator of the money market fund, Marshall Loeb, the longtime editor of Money magazine, and Ned Johnson and Peter Lynch of Fidelity. All of these men were later characters in A Piece of the Action. Indeed, there are several scenes in the book that were more or less lifted from that Esquire story—most notably, the Fidelity scenes in chapter 17 that take place just before and just after “Black Monday,” that awful day in October 1987 when the stock market lost 23 percent of its value, and it looked for a brief moment as though America was going to lose its taste for investing.


As it turns out, of course, America did not lose its taste for the market—not even close. There were three essential reasons for this. First, every time the market took a dive in the late 1980s and early 1990s—which is the same time that I was reporting and writing A Piece of the Action—it invariably bounced back, and then kept surging upward. Time and again, small investors who panicked and cut bait wound up regretting their lack of nerve when the market quickly rebounded. “Buy on the dip” became a mantra that small investors eventually took to heart.


The second reason is that societal changes made investing a core component of modern American life. The 401k plan, for instance, began to replace pension plans as the primary way that American workers were expected to save for their retirement. Pension plans were run by professional managers who invested money that came mainly from the company’s own coffers. (In the heyday of pensions, they could consume 10 percent of a company’s payroll costs, according to Teresa Ghilarducci, an economist and retirement expert at The New School for Social Research.) But 401ks put the onus on the employees themselves to invest their retirement money. Companies would offer them an array of mutual funds—and sometimes a chance to buy the company’s stock—but it was up to the employee to make the investing decisions, mostly using their own pre-tax money. (Some companies matched employee contributions up to a fixed amount.) Hundreds of billions of dollars poured into the market via 401ks.


The third reason had to do with something that took place less than a year after A Piece of the Action was published. On August 9, 1995, Netscape went public. The Internet bubble had begun.


Do you remember the Netscape IPO? Given that the company was essentially gone within four years, its Netscape browser rubbed out by Microsoft’s roughhouse tactics in what became known as the Browser Wars (those same tactics also eventually led to the Microsoft antitrust trial), you can be forgiven for forgetting the details. But in its moment, Netscape was every bit as big as Google or Facebook are today. A sixteen-month-old start-up with no profit and not much in the way of revenue, either, Netscape nonetheless rocketed upward on its first day as a public company, jumping almost immediately from its $28-a-share offering price to $75 a share. (It closed that first day at $58 a share.) No technology stock had ever done anything like that before. Six months after the IPO, Time magazine put Marc Andreessen, Netscape’s twenty-four-year-old cofounder, on its cover, posing in bare feet and jeans and sitting on what looked like a throne. “The Golden Geeks,” read the headline.


“More than any other company,” Fortune magazine’s Adam Lashinsky would later write, Netscape “set the technological, social, and financial tone of the Internet age.” “Old economy” executives raced to Silicon Valley, searching for their pot of gold. Young entrepreneurs started companies with names like Pets.com that made their founders overnight millionaires. Technology wasn’t just a way to change the world; it had suddenly become the country’s most visible way to get rich.


For the next four and a half years, one Internet entrepreneur after another repeated the Netscape model—start a company with some venture capital, create a plausible business model, and, without even testing whether that model would ultimately succeed, race to the public market, where those first-day bumps often exceeded Netscape’s dazzling opening of a few years earlier.


Though most small investors lacked the Wall Street connections to get in on the free money that technology IPOs had come to represent, they hardly sat on their hands. Just like in the early and mid-1980s, small investors were completely caught up in the stock market. The only real difference was that at gatherings with friends, investors would talk about tech stocks rather than mutual funds. To be sure, the mutual fund industry had grown into a multitrillion dollar business, but that was largely because it had shifted its marketing emphasis from individual investors to corporations that offered 401k plans. (The other reason is that money market funds, which were run by mutual fund companies, continued to be viewed by millions of Americans as superior to bank deposit accounts.) Although many Americans held mutual funds in their retirement portfolios, they were widely considered to be humdrum, at least compared to the razzle-dazzle of Internet stocks. I’ll never forget standing outside my home in Northampton, Massachusetts, one summer day, listening to my next-door neighbor, a single mother who ran her own little marketing business, explain to me why Juniper Systems was a better stock than Cisco.


I can’t honestly say I was immune from the mania myself. It was odd, actually. As a journalist I mostly kept my wits about me. I wrote stories that looked skeptically at overvalued Internet stocks. I publicly applauded other journalists, like Herb Greenberg, who did likewise. Greenberg, who was then writing for MarketWatch (he is now an on-air reporter for CNBC), was constantly on the receiving end of angry e-mails from investors who didn’t want to hear his smart but skeptical take. All they wanted—indeed, all they expected—was that tech stocks would keep going up, the way they were “supposed to.” I remember Herb telling me more than once that he was thinking of throwing in the towel because he had become so weary of dealing with readers’ fury, when all he was trying to do was help them avoid losing money. I nodded sympathetically.


Yet in my own investing life, I was every bit the fool that my friends and neighbors were. By 1999, my own retirement portfolio held a handful—okay, more than a handful—of technology stocks. It was right around that time, I can vividly recall, that I began to sneak peeks at my portfolio in the middle of the day, to see how much it had gained since the morning. I went from being a relatively sober-minded investor in stocks like Intel to someone who liked to “take a flyer”—as I used to describe it to my broker—on some crazy Internet stock that had just gone public.


Later, I would come to hold the view that most of us lack the discipline and emotional wherewithal to be good investors. That is one thing, I now believe, that I largely missed when I was writing A Piece of the Action. Warren Buffet buys when everyone else is selling, but most of us don’t have the courage—or the financial acumen—to follow his example. Although this view, which I hold to this day, was largely informed by the work of behavioral economists, it began with my after-the-fact observations about my own investing behavior.


There even came a moment when I capitulated as a journalist. In the fall of 1999, with Internet mania completely out of control, my boss at Fortune asked me to write a cover story about all the small investors who were trading stocks. He wanted it quickly. I decided to set the story in Providence, Rhode Island, my hometown. I interviewed the mayor, Buddy Cianci, who was then the target of a federal investigation (he eventually went to prison). But I didn’t ask him anything about the federal investigation. My brother Christopher, who then worked for Cianci, told me that the mayor was obsessed with this stock portfolio—and that’s what I went to interview him about. He told me he regularly called the Schwab 800 number to get updates on his stocks. “I like to see how I’m doing,” he said. I spent an evening at a women’s investment club; found some day traders—people who had thrown away good careers so they could stay at home and play the market full time; hung out at bars where CNBC was on all the time; met “financial planners” who were not even thirty years old; and spent time with a husband and wife who were trading Internet stocks from the back of their little graphics shop. The title of the story was “Trader Nation.” (“At work, at home, all day, all night: Everybody wants a piece of the stock market,” read the cover language.) I think now about the people I wrote about in that story and I cringe. It cannot have ended well for most of them. Six months after that piece was published, the Internet bubble burst. This time, however, it didn’t bounce back.


If the bursting of the Internet bubble showed Americans that their success in the market had more to do with having the wind at their back than with their investing prowess, the ensuing housing bubble taught equally sobering lessons about credit.


The economic narrative we all now take for granted—the slowing down of productivity; the stagnation of middle-class wages; and the sharp rise in income inequality—were all forces that had begun sometime in the 1970s. But the combination of the bull market and the housing bubble largely disguised those trends. And without even understanding those trends, Americans were nonetheless using the financial tools they now had at their disposal—access to credit, especially—to act on this unfolding economic reality.


In effect, the Internet bubble and then the housing bubble allowed people to feel wealthier than they were. After all, when a stock goes up, you only reap the rewards when you sell. But even the paper gains allowed investors to feel flush enough that they spent as if those gains had already been captured.


Even after the bubble burst, though, consumer spending didn’t stop. There were several reasons for this. First, real estate values were rising so quickly that homeowners—even if they did not refinance (though many millions did) or tap into their home’s value by taking out a home equity loan—still felt flush, just the way stock-market investors once had. Feeling that the rising asset value of their home gave them a nice financial cushion, they freely spent money they might have otherwise saved.


Second, Americans’ access to easy credit helped fuel consumer spending. At a certain point, Americans were completely awash in credit cards, often carrying a half a dozen or more, giving them upwards of $150,000 in instant credit. As their incomes failed to keep pace, they turned to those cards to provide the consumer goods that their salaries, which were falling ever further behind, could no longer provide.


And when their credit cards maxed out? That is when they turned to their homes. Historically, a slow, steady rise in the value of your home was one of the few things you could truly count on. But by 2004, home prices, especially in the Sunbelt, had become a little like Internet stocks in the late 1990s: their rise wasn’t slow and inexorable anymore, it was fast and eye-popping.


At the same time, a new wrinkle was emerging in the mortgage industry: the rise of the subprime mortgage, which entailed far less underwriting rigor than the old-fashioned thirty-year-fixed prime mortgage. Indeed, by 2007, there was scarcely any underwriting at all, as borrowers could get subprime mortgages that required no documentation, no salary information—nothing, really, but a signature.


This led to enormous abuses, as we all now know. Unscrupulous real estate brokers would blanket poor communities—people who had never been part of the “democratization of money”—and issue them subprime mortgages that would one day wind up costing them their homes when they couldn’t repay the terms. Subprime mortgages affected a large class of Americans whose daily worries made such concerns as planning for retirement almost laughable.


But there were also millions of middle- and upper-middle-class Americans who got caught up in the subprime bubble in one of two ways. Many decided to replace a prime mortgage with a subprime mortgage—which usually entailed pulling out tens or perhaps hundreds of thousands of dollars in cash, money that was then rolled into the mortgage. Secondly, they took out subprime home equity loans—often called second mortgages—with lower “teaser” interest rates that increased sharply after a few years. Sometimes, these second mortgages were independent of the first mortgages; they were again a way for the homeowners to pocket the appreciation of their homes without having to actually sell the house. But sometimes, the second mortgage served as the down payment for the first mortgage.


So long as the value of one’s home kept rising, this game could go on. When the interest rate on your adjustable subprime mortgage jumped after a year or two, you simply refinanced and got a new starter rate. If the value of the home had risen high enough, you could pull out yet more cash. But of course, home prices couldn’t keep rising at a double-digit rate forever. By 2008, they had not only stopped rising but had collapsed. The game was over. Millions of Americans, poor and middle-class alike, were suddenly faced with the grim prospect of having to repay the mortgages that they’d assumed they could perpetually roll over. I don’t really need to recount what happened then, do I?


When the Internet bubble burst, millions of Americans felt betrayed by the stock market and its promise to provide for the good life. The bursting of the housing bubble was even harder to take. It didn’t just mean paper losses; it too often meant the loss of one’s home. Even for the majority of Americans who were not foreclosed on, which was mostly the case for the class of people A Piece of The Action was about, it meant that their houses had gone from being financial assets to financial drains, with mortgages often bigger than the market value of the house. These were difficult facts to countenance, because they meant that people’s long-held expectation about how their money was going to grow, and what it would be used for, had been dashed.


And there was one other difficult thing to face: retirement.


One day not long ago, I had breakfast with Teresa Ghilarducci, the retirement scholar from the New School of Social Research. I had come across her work in the course of writing a few columns and was impressed with both her research and, frankly, her skepticism about baby boomers’ retirement prospects. More specifically, she was a vocal critic of yet another of those financial tools whose roots are explored in A Piece of the Action: the 401k.


Her thinking had not always been thus, she told me between bites of a muffin. “I was originally a fan of 401ks,” she said. A professor at Notre Dame for some twenty-five years, she believed—and taught—that 401ks were a worthy and necessary supplement to pension plans. “Like a good economist, I thought people should have lots of choices,” she said. The 401ks provided those choices. “I helped unions negotiate 401ks with big companies. I was a fan. Then I started doing the research,” she added ominously.


The research she was referring to was a study that followed the pension and retirement practices of 730 companies over an eighteen-year period. By the time her study was completely in 2007, she had changed her mind completely about 401ks. “In the early 1980s,” she said, “companies did use 401ks as supplements to pension plans. But what you find is that as time goes on, they start eliminating pensions, which saves them huge amounts of money, and make 401ks the primary means of retirement savings for their workers.” This shift didn’t just mean that the responsibility for making investment decisions shifted from the corporation to the employee—it also meant that the money being invested came from the employee’s salary rather than the company’s coffers. What was amazing was that employees, by and large, accepted this shift. Once again, the bull market and the rising housing market allowed people to ignore economic reality.


In the spring of 2008, Ghilarducci published a book entitled When I’m Sixty-Four: The Plot Against Pensions and the Plan to Save Them. The book included extensive research she had done in New York about the readiness of aging baby boomers in that city for retirement. They weren’t ready at all, she found: “When they retire,” she told me, “New Yorkers are likely to face massive downward mobility.”


Ghilarducci’s book got enough attention that that October, shortly after the fall of Lehman Brothers and the ensuing financial crisis, she was invited to testify before Congress. “The 401k is a failed experiment,” she said bluntly. Afterward, she told me, several people who had been at the congressional hearing told her that her line would be the only thing anybody remembered from the hearing. Conservatives, including Rush Limbaugh, attacked her. A blogger for U.S. News & World Report called her “the most dangerous woman in America.” But all she had really done was state the obvious.


Ghilarducci believes that during the financial crisis, the federal government should have helped people whose 401ks had been eviscerated over the previous decade. Just as the government bought so-called toxic assets from the banks and handed them to BlackRock, a big bond fund manager, it should have done something similar with 401k assets. The government has made a profit on the assets it bought from the banks; she thought the same could have been possible with the mutual funds and other assets invested in 401ks.


When I asked her what this all meant for the future of retirement, she wasn’t quite as downbeat as I would have expected. For one thing, the baby boomers, once they realize they can’t afford their retirement, will likely demand changes from the government. Their numbers alone will ensure they will be heard. “A rich nation ought to be able to ensure a secure old age, and we do not need to cut Social Security benefits by raising the retirement age,” she told me. “If we don’t fix the retirement crises, we’ll have a nation of elderly people trying to get jobs teenagers once had. And we will be bowing our heads in shame when an older person shuffles off to make our cappuccino.” Ultimately she doesn’t believe the country will allow that to happen.


She told me she now believes that the government should pass a law to force workers to put 5 percent of their pre-tax income into pension funds, managed by professionals, that guarantee a return upon retirement. California is already doing something along those lines. She is convinced that such a plan can replace the “failed experiment” that is the 401k.


In the meantime, I asked her how people are now planning for their retirement when so many of them don’t have enough money. “Their retirement is faith-based,” she replied. “They just have faith that it will all work out somehow.” Her joke made me laugh, but I knew it wasn’t funny. All I had to do was look at my own 401k.


I look back on A Piece of the Action with a great deal of fondness. I loved the experience of diving into the world of financial innovation and coming away with a narrative about how Americans had changed the way they dealt with their money. It was one of those big stories that is right in front of your nose, but you don’t see it until someone points it out. I think you can learn a lot by reading it, just as I learned a lot when I wrote it. I hope you enjoy it.


But nearly two decades later, I sure wish our piece of the action had turned out a little better for all of us.


JOE NOCERA


MARCH 2013





Introduction: The Money Revolution


SPRING IS THE BUSIEST TIME.


That’s what they’ll tell you in the “financial services industry”—the clumsy, all-purpose term that encompasses all the mutual fund companies and investment firms now spanning the nation, all the insurance companies and brokerage houses, all the S&Ls and banks and credit unions of every shape and size: the thousands upon thousands of entities that compete for the chance to handle our money. They know the routine by now; they’ve seen it enough times that they can predict what’s going to happen. Each spring, as the April 15 tax deadline approaches, the number of incoming phone calls begins to increase, a little more each week, until they are double their usual volume. The branch offices become crowded with customers and potential customers, as people jostle each other to pore over the merchandise or angle for a quiet word with an overworked salesperson.


For those in the business, spring has become a version of Christmas-time—one of the most important selling seasons of the year.1 Except, of course, the merchandise they are offering isn’t toys or clothes. It’s equity mutual funds. It’s certificates of deposit. It’s annuities. It’s municipal bond funds and individual stocks and overseas funds and hundreds of other tempting “financial products”—to use another of those unfortunate but useful phrases that have entered the language. In the spring, the industry has come to understand, millions of Americans go shopping for an investment, searching for a place to invest $2,000 or so in an Individual Retirement Account. That’s something we do now in America, pretty much as a matter of course: we shop for investments. Shopping for investments has become our habit and our responsibility, our burden and our thrill. It is an activity that has insinuated itself into the rhythms of middle-class life.


Whenever a large behavioral change enters the realm of habit—whenever it becomes akin to watching television or using a personal computer, something that was once new and strange but is now second nature—we tend to forget where it came from, and what life was like before its arrival on the scene. This is so even when the change in question is relatively recent, as is the case here. This book is a history of one such enormous change in American life: the astonishing transformation of the financial habits of the middle class. By this I’m referring not only to the process that led us to become investors, though that’s certainly a large part of it. Rather, I’m speaking about a broader set of habits that have resulted from Americans having to take charge of their own financial lives, habits that include changes in the way we borrow, the way we save, even the way we think about our money. Over the past two decades, we’ve been participating in nothing less than a money revolution. This is not a term I use lightly. When one recalls what the financial life of the middle class was like twenty years ago—when thrift was the highest virtue, when the daily movement of the Dow Jones average had almost no relevance to our lives, when few of us knew what a mutual fund was, much less the distinction between, say, a growth fund and a balanced fund—it’s hard not to conclude that this transformation has, indeed, been revolutionary.


It’s always difficult to pinpoint precisely where social revolutions spring from, and the money revolution is no exception. If you ask the marketers at the big mutual fund companies, they’ll tell you that it is we who have instigated the changes, by grabbing control of our financial destiny and forcing the nation’s financial institutions to cater to our yearnings. “People want control,” a marketer at Fidelity Investments told me several years ago. “They want to make their own decisions.” No doubt there is some truth in what the man says.


But it’s equally true, I think, that most of us perceive the money revolution as being fueled by “them”—the nation’s financial companies—rather than by us. We feel pulled into it by forces larger than ourselves. We didn’t demand, for example, the right to be able to make an instant personal loan by pulling a piece of plastic out of our pocket, to cite another financial innovation that helped instigate a huge behavioral change. Somebody, somewhere, had to create those things we now know as Visa and MasterCard, and then they had to persuade us to use them. And, in addition, the social and economic conditions had to be exactly right to cause this practice of paying by credit card to catch on—to cause it, that is, to become one of our new financial habits. The history of the money revolution is a history of all those somebodies, somewhere—the inventors of credit cards, the creators of discount brokerages, the marketers of mutual funds—and a history of those larger forces, such as inflation and financial deregulation, that made such innovations all but inevitable, and a history of our own evolving attitudes, which caused us to embrace these innovations. It’s pointless, it seems to me, to try to place one factor over all the others, and in the pages that follow, I’ve tried not to do that. Had any one ingredient been missing, this stew would never have been made. Of that I’m convinced.


I’m equally convinced, by the way, that the money revolution has been, in general, a force for good. Without question, it’s created a layer of complication to our already complicated lives, adding responsibilities that didn’t exist before, making it necessary for us to learn about things that never used to be among our concerns. We can make mistakes with our money now, and those mistakes can be costly. Markets, as we’ve learned again and again in recent years, can go down as well as up. Taking control of our finances can be quite nerve-racking at times. But we also have tools and resources at our disposal that were formerly unavailable to us, and we have been handed possibilities for making money that had always been out of our reach. The financial markets were once the province of the wealthy, and they’re not anymore; they belong to all of us. We’ve finally gotten a piece of the action. If we have to pay attention now, if we have to come to grips with our own tolerance for risk, if we’re forced to spend a little time learning about which financial instruments make sense for us and which ones don’t, that seems to me an acceptable price to pay. Democracy always comes at some price. Even financial democracy.


Sometimes change comes about in an obvious and dramatic way, but more often it takes place gradually and even imperceptibly. It’s only afterward, when the dust has settled, that we suddenly have the presence of mind to look up and see that everything is different. The money revolution has been a work in progress for some thirty years now, but it’s only been quite recently that we’ve finally been able to look up and see how much has changed. When did we start putting our savings in money market funds instead of bank passbook accounts? When did we start using credit cards for items that used to require a trip to see the loan officer at the bank? When did mutual funds capture our fancy? When did we become so aware of yield that we began moving our money around to capture an extra half a percentage point? When did we start keeping track of the Japanese stock market? When did this all happen? How did this all happen?


Here is how it happened.





Part I



THE SHAPE OF THE WAVE






CHAPTER 1


The Drop


September 1958


AMERICA BEGAN TO CHANGE on a mid-September day in 1958, when the Bank of America dropped its first 60,000 credit cards on the unassuming city of Fresno, California. That’s a word they liked to use in the credit card business to characterize a mass mailing of cards: a “drop,” and it is an unwittingly apt description. There had been no outward yearning among the residents of Fresno for such a device, nor even the dimmest awareness that such a thing was in the works. It simply arrived one day, with no advance warning, as if it had dropped from the sky. Over the course of the next twelve years, before the practice of mass card mailings was outlawed, banks would blanket the country with 100 million credit cards of one sort or another, and it would always have that same feeling. It would always seem as though those first hundred million credit cards had simply fallen from the sky.


Not that anybody made much of the drop back in 1958. Because this was the first test of its BankAmericard program (as it was called), the Bank of America purposely kept things low-key. The Fresno Bee managed to sandwich six paragraphs on the bank’s new credit card program on an inside page between the business briefs and the livestock report. The headlines that day centered on the outbreak of fighting between Communist and Nationalist Chinese forces near the island of Quemoy; in Fresno, the lead local story was about a proposed reorganization of the police and fire departments. The Dow Jones Industrial Average began the day at 524, in the midst of a decade-long bull market. But since we were still a good twenty-five years away from the time when the stock market would be among the daily concerns of the middle class, nobody paid much attention to it.


Like so many subsequent moments in the evolution of personal finance in America, it was years before the significance of that date became clear—years before the Bank of America would celebrate its original BankAmericard as the first all-purpose credit card to take root; when it would note with pride its history as the precursor to Visa, one of the two giant credit card systems; when it would draw attention to its role in helping to make credit cards the most ubiquitous financial instrument since the check, an unambiguous commercial success story. Thirty years later, when most of us had developed feelings about credit cards that were nothing if not ambiguous, the bank even used the anniversary as the centerpiece of a marketing campaign.


As it turns out, the Fresno drop also marked the beginning of something larger: the first stirring of what would become a full-scale financial revolution in America. A money revolution, you might call it. Here began the trickle of what we now call financial products, aimed largely at the middle class, that would become, by the 1980s, an avalanche. Here marked the first inkling of the gradual but enormous changes in the financial habits and assumptions of the middle class. Here is when a simple, ordered, highly regulated world began to evolve, for better or worse, into an immensely complicated universe. Though this transformation wouldn’t become apparent for several decades, and though it continues to this day, this is when the American middle class began to change the way it thought about, and dealt with, its money.


*   *   *


It’s oddly appropriate that the Bank of America wound up being the instigator of the credit card—and, by implication, everything that followed—for the bank was a unique institution in the 1950s, in many ways a harbinger of what was to come. Until it was finally overtaken in 1982 by Citibank, it was the largest bank in America, and indeed, for much of its existence, it was the largest bank in the world. What made it unusual was the route it had chosen to get there. Although every bank took in deposits from consumers and offered checking accounts, most of them were not especially interested in serving their middle-class depositors. There was no particular need to be interested. By law, all banks paid the same interest on passbook accounts, the primary vehicle for middle-class savings. In the 1950s, that rate never climbed above 3 percent. Checking accounts offered no interest at all, again by law. Other alternatives for middle-class savings were largely nonexistent. Since there was nothing to differentiate one bank from another, most people chose the bank that was most convenient. To the extent that banks bothered to do anything that might be considered marketing, such efforts usually consisted of offering, say, a free toaster to customers who opened up a Christmas Club account. At most banks, such accounts also lacked interest payments.


It wasn’t just the law that held bankers back; snobbery was at work too. Up until the late 1970s, when alternatives to passbook accounts finally forced banks to pay attention to their middle-class customers, most bankers looked down their noses at such business. Within the culture of banking, it was corporations that mattered, not consumers. Making loans to large companies was the most prestigious activity in all of banking; making consumer loans, on the other hand, was considered slightly disreputable, and such loans were ceded to finance companies, which were also considered slightly disreputable. This was so even though, as Bank of America executives were fond of pointing out, bankers were quite happy to lend large sums to finance companies, which would relend that money at far higher interest rates to people in need of short-term loans. This distinction between a bank’s loan customers and a finance company’s loan customers, which had less to do with the law than with institutional prejudice, was nonetheless one of those unwritten but inviolable lines of demarcation that then characterized American finance.


Bank of America was different. It was a bank with the mentality of a finance company and proud of it. It eagerly embraced the customers other banks disdained, and in that embrace it found enormous success. The bank had been founded in 1904 by the legendary A. P. Giannini, the son of an Italian immigrant who had settled in San Jose, California, forty-five miles south of San Francisco. Giannini was a particular American archetype: the populist entrepreneur. A big, blustery, blunt-spoken man, he had both predatory instincts and a common touch, along with an instinctive knack for commerce. At the age of fifteen, he joined his stepfather’s produce wholesale company, and helped build it into the dominant company of its kind on the West Coast. At the age of thirty-four, he began his second, more enduring career as a banker. His explicit goal in starting his bank was to make money available for “his” people in and around the San Francisco area, many of whom were the Italian immigrant farmers in the Santa Clara Valley who sold their fruits and vegetables to Giannini’s produce company. He named his new institution the Bank of Italy.


To a remarkable degree, Giannini held to that original goal, although his definition of “his” people expanded as his ambitions did. Long after the bank had delved into other businesses, like corporate lending, Giannini never forgot that it had been built by attracting deposits from, and lending money to, “the little fellow,” as he called his customers. He never let anyone else forget it either. He was full of aphorisms promoting the essential goodness of the common man and the wisdom of lending to him. “The little fellow is the best customer that a bank can have, because he is with you,” Giannini once told a congressional committee. “Whereas the big fellow is only with you so long as he can get something out of you; and when he cannot, he is not for you anymore.” He saw clearly that by making thousands of small loans, rather than fewer but larger commercial loans, the bank’s own risks were reduced. He understood that loyalty bred loyalty. After the San Francisco earthquake of 1906, when other banks in the area wanted to enforce a six-month moratorium on loans, Giannini went down to the pier, used a plank and two barrels to set up a desk, and began to lend money to virtually anyone who asked for it. By 1918, fourteen years after it was founded, the Bank of Italy was the fourth largest bank in California, with $93 million in assets. Three years later, after an acquisition binge, it was the state’s biggest bank. By 1945, it had a new name, Bank of America, and assets of $5 billion. It had become the largest bank in the world.


In focusing on “the little fellow,” Giannini was a good sixty years ahead of his time; when Citibank finally grew large enough to overtake Bank of America, its surge was largely the result of its own willingness to chase after the middle class. But Giannini had another, larger vision of banking in America, which he pursued during the second half of his life with a relentless single-mindedness. He saw a nation where a handful of large banks would have branches all across the country, and a banking system that would allow customers to use branches not only to make deposits or obtain loans, but to buy insurance and conduct all their financial business. In this, too, Giannini was ahead of his time; not until the late 1970s, after the regulatory barriers separating financial institutions had begun to crumble, did Giannini’s idea of a financial “supermarket” come into vogue.


The trouble with being ahead of your time is that very few people are out there with you. So it was with Giannini. No matter how hard he pushed for his grand vision, he met fierce, unyielding resistance. At every turn, he ran headlong into a different, more powerful strain of populism: the country’s deep and abiding suspicion of the power of bankers. It is that fear of bankers—a fear that goes back to America’s agrarian roots, when the annual preharvest bank loan was as vital to a farmer’s well-being as the weather itself—that has largely shaped federal bank policy for most of this century. Bank laws have been driven by the idea, often unspoken, that small banks are more benign than big banks, and that local bankers, living and working in a community, will react more favorably to local borrowers than will larger, more remote institutions. This is why, to this day, there is still no bank in America that can truly be said to operate nationwide and why the country has closer to 11,000 banks than the 1,000 or so Giannini envisioned.


This fear of bankers infuriated Giannini. He saw it as fundamentally irrational, a product, as he once described it, “of horse and buggy minds.” It was incomprehensible to him that the government would allow nationwide department stores but not nationwide banks. More than that, it offended him that people would fear his ambitions, for it so deeply violated his sense of himself as a paternalistic force for good. He lashed out at state and federal regulators intent on curbing his expansionist appetites. Usually, he lost. In 1927, Congress passed the McFadden Act, the first of the modern bank laws, which outlawed interstate banking. According to a number of accounts, the law was aimed squarely at Giannini, who by then owned a bank in New York. After President Franklin Roosevelt ordered his famous bank holiday in 1932, regulators came very close to refusing to allow Bank of America to reopen with other banks, an action that would have destroyed it. The Depression only made Washington even more wary of banks, and the result was the Glass-Steagall Act, which created strict barriers separating banks from the likes of insurance companies and investment firms. By the time Giannini died in 1949, at the age of seventy-nine, his bank, like every other bank in the country, had seen its options drastically pared back and its turf much more narrowly defined.


Ah, but what turf it was! Here was Bank of America’s singular advantage: Its home base was California—sunny, glorious California, the second-largest state (in terms of land mass),1 the fastest-growing, and after World War II especially, the most dynamic. Perhaps most important of all, sunny, fast-growing, dynamic California was one of the few places in the country that allowed statewide branch banking. This was also something that had embroiled Giannini in bitter feuds with regulators; a California banking commissioner once called the idea of statewide branch banking un-American. But this time Giannini won. In New York, by contrast, branches were only permitted citywide, and in many states, such as Texas and Illinois, even that much was forbidden. In Texas, banks were allowed one physical location, and nothing else. Years later, after technology and urbanization began to make such rules archaic, disputes actually broke out over whether the installation of automatic teller machines violated the prohibition against branch banking.


Is it any wonder that Bank of America became the biggest bank in the country? With branch banking as its engine, operating in a state as big and as fast-growing as California, how could it not have become the biggest bank? Between 1940 and 1960, California more than doubled in population, growing from 6.9 million to 15.7 million people, becoming the nation’s most populous state. During those same years, Bank of America’s sprawling branch system rose from fewer than 500 branches to more than 700. Newcomers streaming into the state could usually find a Bank of America branch just around the corner.2 And because the shadow of Giannini still hung so heavily over the bank, it had never lost that obsessive focus on its constituency, which it now defined as the broad middle class that had begun to spring up after World War II. At the Bank of America, the branch manager was king; everything headquarters did was aimed at making it easier for him to attract customers and to give them what they wanted. And what did those customers want? They wanted credit.


*   *   *


Consumer credit—that is, the taking on of personal debt—has always occupied a peculiar place in the American psyche. On the one hand, there is no aspect of personal finance more likely to inspire anxiety and even fear. At any given moment in our history, one can find ringing denunciations of consumer credit and “usurious” interest rates, calls for reform, worries that things have finally gotten out of hand. “Rather go to Bed supperless than rise in Debt,” wrote Ben Franklin, and Americans have been echoing that sentiment ever since. Credit historian Lewis Mandell points out that in the early 1800s, many states, upon being granted statehood, passed a usury ceiling, rolling back interest rates, as their very first law. Among the reasons banks originally refused to make consumer loans widely available was out of a belief that too much consumer credit was dangerous and that people needed to be protected from themselves.


On the other hand, among the reasons finance companies prospered was because they saw this refusal by banks to make personal loans as a yawning void, which they rushed to fill. Despite the denunciations, despite the free-floating anxiety, Americans have always borrowed money to buy things—if not from a bank, then from somebody: from a finance company or a credit union or a department store or a loan shark, for that matter. There isn’t another Western country that has relied so heavily on consumer credit; between 1958 and 1990, there was never a year when the amount of outstanding consumer debt wasn’t higher than it had been the year before.


Years later, a retired Bank of America executive could look back on his lifetime in the credit card industry and say proudly, “Consumer credit built this country.” Whatever one’s feelings about personal debt, it is difficult to disagree with this assertion. The rise of the consumer society, in particular, would not have been possible without a widespread willingness to take on personal debt. How could General Motors have sold its first mass-market automobiles without that other mass-market innovation, the auto loan? How could Singer have sold sewing machines without extending credit? How could Sears have sold refrigerators?3 Even during the Depression, credit was important; in many ways, it was the grease that oiled the economy. People asked for credit because they didn’t have any choice; merchants granted it because they didn’t have any choice. These were painful, discouraging transactions for everyone involved—a constant reminder of how tough times were and how close people were to the brink.4


Well into the 1950s and beyond, the Depression remained the nation’s dominant economic memory. It had been such a searing experience that people who lived through it adopted a set of financial habits and attitudes that would last long after the event itself had receded into the country’s subconscious. The ethos of thrift was one natural result of the Depression experience. So was an aversion to financial risk. That’s why so few people even thought about the stock market and why the vast majority of Americans were content to keep their money in bank passbook accounts. Such accounts were federally insured, which meant they were secure. In the wake of the Depression, security was what mattered.


The desire of the middle class to take on debt in the 1950s was the first crack in the relentless financial logic of the Depression. For the burgeoning middle class, seeking a loan was no longer an act of desperation but one of cautious optimism, no longer primarily about need but about want. Loren Baritz, an historian of the middle class, reports that between 1947 and 1959, the percentage of families earning under $3,000 dropped from 46 to 20, “while the percentage of families earning between $7,000 and $10,000, a high middle class income, rose from 5 to 20 during the same period.” “The onslaught of consumer goods,” as Mandell calls it, had begun in earnest: televisions, refrigerators, new models of automobiles, and a dozen other modern conveniences. People wanted these things. The logic of the Depression said they should go without until they had saved the money to buy them. But Americans were tired of going without. So rather than wait and save, they took out personal loans or bought on the installment plan. And when they saw that nothing bad happened as a result, they did it again, adding the television loan to the refrigerator loan to the auto loan. “Of all families within the income range from $3,000 to $4,000, 48 percent had installment payments to meet,” noted economist John Kenneth Galbraith in The Affluent Society, his best-selling attack on the consumer society Americans were greeting with such enthusiasm. “For nearly a third of those,” Galbraith added ominously, “the payments commanded more than a fifth of the family income before taxes.”


Thus did Americans begin to spend money they didn’t yet have; thus did the unaffordable become affordable. And thus, it must be said, did the economy grow. Between 1945 and 1960, consumer credit simply exploded, going from $2.6 billion to $45 billion. A decade later, it stood at $105 billion. It was as if the entire middle class was betting that tomorrow would be better than today.


Almost alone among banks, Bank of America understood this growing optimism and fed off it. Like other forms of credit in other times, installment credit was controversial in the 1950s. In the first eight years after World War II, as installment loans grew by an astounding 700 percent, there was increasing concern in Washington and among many economists that personal debt was rising too fast. “Can the bill collector be the central figure in the good society?” wrote Galbraith, who, like many intellectuals, objected not only to the rise in debt but to the consumer mentality that spawned it. The New York Times editorialized on several occasions that installment loans needed to be brought under control. The Federal Reserve was ordered to produce studies on the subject. (They were inconclusive.) President Eisenhower even asked Congress for authority to rein in consumer credit. (It was never granted.)


Yet the Bank of America never flinched: People were asking for installment loans, so it would provide them. Other banks might cede this business to finance companies, but it would not. It had one plan for television buyers and another for refrigerator buyers—at one point in the 1950s, the bank had a $60 million portfolio made up mostly of $200 refrigerator loans. It became such a huge generator of auto loans that, at its peak, it did 85 percent of the state’s auto loan business. “People would come into the bank four and five times a year, whenever they needed extra funds,” recalls Kenneth Larkin, a lifelong Bank of America executive who retired in 1984. “There was vacation. There were back-to-school clothes. There were the holidays. There was tax time. There were medical emergencies.”


Larkin was the assistant manager of the bank’s Bakersfield branch at the time, rising steadily through the ranks. This meant that like every other officer in the bank’s sprawling branch system, a big part of his job was devoted to making small loans to consumers. Among the things he most remembers is how cumbersome it used to be to make a small personal loan. Every time a man came into the branch to get a loan—a loan customer was invariably a man in those days—he had to sit down with the loan officer and fill out his family history, even if he’d just been there a few months before. The loan officer had to reevaluate the man’s fitness to get a loan. The man had to return to the branch with his wife to sign a note. Only then would the loan officer transfer the funds to the man’s account. With that much effort needed to generate a $300 loan, it was difficult to turn much of a profit, despite the volume of such business.


This was duly noted at the bank’s San Francisco headquarters, and it led to several innovations—evolutionary steps, they would seem now, in making personal loans available to the middle class. One wrinkle was called Timeplan, which created for the middle class something it had never had before: a line of credit. Under the plan, approved customers could draw up to $1,000—and it was up to them to choose how much they wanted to borrow, and for what purpose. It was one of the bank’s most popular loan programs.


And the other innovation? That was the credit card.


*   *   *


It emerged from a think tank, a fact that suggests that some things had changed at the bank since the death of its founder. Bank of America still saw itself as “an institution run in the interest  . . . of the people it serves” (as Giannini used to phrase it), and still clung proudly to its role as the financial institution most closely aligned with “the little fellow.” But in the fashion of many institutions that came of age in the 1950s, it began to operate in ways that were less instinctive and more rigorously managerial. Its ranks began to be filled with middle managers, who wrote position papers and conducted studies. And for a time at least, it had an in-house think tank—“not an egg-head group,” its former leader insists, but a practical group, interested in divining which new products a bank customer might use and a bank might want to offer. It was called the Customer Services Research Department.


The leader of the group was a man named Joseph Williams, forty-one years old, a Philadelphia banker so disenchanted with the way banking was done in the East, and so enamored of Giannini’s philosophy, that practically the first thing he did upon returning from Germany after World War II was drive across the country to San Francisco and ask for a job at the Bank of America. By 1956, when he convinced management that a small research group was the sort of thing a forward-thinking bank ought to have, he was among its growing corps of middle managers.


In theory, Williams and the six people in his department were supposed to be able to pursue any idea that struck their fancy. In practice, there was never any doubt that the bank’s management expected to see a proposal for an all-purpose credit card. Three times before, the bank had explored the possibility of issuing credit cards, most recently the previous year. A credit card clearly dovetailed with the direction the bank—and the country—was headed. Consumer credit was spilling out in every direction. Most Americans by then had a dozen or more different forms of credit: a gasoline card from an oil company, five or six department store charge plates, a Sears card, some airline charge accounts if they traveled, installment loans for autos and refrigerators, and maybe a loan or two from a finance company. In a holdover from the Depression, they also usually had “an account” at the neighborhood pharmacy, the neighborhood grocery store, and a halfdozen other local stores. The value of a single card that could replace all those other forms of credit would be so instantly obvious, the bank believed, that not only would it be embraced by its current customers, but it would serve as a powerful tool in the bank’s continuing quest to clasp ever more members of the middle class to its bosom.


Nor was Bank of America alone in thinking about an all-purpose credit card. This was an idea very much in the air by the late 1950s. On the East Coast, Chase Manhattan Bank was quietly preparing to issue credit cards, something it would do (with disastrous results) five months after Bank of America’s Fresno drop. American Express, after much hesitation, was getting ready to launch its first charge card,5 after having given its upstart rival, Diners Club, an eight-year head start. Diners Club, in fact, had been the first charge card in America that could be used at more than one establishment. Its founder, a New York businessman named Frank X. McNamara, liked to say that he was visited with the crucial burst of inspiration one afternoon at a midtown restaurant when he finished lunch only to realize that he hadn’t brought enough money to pay for it.6 As the name implies, Diners Club began life as a restaurant charge card, but even after it outgrew its origins, it was still aimed primarily at businessmen, men who traveled to different cities, stayed in different hotels, and ate in different restaurants. Its appeal was convenience rather than credit, which it did not offer. (Customers were expected to pay their bills in full at the end of each month.) American Express, which would soon dominate the “travel and entertainment” sector Diners Club pioneered, would stick to that same formula. But even without offering credit, Diners Club provided the conceptual breakthrough: it showed that one card could be used to buy different things at different places.


By the mid-1950s, there had been at least a dozen attempts to create an all-purpose credit card. A number of small banks, eager to find a niche that would distinguish them from their larger rivals, had been the first to experiment with credit cards—much to the annoyance of bigger banks; one early credit card experimenter was described as “lowering banking’s image by engaging in an activity more properly associated with pawn shops . . . . ” These early efforts invariably failed.


Being the good middle manager that he was, Williams studied those failures and came away encouraged. The other programs had been small-scale; Bank of America had a much larger canvas to work with. The other programs hadn’t been structured properly; Bank of America would do it right. Williams had friends at Sears and Mobil Oil, and those friends secretly allowed his team to observe their credit operations. Out of this latter research, incidentally, came a number of the standard features of credit cards, features that have remained remarkably unchanged to this day. The idea of a one-month grace period, a time during which customers could pay off their balances without facing interest charges, emerged from that research, as did the idea of charging 18 percent a year on credit card loans—a figure that would be seemingly set in stone for the next thirty years, even as every other manner of interest rate fluctuated wildly. There was no black magic involved: The bank just assumed that if a one-month grace period and a monthly interest charge of 11/2 percent (which amounts to 18 percent a year) was good enough for Sears, with its fifty years of credit experience, then it was good enough for the Bank of America.


By the middle of 1957, Williams was making presentations to the bank’s top management and gearing up for a launch of BankAmericard the following year. Every step was taken cautiously. Fresno was chosen as the first test site partly because of its size—with a population around 250,000, it offered the critical mass the bank thought necessary to make a credit card work—and partly because a staggering 45 percent of Fresno’s families did at least some business with the Bank of America. But at least as important was Fresno’s relative isolation; if the card bombed, the bank reasoned, the damage to its reputation would be minimal.


To talk now to people who were there at the creation is to be impressed with something else—something that takes you by surprise after all this time, even though it shouldn’t. Today, credit cards are so commonplace that everything about them seems second nature: the physical feel of them, the way a transaction is conducted, the look of the statement that comes at the end of the month—everything. But nothing was second nature then. Nothing about how credit cards should work was obvious. The credit card trailblazers like Joe Williams were making it up as they went along, groping for answers that didn’t yet exist, learning a business as they were inventing it.


So invent it they did. They concluded, on the basis of nothing but their own intuition, that credit limits for the cards should range between $300 and $500. In that age before instant electronics, they came up with the concept of “floor limits” ranging from $25 to $100, which allowed the cardholder to charge that much without the merchant having to call the bank to get approval. They decided that the merchant who accepted a BankAmericard would have to pay Bank of America 6 percent of the purchase price—the “merchant discount,” it was called, which was expected to be a crucial source of profit—plus $25 a month for the “imprinters” the bank gave it. The bank had started using computers, so engineers were brought in to program them to perform such novel tasks as alerting the bank when credit card customers were spending more than their limit allowed. The bank’s marketing staff assumed that advertising would have to be unsubtle and nonstop. (“The plan represented a new buying habit and therefore required heavy educational promotion,” as the bank’s in-house historian euphemistically put it.)


Most important of all, Williams and his group saw that a credit card could be used in two ways. It could be used either as a device offering convenience—as a Diners Club card did—or as a device generating an instant personal loan. A BankAmericard would be able to do both, depending on the cardholder’s preference. In hindsight, that is what made BankAmericard so different from any financial product that had come before it. It put the onus entirely on the customer. It was he or she alone who got to make the key decisions about how and when to spend large sums of money—and how and when to pay it back. It could be used impulsively or carefully, frequently or sparingly, for emergencies or for shopping sprees. And then, when the bill arrived, it was he or she alone who decided whether to pay back the money all at once (with no interest), or in installments (with interest). The crucial point is that the customer was in control of financial decisions that had always before required the explicit approval of a banker or loan officer. One major reason previous credit card programs had flopped was that most banks feared giving their customers that much control. Bank of America had no such qualms.


Williams also had to solve a peculiar paradox, one that would crop up again and again in those early years. It’s another one of those things we have tended to forget as credit cards have become commonplace: A successful credit card program requires the participation of not just customers but store owners as well. In fact, it requires thousands of store owners, who have to be recruited with the promise that there will be enough cardholders to make accepting the card—and handing over 6 percent of the purchase price to a bank—worth their while. At the same time the bank is recruiting merchants, though, it must also recruit cardholders—promising them that there will be enough merchants signed up to make carrying the card worth their while. It was a chicken-and-egg dilemma. Which came first, the customers or the merchants?


The “drop” was Williams’s solution to this problem. Rather than recruit cardholders, he decided to create them. He would mail cards to anyone who did business with Bank of America, free of charge.7 He fully expected them to view the arrival of the card as a wonderful new service the bank was providing. If they didn’t see it that way, Williams assumed that they would just toss it away.


Whatever the drawbacks of the drop—as it turns out, there were many—it had one overriding virtue. Fresno’s shop owners knew for a fact that, on the day the program began, some 60,000 people would be holding BankAmericards. That was a powerful number, and it had its intended effect. Merchants began to sign on. Not the big merchants, like Sears, which had its own proprietary credit card and saw the bank’s entry into the credit card business as a form of poaching. Rather, it was the smaller merchants who first came around. Larkin remembers visiting a drug store in Bakersfield, hoping to persuade its owner to accept BankAmericard. “When I explained the concept of our credit card,” he says, “the man almost knelt down and kissed my feet. ‘You’ll be the savior of my business,’ he said. We went into his back office,” Larkin continues. “He had three girls working on Burroughs bookkeeping machines, each handling 1,000 to 1,500 accounts. I looked at the size of the accounts: $4.58. $12.82. And he was sending out monthly bills on these accounts. Then the customers paid him maybe three or four months later. Think of what this man was spending on postage, labor, envelopes, stationery! His accounts receivables were dragging him under.”


A store owner who accepted the credit card was, in effect, handing his back office headaches over to the Bank of America. The bank would guarantee him payment—within days instead of months—and would take over the role of collecting from the customers. As for the bank, in addition to taking its 6 percent cut, the card was a way to get its hooks into businessmen who were not yet Bank of America customers.


Whenever you’re trying to do something new in business, you have to make some assumptions that can’t be tested beforehand. In the case of BankAmericard, some of the assumptions Williams made were clearly naive. One, certainly, was his belief that people would react to the arrival of that first card with equanimity; he never understood the emotional power of this new device, the way it would bring people’s conflicting feelings about credit bubbling to the surface.


He missed something else, too. Williams was a Bank of America man through and through, but he’d never been a loan man at the BofA, which meant that his passionate belief in the goodness of the common man had never been tempered by the experience of lending him money. He’d never had the experience of looking a man who was behind in his payments straight in the eye, and asking him when he’d be able to start paying back the loan. He’d never had to order the repossession of a new car. One of the reasons an all-purpose credit card was such a revolutionary device was that it made the act of borrowing money so much more impersonal than it had ever been before; with cards coming in the mail, nobody was going to be looking anybody straight in the eye. Yet at the same time, it was much more dependent on the sheer good faith of the borrower, since no collateral was involved. A subtle but important shift was taking place in the dynamic between lender and borrower, and Williams, so busy struggling over the complicated details—and so convinced that the BankAmericard was destined for instant success—was oblivious.


Thus he wound up assuming that only around 4 percent of credit card users would get behind on their payments. That, after all, was the percentage of the bank’s installment loan customers who were delinquent, and he saw no reason why credit card delinquencies would be any different. He also assumed, as the author of an in-house BankAmericard history would later report, that “collections would never be a problem” and that “everyone would love Bank of America.” The writer added dryly: “All of the mistakes and problems that resulted, and extended themselves for a year and a half, were inextricably bound up in these . . . determinations.”


*   *   *


The Fresno drop went smoothly. More to the point, perhaps, it went quietly. “There wasn’t a big parade or anything,” recalls Williams, but there wasn’t a great outcry either—no ringing condemnations of the evils of credit, nor any of the loud protestations about unwanted credit cards that would come later, and would be such a hallmark of the early phase of the credit card business. More than 300 small shop owners were signed up by the time of the launch, with more promising to do so once they were sure that people were using the card. Williams remembers that Florsheim Shoes—another of those institutions tied to the rise of the middle class—was the first chain of stores to accept BankAmericard. The card was a novelty at first; just as Americans spent hours staring at the test pattern of their new TV, so did the citizens of Fresno gather around the checkout counter to watch someone pay with a BankAmericard. This was the 1950s, after all, a time of wonder at the miraculous march of progress. BankAmericard was part of that march.


The advertising campaign unveiled in Fresno was also a classic product of the 1950s, managing to evoke that guileless mix of ambition and innocence we’ve come to associate with that era. “Carry Your Credit in Your Pocket!” those first ads exuberantly announced. “Just One Payment to Make at the End of the Month!” they added. “It’s easy to know where your money goes when you see it there in black and white in one concise statement!” the copy read. “You can budget payments, too, if you wish and still add more purchases on your BankAmericard—thanks to the flexible payment feature . . . . ” It’s as if no one at the bank could conceive that there might ever be a problem with letting any member of the middle class carry its credit in his pocket; as if a “flexible payment feature” posed no potential dangers; as if everything associated with having a credit card was good and wholesome and quintessentially American.


In fact, that is exactly what the bank believed. Throughout its long history of extending consumer credit, Bank of America had always made an implicit distinction between “good” credit and “bad” credit. The kind of credit it extended, of course, was the good kind: the kind that made it possible for good, upstanding citizens to achieve the American dream. The kind that made the consumer society tick. The kind that was based on “the inherent honesty of the great majority of people,” as Ken Larkin later put it. This sentiment did not change just because the bank was now issuing credit cards.


Williams himself had an almost prudish view of his new device. “The biggest thing a credit card can do is enable families to take advantage of sales—to buy your skis in the summer and your barbecue grill in the winter,” he says. “I wanted people to understand that their goal should be to make credit pay them, instead of having them pay for credit. If they overspent,” he adds with a paternalistic smile, “then you might have to rap their knuckles once in a while.”


Larkin recalls the bank’s nervousness when it decided to expand the program to Los Angeles. Los Angeles was home to (in his words) “the fast Hollywood crowd, the blue suede shoe boys.” Partly, that nervousness stemmed from the bank’s fears—not unjustified—that there might be problems in Los Angeles with credit card fraud and with collections. But it was also due to the fact that, although the blue suede shoe boys would undoubtedly enjoy having a credit card, they were probably not going to use it to buy skis in the summer.


In the end, though, the main thing old Bank of America hands remember about the Fresno test is how short it was. It had only been running for a few months when the bank began hearing rumors that another California bank was going to inaugurate a competing credit card—and would make its first drop in San Francisco, Bank of America’s backyard. A friendly merchant slipped a copy of the other bank’s plans to someone at Bank of America, which not only confirmed the rumor but galvanized everyone associated with BankAmericard. Suddenly, all the caution that had characterized the Fresno experience was abandoned.


Within three months, the bank was rushing credit cards to customers in Modesto, north of Fresno, and in Bakersfield to the south. By March 1959, tens of thousands of BankAmericards were being given to customers in San Francisco and Sacramento; by June, tens of thousands more were arriving in the mail in dreaded Los Angeles. In each of these cities, every employee in every Bank of America branch was assigned to sign up merchants, which they did with abandon. By October 1959, thirteen months after the Fresno test had begun, BankAmericards had been dropped in every nook and cranny in California. In that time, some 2 million cards were put into circulation; more than 20,000 merchants had agreed to accept it. The other California bank never bothered to unveil its competing card. And two months after that, Joe Williams resigned.8


*   *   *


What had gone wrong? It’s hard, in hindsight, to think of anything that didn’t go wrong. The bank’s frantic effort to push credit cards out the door had degenerated into a small catastrophe. Delinquent accounts? They weren’t 4 percent as Williams had predicted; they were 22 percent. Collections? Williams, convinced the BankAmericard program would never have to worry about collecting on its loans, hadn’t even bothered to set up a collections department. Fraud? It was rampant. Resistance to the bank? It was everywhere, especially among the larger merchants, who hated the idea of paying 6 percent to the Bank of America, and resented its attempt to get into the credit card business. Bank of America salesmen got nowhere with them. As a result, those early merchants were dominated by “the league of pawn shops, taverns, and bail bond houses,” as one writer would later describe it.


The biggest disaster was in Los Angeles, just as the bank had feared. Here is where Bank of America got its first lesson in credit card fraud. Crooks were quick to decipher the symbols on a stolen credit card, so they knew what the floor limit was. That way, they could make hundreds of small purchases under the limit without having to worry about a merchant calling the bank and finding out the card was stolen. Prostitutes lifted cards from Johns. Merchants by the hundreds cheated the BofA. Thieves broke into the bank’s warehouse and stole unembossed BankAmericards, which they then offered to sell back to the BofA. Because credit card crime was so new, the bank had a hard time getting the police interested in pursuing these thefts; because it feared the thieves would emboss the cards and use them, it often did buy them back.


It was in Los Angeles that Bank of America also first learned something about the risks that came with handing out credit cards indiscriminately. You couldn’t drop thousands of credit cards on a large American city and not expect to have problems; it was crazy to think otherwise. In Los Angeles, there were problems with people getting duplicate cards; problems with once-good customers seeing the card as free money and running up charges they had no intention of repaying; problems with people who were simply not good credit risks getting the card. In one case, the branches were asked to come up with a list of people who should not get a BankAmericard; because of a mixup, everyone on the list got a card. Later, Williams would blame the Los Angeles branches, claiming that they had been too lax in compiling their lists of customers who should be mailed BankAmericards. Most other bank executives, though, blamed Williams for not realizing that not all Bank of America customers were equally credit-worthy. According to this view, his lack of loan experience was his crucial flaw, as was his unwillingness to confront head-on the mounting problems. Whenever other executives asked him what he was doing to stanch the red ink, he would airily dismiss their concerns. “All is well,” he would say. But it wasn’t. By the time Williams left, fifteen months after the launch, the bank had officially lost $8.8 million on its new credit card program. For a bank in the 1950s, that was a huge sum of money. And that wasn’t the half of it. The real figure—when hidden costs like advertising and overhead were included—was closer to $20 million.


As painful as this financial loss was for the bank, the loss of face hurt almost as much. Williams’s decision to mail out the bank’s new credit card created a furor across the state. “Regularly there appeared an item,” according to the bank’s own account, “usually a report or a statement from a congressman that [said]: ‘a rapidly expanding credit-oriented economy is morally and financially ruinous to the public welfare.’ ” Larkin went to church one Sunday morning and heard his minister denounce credit cards from the pulpit. Editorial writers all over California took up the cry, pointing out that people were being handed a device they had never asked for and didn’t want—one that could only get them into trouble. Others objected to the fine print they found buried in the cardholder agreement. It said that the person to whom the card was issued could be held responsible for any purchase made, even if the card had been lost or stolen. After this became widely known, there was another round of condemnation.


*   *   *


Eventually, it all came to a head. A moment arrived when the bank’s top management, stung by the growing criticism and unable to ignore the mounting losses, had to decide whether to stay in the credit card business or abandon it, as so many smaller banks had done before it. In the bank’s own retelling, this moment came during a series of meetings of its Managing Committee, a small group chaired by the bank’s chief executive, a soft-spoken, gentlemanly man named Clark Beise. Naturally, the BankAmericard program had acquired the stench of failure; no one in the bank wanted to be associated with it. The facts, as they were presented to the committee, were awful. No one could say with any certainty whether the program was salvageable. The head of the bank’s installment loan division was asked to sit in on these sessions, which he did “with misgivings.”9 And naturally, the members of the committee, these rational, 1950s legatees of their boisterous founder, looked out into the future of their bank and their country and saw credit cards as a part of both. (Besides, adds the bank’s credit card historian, they realized that “every conceivable mistake had already been made.”)


Did it really happen that way? It’s impossible to know for sure, since virtually everyone involved in that decision is now deceased. But that’s the legend as it has been handed down, and subsequent events would suggest that it is reasonably close to the mark. After Williams left the bank, a massive effort was begun to clean up after him. First, all of the men who had been part of Williams’s team were given new assignments as far away from credit cards as possible. Then, the business was turned over to the loan men. “That’s when the bank began to bring installment credit thinking to the management of credit cards,” says Larkin. A collections department was set up. An antifraud unit was established. Losses were written off. People who were clearly not planning on paying their bills had their cards taken away; merchants suspected of cheating the bank were dropped from the program. At the same time, realizing the need to lower the resistance of larger, more reputable merchants, the new credit card department began cutting the merchant discount, in some cases to as low as 3 percent.


And for the first time, the bank faced up to the realization that not everyone in California was as convinced of the virtues of credit as it was. This is what Williams had most lost sight of as he had prepared to unleash his new device upon an unsuspecting world. It is what the bank most needed to come to terms with now. In an attempt to repair its tattered image—to explain itself, really—the bank’s advertising department wrote an open letter to its customers across the state, 3 million families in all. Part apologia, part sales-pitch, the letter was both an admission that it had offended people with its mass mailings of cards, and an attempt to recapture the moral high ground from its critics. It read in part:


As for its encouraging extravagance, it seems to us that this is a problem which every individual must resolve for himself. Only you can determine to what extent your income and circumstances permit you to buy on credit. It is not our intention to encourage “easy money” or a “free spending program.” In fact, we believe our job is to assist you in any way possible to maintain sound and sensible control of your finances.


It took well over a year for the BankAmericard program to right itself, but gradually it did. In his 1960 report to shareholders, Beise predicted that the BankAmericard would soon become “a significant source of earnings.” By the following April, the card had turned a profit.


Between 1958 and 1966, Bank of America had the California credit card business all to itself. Other banks, knowing about the huge early losses but not about the later profits, stayed away. For much of that time, the number of BankAmericards grew only slightly: The bank was largely content to manage the million or so cards that remained in circulation after the program had been cleaned up. It would be another five years before the bank dropped cards again in any significant number.


Yet a funny thing was happening. Each year, the cards in circulation were gaining a little wider acceptance. Each year, more customers were taking them out of their desk drawers and using them. In 1960, 233,585 were in use; by 1964, that number was up to 430,442; by 1968, it was over a million. Each year Bank of America customers used the card to buy more things ($59 million worth of sales in 1960; $400 million by 1968), and to take on more debt ($28 million in 1960 versus $252 million in 1968). And each year, the card made more money for the bank, from $179,000 in 1961 to $12.7 million in 1968.


Today, credit card executives like to say that the card has become so entwined in the fabric of American life that most people have no choice but to carry one. Their feelings about debt, and about the card itself, are largely irrelevant. “Have you ever tried to rent a car without one?” asks Alex “Pete” Hart, the former head of MasterCard. But that wasn’t true in the 1960s. People did have a choice. There was no imperative to use a credit card. In the spring of 1965, the bank conducted a widely publicized stunt, in which a man lived for a month without cash, using only a BankAmericard to make purchases. But the stunt was hardly necessary, for by then it was obvious that the card was gaining acceptance. For whatever reason, more and more Californians were choosing to use it—choosing to make their own decisions about the level of personal debt they could carry comfortably, implicitly accepting the bank’s shifting of responsibility from itself to them.


The first shot in the money revolution had been fired.





CHAPTER 2


The Man with the Golden Touch


February 1966


THE GREATEST POPULARIZER of the stock market—the man who spent his career trying to convince the middle class that stocks and bonds should be a part of their lives—died in his bed, at his Long Island retreat, on October 6, 1956. He was seventy years old, and though the moment of death had arrived suddenly, the real surprise is that he lived as long as he did.


He had been an invalid for more than a decade, having suffered a series of heart attacks when he was fifty-eight, followed by an intense and unrelenting angina that would stay with him the rest of his life. On bad days, the angina might strike as often as 127 times: He knew the precise number because he kept close track of his attacks, and then grimly related the latest count to friends and relatives in the long, windy, self-absorbed letters for which he was renowned among his circle. A lifelong carouser and incorrigible womanizer—“getting my batteries recharged” was his euphemism for philandering—he bridled at the regimen prescribed by his doctor, who, adhering to the conventional medical wisdom of the day, told him he would have to remain bedridden and housebound if he expected to stay alive. Told to stop drinking, he cut back to two martinis a day. Ordered to stop traveling, he merely cut out business travel, continuing to rotate among his three residences, in Barbados, Palm Beach, and Southampton, Long Island. In his late sixties, he found temporary relief from his angina when a doctor prescribed a new and radical treatment, dosages of radioactive iodine, which he called “atom bomb cocktails.” The pains temporarily gone, he then went to his reunion at Amherst College, where he caroused so gaily and drank so freely that he suffered a major relapse.


And of course it was unthinkable that he would stop working, no matter what his doctor said. It would be nearly ten years after his first heart attack before he stepped into his office again—this appearance also made possible by the atom bomb cocktails—yet there was no question that he was still the man in charge. His days on Long Island revolved around two events: a bridge game with a handful of wealthy women who made up his entourage, and a two-hour phone call to his firm’s managing partner, in which he would pepper the man with questions, requests, demands of every kind. “Why . . . had the monthly report not reached him? Why hadn’t he been informed of a partner’s wife’s mother’s illness?” his younger son later wrote, gently mocking his daily demands. Two weeks before his death, a former partner would later recount (as if to prove the son’s point), he asked to see the text for the upcoming annual report. “It could not be released until he approved every word and illustration.”


By then, the angina pains had returned, and he had come back from a stay in Barbados with a mysterious skin ailment, though neither condition seemed to suggest a serious turn for the worse. In early October, however, he developed uremia. On October 5, he lapsed into a coma, and the next day, Charles Edward Merrill was dead. Of the hundreds who attended his funeral—the industrialists whose stock he had underwritten, the partners he had made wealthy, the family he had tried, however imperfectly, to love, even some of the women he had seduced—most had known him as Charlie. Good Time Charlie Merrill. He was a piece of work.


His firm, of course, was Merrill Lynch, Pierce, Fenner & Beane, which he founded as Charles E. Merrill & Co. in the first few days of 1914, and which became in his lifetime the largest and most successful brokerage house Wall Street had ever seen. In effect, Merrill worked the opposite side of the street from A. P. Giannini: The latter operated on the banking side of personal finance, while the former worked the investment side—the riskier, stock market side. But in many ways they were kindred spirits. They both had outsized egos, personalities that overwhelmed, and a sense of zealotry that bordered on the messianic. In business at least, they shared a rigid sense of morality: Merrill always had contempt for those in the brokerage business—and in his mind, that included just about everybody who didn’t work for him—who held to a different, looser set of standards. Most importantly, they both bet correctly that success in their particular spheres of personal finance lay with attracting the middle class, instead of catering to the rich. “Bringing Wall Street to Main Street” was the way Merrill liked to describe his life’s work, and although his life ended well before his work was done, those words would echo through the decades, as events gradually conspired to push Americans in the direction Merrill had always tried to lead them. In time, his central idea, that the middle class should be investors as well as savers, would be at the heart of the money revolution.


*   *   *


All his life, Merrill was his own best mythmaker, and the myth he spun about his early days in New York ranks among his finest creations. The year was 1907; Merrill was twenty-two years old, an ambitious, inexperienced young man whose job history up to that point amounted to playing semipro ball and editing a small newspaper. The son of a struggling doctor, he had grown up in a series of small towns in Florida, and had been forced to drop out of Amherst College during one of his father’s periodic financial droughts. The chief circumstance behind his move to New York was his engagement to a Smith College student: Her father was a New York textile executive, and at his daughter’s request, the man agreed to take on Merrill, whom he had never met. Merrill was hired as an office boy, earning $15 a week.


His arrival in the city coincided with a market crash; credit was tight. His new employer (as he later told the story) had been unable to persuade any bank in the city to lend it $300,000, money it had to have to stay afloat. In desperation, the company sent its office boy to one of New York’s newest banks, to make one last stab at getting the loan. Somehow, the office boy maneuvered his way into the bank president’s office. The dialogue supposedly went like this:


“Young man, I understand you want to borrow $300,000.”


“Yes, sir, that’s what I’m here for.”


“How old are you?”


“Twenty-two.”


“Don’t you know there’s a panic on?”


“Yes, sir, I certainly do,” replied the office boy. “But don’t you know that it takes just one good panic to get a new bank going?” At which point, the bank president roared with laughter and gave Charlie Merrill the money.


It is an utterly improbable story, the kind that only a man of astounding bluster and ego could tell on himself with a straight face. But Charlie Merrill was always such a man—perfectly willing to hear others describe him as larger than life since that’s what he believed himself. The mundane facts are not quite so legendary, but impressive enough: He showed talent in that first job, rose quickly through the ranks, earned a salary of $100 a week within two years, spent much of the money in the clubs of New York accompanied by women who were not his fiancée, broke off his engagement, and quit his job. It wasn’t long before he landed at his first Wall Street firm, where the pattern repeated itself. This time he revived the firm’s moribund bond department, got in return 10 percent of his department’s profits, perfected the art of crashing society parties with his pal and coworker Eddie Lynch (the Lynch of Merrill Lynch), had a huge blowup with his boss, and quit the firm after feeling he’d been cheated in several of the firm’s financial dealings. In his next Wall Street job, he lasted less than eight months, quitting this time when his boss tricked him into tearing up his employment contract and forced him to take a $50-a-week pay cut. By then, Merrill was beginning to realize that he was not cut out to work for someone else. He also realized that Wall Street was the arena where he wanted to spend his life. In 1914, with $6,000 in capital, he hung out his own shingle. He was twenty-nine years old. He struggled for eighteen months to put together his first underwriting, but after that, he quickly put together seven more. By the time he was thirty-one, Merrill was a millionaire.


Merrill had a small handful of great business insights in his life, two of which were in evidence even before he struck out on his own. The first was his belief that Wall Street could not prosper in the long run unless it broadened its horizons. The stock and bond markets were completely and unapologetically an insider’s game in the early part of this century; the ultimate insider was J. P. Morgan. The markets were run by Morgan and other wealthy insiders for their own benefit, and woe to anyone who tried to interfere. Small investors were not just scorned; their business was often turned away even when it arrived over the transom. Yet within two years of his arrival on Wall Street, Merrill was writing articles in popular magazines soliciting small accounts, promising readers that “a new guild has sprung up in the [investment] banking profession which does not despise the modest sums of the thrifty.” This was an exaggeration. There was no new guild. There was only him.


Merrill’s second insight had to do with the changing nature of American industry. The most powerful investment banks of the day tended to finance only the most powerful industries, the railroads and the utilities, and to promote their stock. Merrill quickly came to the view that those stocks were overvalued, and turned his attention instead to what we would now call “emerging growth stocks”—the nascent auto industry, for instance, and most especially, chain stores. Chain stores were sprouting up across America, but despite their spectacular growth, Wall Street viewed them as fads. Merrill viewed them as the future of retailing, and he became their champion. He financed S. S. Kresge & Co., Safeway Stores, McCrory Corp., and many others. When one became weakened, he would arrange the merger that would save it; when a key executive departed, Merrill would maneuver to install his own man; when things became stickiest, Merrill would step in and take control. Whenever his firm handled a chain store financing, he always bought a large number of warrants, convertible into stock, for himself. This both ensured him a say in the operation of the stores, and showed his customers that he was willing to put his money where his mouth was. (“If a stock is good enough to sell, it’s good enough to buy,” he liked to say.) It also made him extremely rich; he was the largest single stockholder of Safeway Stores. Even after other firms began clamoring for a slice of this obviously lucrative business, it remained predominately his, so closely was he identified with chain store financing. Until quite recently, Safeway was run by his grandson, Peter Magowan.1


For most of the Roaring Twenties, Merrill combined his two insights with happy results. He continued to finance chain stores—which brought in underwriting revenues for the firm—and to promote their stock to his growing network of customers—which brought in commission revenue for the firm. In effect, his small customers were investing in the same stores they were shopping in. He set up branch offices in cities like Detroit, Chicago, and Los Angeles, all connected to the main office by Teletype wire. (Hence the Wall Street term “wirehouse.”) He was a believer in the virtue of long-term investments, and was outraged whenever he overheard one of his salesmen encouraging someone to buy a stock to make a fast profit. During World War I, he pushed his staff to sell Liberty Bonds, not only because it would help finance the war effort but because he could see the connection to his larger beliefs. “People who start buying bonds from motives of patriotism will continue to do so because they are the most convenient form of safe investment,” he wrote.


And on March 31, 1928, he was the first to tell his clients to get out of the stock market. This was another of those stories Merrill would recount for the rest of his life, but this was no exaggeration: He saw the great crash coming, and he said so. He saw it, in fact, nineteen months before it happened, at a time when stock prices were still rocketing upward and when the small investors Merrill wanted in the market were finally racing in. But they were doing so in the wrong way and for the wrong reasons—piling up margin debt in a speculative orgy, clamoring to get aboard as the train was leaving the station. It was one of those moments that are always obvious in hindsight: The moment when speculative excess replaces sober-minded judgment, and greed replaces fear as the market’s reigning emotion. At this moment in 1928, like all such moments, the telltale signs were there for all to see, but no one saw them because they were caught up in the market’s euphoria. All except Charlie Merrill.


Over the protests of his partner Lynch, Merrill wrote an impassioned letter to his customers, urging them to “take advantage of present high prices and put your own financial house in order.” Three months later, the market took its first big tumble, but came roaring back. Merrill wangled an appointment to see Calvin Coolidge, whose presidency was nearing an end, pleaded with the President to help dampen the wild speculation, even offered him a partnership in the firm after he left the White House—with his only task being to speak out publicly against speculation and margin debt. Coolidge was unmoved. By February 1929, as the market was making its last wild climb, Merrill was liquidating much of his firm’s stock portfolio. “Many fine reputations have been built up in this era of extraordinary prosperity, which will not stand the acid test when troublesome times are here,” he predicted to Lynch. And when the crash finally arrived that fall—and Merrill’s firm came through it largely unscathed because of his actions—he abandoned the brokerage side of his business, handing over the firm’s retail network to another wirehouse, while retaining its underwriting side. He would later claim that he was disgusted by what he had seen during the last days of the bull market—the way brokers had pushed small investors toward disaster for a commission. And no doubt he was sincere. But it’s also true that the 1930s would have been an impossible time to sell stocks to the common man. Small investors were slaughtered in the crash; they weren’t about to come near the market. Whatever the case, Merrill did not return to the brokerage business for a decade.


*   *   *


He was a celebrity by then, his business pronouncements listened to respectfully, his divorces grist for the gossip columnists. When he decided to divorce his second wife Hellen, whom he had married a week after his first divorce, the twists and turns in the proceedings were recounted with the kind of joyous abandon the tabloids reserve for such events. (She sought an injunction to prevent him from getting a Reno divorce; he retaliated by claiming that she was unfit to have custody of their son James: “Pawn in Parents’ Fight” ran a tabloid caption when James was barely a teenager.)


Periodically, Charlie Merrill would vow to change his ways, and no doubt he was sincere about this, too. When he had first married Hellen, a stunning twenty-five-year-old magazine editor, in 1925, he had stayed home at nights, and even attended church for a while. But ultimately, he was incapable of changing, so even though he was no longer in the brokerage business, and even though he was married to a beautiful woman whose company he enjoyed, he spent the 1930s the way he spent most of his life—in constant pursuit of deals and women. Always, he carried around a palpable pride, and a need to place himself at the center of any orbit he was in. “Whatever he decided to serve,” his son James Merrill once wrote, “the victim was meant to choke it down and be grateful.”


James Merrill, of course, would go on to become one of America’s finest poets; he was also one of the rare homosexual men in the 1950s who lived his life, in large measure, in general disregard of the closet. At first, Charlie Merrill had a difficult time comprehending both these aspects of his son’s life. Once, after Merrill learned his son was having an affair with a professor at Amherst College, he was filled with such instant rage that he fleetingly contemplated having the professor killed. And though Merrill realized early on that his son was unlikely ever to join the firm, he was still not disposed to look kindly on a vocation so profitless (in the literal sense) as poetry—at least not until the president of Amherst assured Merrill that his son had “professional” talent.


Indeed, to read James Merrill’s memoirs is to get the strong sense that the younger man spent much of his youth struggling to break free from the older man’s dominance.2 Fleeing New York in his twenties, James Merrill spent several years in Europe, a continent where the Merrill name held no sway, as he notes with palpable relief. Several years earlier, James Merrill had briefly contemplated a far more drastic step than moving to Europe: He let it be known that he was thinking about renouncing his inheritance. Having known poverty, Charlie Merrill found such a notion incomprehensible. More than that, though, it was a blow to his ego—and it was ego, finally, that drove his incessant deal making and womanizing, his never-ending search for conquests.


Just as it was ego that propelled him toward one last conquest of the brokerage industry at the age of fifty-four.


*   *   *


In the fall of 1939, a broker named Winthrop Smith invited Charlie Merrill to visit him in Chicago on his way to the West Coast. Smith had worked for Merrill in the 1920s and now ran the Chicago office of E. A. Pierce & Co., the wirehouse that had taken over Merrill’s branch offices. The agreement between the two firms was due to expire at the end of the year, and Smith feared that if Merrill reclaimed his branch offices, Pierce & Co. would not survive. Because of the Depression and the looming prospect of war, the market had been terrible, and wirehouses like Pierce & Co., with its forty branches and 20,000 miles of wire, had been especially hard hit. Smith had talked to his managing partner, Edward Pierce, and had convinced him that there was only one man who could save the firm: Charlie Merrill. If he were willing to merge his underwriting firm with Pierce’s wirehouse, Smith told Merrill, Pierce would step aside and allow Merrill to become managing partner. As for what Merrill would get out of it, Smith was shrewdly downbeat. “A man in your tax bracket would be a fool to come in,” he later claimed to have told his old boss. But maybe, he added, Merrill might be able to reclaim his old slogan about bringing Wall Street to Main Street. Maybe he could show Wall Street a few new tricks. In the face of such an appeal, Merrill was defenseless.


The merger was announced in January and completed in April. Merrill put up $2.5 million in return for a majority stake in the new firm, which was christened Merrill Lynch, E. A. Pierce, and Cassatt & Co.3 Three days after assuming control, Merrill called a conference of his new partners, where he laid out his plans. In effect, Merrill was planning to apply to the brokerage industry the same principles that had made chain stores so successful: the mass marketing techniques, the emphasis on high volume and low cost, the saturation advertising, the nationwide distribution network. To the snickers of his competitors and the skepticism of many of his new partners, he would run his new firm as if it were a supermarket. It was his last great business insight.


On the face of it, there was scarcely an industry in America less amenable to mass marketing techniques than the brokerage business. It had always been a high-cost, low-volume industry that made its money by catering to the wealthy. Indeed, Merrill’s own cost structure was instructive: At the end of the 1930s, his firm was spending $14.29 on each transaction but taking in only $10.17. “When you figure that one of our clients, the Carnation Milk Company, can content the cow, milk it, pasteurize the milk, put the milk in the can, put a label on it, put it in a box, advertise it, ship it all over the world, and sell the can of milk for five cents, then you realize how perfectly frantic these figures make me feel,” Merrill said. His first order of business was to slash costs, which he did ruthlessly, employing Smith as his designated hatchet man. He and Smith even closed the large, plushly appointed room where customers had always been able to watch the ticker. He put 100 brokers in that space instead.


He then took steps to make it less expensive for customers to do business with the new firm. Services that brokers had always charged for—collecting dividends, for instance—Merrill Lynch would now do for free. Merrill announced that his new firm would charge only the minimum fixed commission rate for stock trades, as set by the New York Stock Exchange, eliminating the commission surcharge many brokers added. He was “down-scaling,” we’d say now. The tonier investment banks on Wall Street hated what he was doing and would look down their noses at Merrill Lynch forever after. Their attitude would always rankle Merrill Lynch employees, but Merrill himself could not have cared less.


Merrill’s strategy hinged on drawing small investors into the market. This was a daunting mission. In 1939, the Roper organization conducted a poll for the New York Stock Exchange to gauge the public’s attitude toward the market. The findings were damning. Those members of the public who weren’t ignorant of the workings of the market were suspicious of them, Roper found. People didn’t trust the hot tips they got from brokers. They were convinced that brokers foisted bad stocks on clients. Fifty percent of those polled said that rich customers got better treatment than the less affluent. Merrill Lynch did its own study, asking people to rank all the possible places they might put their money. Most of those polled put stocks at the bottom.


To change that perception, Merrill launched a public relations campaign that would continue long after his own life. Partly, the campaign was an explicit effort to prove to the small investor that a Merrill Lynch broker operated on a higher moral plane than his less scrupulous competitors. A Merrill Lynch man would always disclose his firm’s interest in any stock he was promoting, Merrill announced. Merrill insisted that the firm publish its financial results each year, even though it was not required to. Since customers didn’t want hot tips, Merrill Lynch would provide them with impartial research. A Merrill Lynch man would be trained at a school Merrill set up in 1945 for new brokers, many of whom were drawn from the ranks of the new veterans returning from World War II.


And finally, a Merrill Lynch man would be paid a salary. To Merrill, this was the most important change of all—and the one his brokers most resented. Historically, brokers made their money on commissions that were added to the price of a stock or a bond that a broker bought or sold for a client. This system had a glaring built-in conflict (as it does to this day), pitting the need of the broker for commission revenue against the desire of the customer for sound and stable investments. From time immemorial, unscrupulous brokers “churned” accounts to reap commissions, but even honest brokers faced temptation. A broker with a clientele full of contented customers was—and still is—a broker who will soon be looking for a new job. Brokers needed trades to make money.


Putting his brokers on salary was Merrill’s way of eliminating the temptation. A salaried broker, he believed, would be better able to guide clients to long-term investments without having to worry about the need to generate periodic trades. And the customer, listening to his broker’s advice, would know that it wasn’t motivated by the prospect of commissions. For the rest of his life, Merrill never changed his view about this, and despite periodic grumbling from the brokers, he refused to reintroduce a system of pay based on commissions.


*   *   *


There was another aspect to the Merrill Lynch public relations campaign, one that had less to do with heralding the firm and more to do with reacquainting Americans with stocks and bonds. Merrill believed that people wouldn’t come to the stock market until they understood it. He also believed that once people did understand it—once they saw how much they could make with a steady, long-term investment program—they would flock to the market. He thus gave himself the task of making them understand it. “It was probably the biggest job in mass education that’s ever confronted any business at any time in the history of this country,” he would say years later. This was hyperbole, of course, though for Merrill it was less hyperbolic than usual.


This mass education campaign took shape after the end of the Second World War (and after the onset of Merrill’s various ailments), when he watched the rise of the middle class and quickly saw the implications for his business. Here, at last, were the potential customers he had yearned for all his life—Americans who were not rich, but still had disposable income that could be sensibly invested. It was up to him to persuade them.


There was almost nothing Merrill Lynch wouldn’t do to spread the good word. It was said that $1 out of every $4 spent on advertising by Wall Street was spent by Merrill Lynch, a figure Merrill liked to toss off with both pride (he was doing his part) and disdain (nobody else was doing theirs). The firm published an endless stream of reports, investment magazines, pamphlets—11 million pieces in 1955 alone—with titles like How to Invest and How to Read a Financial Report. In 1948, it ran perhaps the most famous financial ad in history in The New York Times, a densely written, 6,000-word tract entitled “What Everybody Ought to Know About This Stock and Bond Business.” Merrill Lynch gave big lectures and small seminars, with day-care provided so that both husband and wife could attend. It held a popular series of investment courses for women only. It set up tents at country fairs and erected an investment booth in New York’s Grand Central Station. It ran a brokerage on wheels. Once, it even gave away stock in a contest sponsored by Wheaties.


Did it work? Within the narrow confines of Wall Street, it worked spectacularly. By the time he died in 1956, Merrill had put together the distribution network he’d always dreamed of: With its 122 offices, its 119 partners, and its 5,800 employees, Merrill Lynch was the country’s first truly nationwide brokerage house, its reach immense, its name by far the best-known in the business. It did nearly 20 percent of the odd lot volume on the New York Stock Exchange (an odd lot is a trade of less than 100 shares) and 12 percent of the larger, round lot volume. With $83.5 million in revenues, it was the largest firm on Wall Street, and with $18 million in profits, it was among the most profitable. It had proudly spent $20 million in advertising over the course of the previous decade, and advertising would remain one of Merrill’s legacies; Merrill Lynch was running television ads years before anyone else in the business. And it had garnered 440,000 customers, which was three times more than its nearest competitor. Of those, 79 percent earned less than $10,000 a year.


And yet one ends up wondering whether Merrill felt disappointed by what he achieved in his lifetime. As grand as his accomplishments were, they simply did not lead to the kind of sweeping change in America’s financial habits that he had hoped for. Those 440,000 customers may have been a large number by Wall Street’s standards, but they were a pittance in the grand scheme of things, especially considering the growing prosperity of the middle class. And despite the firm’s success, Wall Street remained unmoved by his example. When Merrill died, his voice was nearly as lonely as when he’d first landed on Wall Street, enthusiastically soliciting “the modest sums of the thrifty.”


Late in his life, during that short period in 1953 when he found temporary relief from his angina, Merrill made a speech to the firm’s partners that hinted at his frustration that his ideas had not been embraced. He was a frail man by then, stooped and small, and he shuffled slowly to the podium after he was introduced. Although the speech was meant to be a celebration of Merrill’s short-lived return to the office, it had an edginess, a bitterness even, that he could not disguise. “Thirteen years ago, I said—and I meant it then and I mean it now—I do not want to be a partner in the only firm that makes money when everybody else in the same industry is dying of starvation. Actually, it isn’t a case of starvation. It’s just plain dry rot.”


For the next ten minutes, as he gripped the podium to steady himself, he bemoaned Wall Street’s various failings—its failure to change its pay system, as he had done. It had failed to advertise and promote its business—the way Merrill Lynch had. American business had failed to persuade the middle class to come into the market—as he had urged. Brokers had failed to understand the greatness of their products—despite his many attempts to explain it to them. “If the average man had invested a set sum of money every year since 1937 . . . and reinvested his dividends every year, he would have done considerably better than if he put the same amount of money out at ordinary . . . compound interest. [But] you could tell that story to nine out of ten men in our line of business, and they wouldn’t even listen to you, much less believe it,” he growled.


No wonder so few people had come to the stock market! Everyone had failed him. Including, perhaps, the American public itself. Despite everything he had done, there were only 6.5 million individual investors at the time Merrill made his speech. That amounted to 4 percent of the country. Had the other 96 percent listened to Merrill, they would have participated as the Dow Jones average made its steady climb during the 1950s. They would have made a great deal of money. But they were not yet ready, and nothing Merrill could say or do could make them ready.


[image: images]


THE STOCK MARKET WASN’T COMPLETELY DORMANT in the 1950s, of course. It wasn’t like the 1930s. Each year, as the Dow Jones average rose, from 192 in 1950 to 679 by the end of the decade, so did the volume of shares traded—an obvious indication that more people were buying stocks. Figures compiled by the New York Stock Exchange showed that in the mid-1950s, about 500,000 people a year were becoming new stockholders. By the end of the decade that number had jumped to a million a year; in all, reported the exchange in 1959, 12.5 million people were investing in the market—nearly double the number Charlie Merrill had cited in his valedictory speech a half-dozen years before.


Although the exchange would trumpet these figures as proof that America was flocking to the market, it seems more likely that they represented a narrower phenomenon. The Americans who were becoming interested in the stock market were, for the most part, members of the new, and newly prosperous, white collar class: doctors and lawyers and, most especially, men (and the occasional woman) who staffed the growing middle-management ranks of America’s corporations.4 These same corporations—IBM, Eastman Kodak, Pan American, and dozens of others—were also the growth stocks of the day, which may explain why those who worked for them would begin to get interested in the market. Buried in the stock exchange’s figures is an intriguing list of cities with the highest proportion of stockholders: at the top of the list, Hartford, Connecticut, a city dominated by five of the nation’s largest insurance companies; Wilmington, Delaware, where DuPont had become one of America’s giant corporations; and Rochester, New York, headquarters to Eastman Kodak and Xerox.


In the early 1960s, the market got much rockier, the classic example being its wild swing in the wake of the Kennedy assassination: In twenty-seven minutes of trading, the market lost $13 billion in value, only to gain it all back when the stock exchange reopened a few days later. In general, though, the upward momentum continued. In 1960, the Dow Jones average reached 685; by the end of 1962, it was over 900. And still the market remained not much more than a curiosity to most people.5


But by 1965 that had changed; the market had become interesting to many Americans again. It was not, however, the result of anything Merrill Lynch did, even though the firm continued to promote the virtues of the market as if it half-expected its founder to phone in his daily critiques from the grave. Instead, what caught the public’s attention was the spectacular performance of a young immigrant from Shanghai named Gerald Tsai, Jr. Tsai was a money manager at an investment company based in Boston, called Fidelity Management and Research, and what he managed was a mutual fund. A mutual fund was an investment vehicle that allowed people to purchase shares not in a single stock, but in a group of stocks, which were bought and sold by a professional fund manager like Tsai. The money manager served as a proxy for the fund’s shareholders, making the investment decisions that most individual investors had neither the time nor the knowledge to make themselves. In effect, a fund manager was a buffer between market and investor.


For most of their history, mutual funds had had an insignificant role in the market; at the end of World War II, all the funds put together held only $1 billion. But in the mid-1960s, they suddenly became hot: In 1965, $2.4 billion streamed into the market via mutual funds. Among the reasons for their popularity was that they held out the prospect, as The New Yorker’s John Brooks would later put it, “[of] making ‘people’s capitalism’ a reality instead of a catch phrase.” In other words, they appealed to the middle class. And thus the irony: Charlie Merrill, the champion of the middle-class investor, hated mutual funds.


The reason for Merrill’s dislike of mutual funds is lost to history,6 but his view on the subject was well-known among the Merrill Lynch hierarchy. Former Treasury Secretary Donald Regan, who joined Merrill Lynch in 1946, and ran the firm in the 1970s, remembers writing a memo as a young staff assistant, suggesting that the firm start its own mutual fund. “I’m not going to touch this one,” his boss said. “Merrill will have a fit.” In his brash innocence, Regan insisted on having the memo shown to Merrill—and the great man did, indeed, have a fit. Merrill’s prejudice made such a deep impression that even after he had died, the firm still refused to have anything to do with mutual funds.


Here, plainly, was Charlie Merrill’s blind spot. How could someone who believed so fervently in the importance of bringing the middle class to the market miss the deep appeal of mutual funds? How could he fail to see that people would embrace the idea of having a fund manager serve as their market proxy? For all his foresight about the middle class and the market, Charlie Merrill never grasped the power of the mutual fund as an investment idea. It was the one great insight into his business that he missed.


*   *   *


Not that the inherent power of the idea was what first got people interested in the mid-1960s. No, it was another kind of power to which Americans have always been susceptible: the power of a star. That’s what Gerald Tsai was. Brooks would later compare Tsai to Greta Garbo: someone who “courted publicity while quite sincerely shunning it.” The Garbo analogy is fitting in another way: Though he was in the business of investing people’s money, Tsai got the kind of adulatory press normally reserved for movie stars—and not just in the business publications, but in popular magazines like Newsweek, which ran a long story on him in the late 1960s. (“Gerald Tsai Jr.,” swooned Newsweek, “radiates total cool.”) The celebrity fund manager is not such an oddity anymore, of course, but Tsai was the first.


Tsai was in his midthirties when he caught the country’s attention, managing Fidelity’s Capital Fund, which he had started from scratch in 1957, at the age of twenty-eight, and turned into a $340 million mutual fund. He was a short, handsome man, his eyes impassive, his hair slicked back neatly, his elegant French cuffs prominent in most photographs he posed for. Reporters who managed to get in to see him inevitably noticed his precise manner, his manicured hands, and the temperature of his office, which was noticeably cold. Because of his Oriental background—and because sensitivities about such matters were rather duller than they are today—reporters found it easy to imbue him with an air of mystery. From our latter-day perspective, though, it appears that most of the mystery was merely the result of Tsai’s refusal to describe his upbringing in Shanghai when reporters asked him about it. He was inevitably described as crafty and even, on occasion, “inscrutable.”


Most of all, though, reporters noticed his investing style. Everyone noticed his investing style. It was one of the reasons he was famous. He operated during an era we now know as the Go-Go Years, and he became the personification of the go-go style of investing. The Go-Go Years, which ran from the mid- to late 1960s, were a time when the market, like so many other aspects of American life, seemed to turn its back on the quiet 1950s. Throughout the 1950s, the stock market had made a slow but steady climb; during the Go-Go Years, it got zippy and overheated. Glamorous growth stocks like Polaroid and LTV rocketed upward. Speculation was rampant, as it always is as a bull market nears its end—not that anyone thought the end was near. And riding the bull most spectacularly were the new breed of mutual fund portfolio managers, who seemed to be able to dip in and out of the growth stocks and the gyrations of the market itself with the greatest of ease. This being the 1960s, they were invariably young, and it was usually noted that they sported sideburns, as if this signified their rebellion against their elders. The best of them were far outpacing the market averages, chalking up annual gains of 30 and 40 percent. The press began calling them gunslingers.
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