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Part One

The Bad Actors





One

What Happened?


“Stocks for the Long Run…Buy and Hold…Next stop, Dow 36,000…Stocks as the only asset class worth owning…Tech

Blue Chips…Stocks always come back…Don’t ever sell…Selling’s for losers…Why not put Social Security into stocks, after all they are the safest investments…”



Ahh, that litany, that rock-solid litany of reassurance about equities. Is there a soul on the planet who didn’t suffer from the multiple brainwashings that the media, the academics, the brokerage houses, and the mutual funds mercilessly beat into our heads for a decade? Amazingly, after trillions were lost, we still have no regrets, no apologies, nary a mea culpa from those who heartlessly led us to the financial slaughter that outranks even those of the nightmare generations 1973–1974, and, alas, 1929–1934—that’s right, the Great Depression. These one-note charlatans would, even after every penny of life savings had been lost, still recite their bogus mantras meant to take our eyes off the ball, and our wallets, even as they suffered not a penny for their admonitions. They haven’t learned a thing about the havoc they have wrought. They are still out there shilling their wares, except now they are saying that the stock market is even more undervalued than before. Dow 36,000? You better hope they’ve perfected cryogenics by then. That’s the only way you will live to see it.

This book is meant not as an epitaph to your hard-earned savings, but as an epitaph to their cynical reassurances and pseudo-scientific claptrap. This book should serve as an antidote to their sweet nostrums that have separated you so viciously and silently from your money. In short, they thought that if they got you in, you would never get out, and they would make fortunes off you before you figured out what the heck happened to your nest egg. The charlatans wrote their assurances of ever-higher stock prices when the market skyrocketed daily. Now that it has nosedived, their illogic seems deceitful if not downright larcenous.

Oh sure, the temptation to demonize seems far-fetched to some, particularly those who need stocks to go higher to make a living or have a successful venture. But as someone who has worked in the money business for more than three decades, and compounded money in his own fund at 24 percent after all fees, someone who has seen it all and done it all when it comes to stocks, I can tell you that exorcising demons may be the only way to assure you that it doesn’t happen to you again.

Why were the odds stacked so against the individual investor? Why was the bloodletting so incredibly worse than it would have been if the sole cause of the downturn were the economy? Put simply: money, greed—there was so much money to be made simply by keeping you in the dark about the practices of Wall Street. There were fees to be taken by managing assets; there were underwriter fees, initial public offering fees, fees from advertisers, mainly mutual funds and brokers; there were fees from lobbyists, accounting fees, lawyer fees, and fees from publishers. There were returns, outsized returns, that no one wanted to give up, including the public itself, and there were those huge gains that insiders generated by selling common stock against their options at the very top of the market and long after, enabling them to take out billions upon billions of dollars in gains, some right before their companies collapsed, leaving workers and pensioners holding nothing, not even a bag. The sums appropriated were so fabulous, and the penalties for abuse so small that the temptation to rig individual stocks and even the market itself, in the name of earnings “management” simply grew too great for all but the most holy of chief executives, which, alas, turned out to be too few to be noticed or to matter to battered 401k’s. What started as a few apples turned into the whole orchard, but no one in a responsible position in government wants to admit that harsh but true judgment.

The actions taken by the federal government subsequent to the prodding by elected officials such as Eliot Spitzer, the attorney general of New York, who got the ball rolling, certainly helped clarify the conflicts, and even shed harsh light on the most revolting of them. But within weeks of these actions, the complex of interests that kept you in the dark about how the stock market really works was right back in action.

Which is why you need this book and need it now, because if you are going to rebuild your nest egg or fix your 401k, you first need to understand which forces destroyed it. Only then, once you understand the subtle means by which you were fooled into coughing up vast sums, will you be in a position to work your way back to where you were, regardless of the overall market’s direction. It won’t be quick—after all, those overnight methods were what got us in this mess. Rebuilding your investments may not even be exciting, but we should have left the excitement for the ballpark or the movie houses. I will recommend to you a steady, solid way to make things back that can’t be corrupted by the cavalier forces that coalesced into the current brutal bear market for stocks.

First, though, let’s slay those nasty villains, those bear enablers that allowed the ursine capital destroyers to roam just about anywhere they wanted and take from you with reckless abandon. This will be a difficult task, but I intend to help you make your paycheck and your retirement money grow, not shrink, and I don’t want your fees, your commissions, or your capital gains. I just want your losses to stop and the capital appreciation to begin.





Two

The Forces That Took Your Money: WorldCon

If there was one defining moment of the era of shameless capitalism, it was the revelation of a $4 billion fraud—later revised to $6 billion—by WorldCom, the second-largest phone company in the United States. Sure, Enron springs to mind as precursor to all that went bad with corporate governance, but it was WorldCom, with its blatant manipulation of numbers, that caused people to realize that the whole game may, indeed, have been rigged. To a great extent, WorldCom was one of the stocks in the World Series of investing, and like the Chicago “Black” Sox of 1919, WorldCom was cheating in this World Series, and you were the loser. Everyone owned WorldCom; heck, my dad owned Worldcom because of its merger with MCI Communications. WorldCom wiped out billions upon billions of bond and stock monies. WorldCom encapsulates everything that went wrong, and everything that could still go wrong. That’s because, despite the best efforts of Washington, the con that WorldCom turned into could still be played again on unsuspecting folk who believe in the worth of both common stocks and the words of the executives behind them.

We know how it all ended, with the announcement on CNBC that a giant fraud had been perpetrated on shareholders and bondholders and lower-level employees, all of whom thought that WorldCom was doing fairly well at the time of its financial demise. But how did it begin? How did it get so dirty—and how come we couldn’t tell?

For that you have to go back to the mid-nineties, when Jack Grubman, the world’s most famous telecom analyst, decided to elevate a phone company salesman, Bernard Ebbers, into a telephone god. Grubman, who made fortunes for investors during the long-running bull market, became the single most important player in the hottest space: telecommunications. He, above all others, was responsible for the trillion-dollar morass that telecommunications spawned, because he was the chief proselytizer for unrelenting, ineluctable, telecommunications growth. (At least until August 2002, long after the boom had turned to bust, when he left his analyst job at Salomon Smith Barney “by mutual agreement.”) Grubman recognized, before all others, that there was a monumental opportunity to consolidate an industry that had been broken up by the Justice Department years and years ago and then further altered by the Telecommunications Act of 1996, which made it easy for any joker with a three-page business plan to get billions of public dollars to crack into the phone business. Grubman saw it all coming, and he had his fingers in almost all of the pies, from Global Crossing and Qwest—he was a huge backer of both, and some would say, was actually running these companies from his office in New York—to the now defunct Winstar and Teligent and, of course, the biggest con game of them all, WorldCom.

I knew Jack Grubman when he had just broken in as an analyst with Paine Webber in the late 1980s, after he left AT&T as an analyst. He and I were both Philly kids, and we liked each other instinctively. At that point Jack even helped me understand that AT&T was a loser’s game and that the competition would eat its lunch. It was a great call and he dined on it for years, until he was noticed by Citigroup’s Salomon Smith Barney and became not just their analyst, but also their deal-maker, the man behind the scenes who couldn’t wait to revolutionize telecommunications in this country.

At Salomon Smith Barney, Grubman pioneered a method of combining, in one office, the investment banking, stock research, stock distribution—he controlled a lot of hot deals—and prognostication of a whole industry. Grubman was not content with just telling you which stocks were worth buying and selling; he wanted to create new companies, run them, sell their stocks, and then merge their stocks, each time taking giant fees from everyone involved. What’s giant in a business where people routinely make hundreds of thousands of dollars a year? How about $20 million a year! He was the highest-paid man on Wall Street, making even more than his boss, Sandy Weill. He deserved it, if the criterion isn’t how right you are, but how much business you bring into a firm. And in the 1990s that was the only litmus that mattered.

But there was a problem with all of this business, an ethical problem that nearly everyone on Wall Street turned a blind eye toward: Grubman was a walking conflict of interest. In fact, he seemed to flaunt these conflicts, always preferring the larger corporate finance side over the retail investor, because the corporations paid bigger fees than retail ever could. You could say he overdosed the financial world in telecommunications. He had plenty of help doing it, though, as he became a celebrity analyst lauded by his firm, the industry he promoted, and the media, which made him the public face for what was hot on Wall Street. Should someone at Salomon Smith Barney have stopped Grubman from playing the role of deal-maker, operator, critic, and seer? Sure, but there was simply too much money to be made to get in Grubman’s way. At the peak, in the late 1990s, getting a call back from Grubman meant the world, maybe the sun and all of the planets that revolve around it.

In the mid-1990s, Grubman met up with a perfect foil in Bernard Ebbers, a mean-spirited telephone salesman from Mississippi who viewed virtually everyone in the world with contempt, except Jack. Ebbers decided that he wanted to put together the largest phone company in the world and Grubman was going to be his banker to get there. Even though WorldCom was public, with a board of directors and auditors who were meant to check Ebbers, or at least provide some oversight, Bernie Ebbers ran WorldCom as if it were a private fiefdom, and sometimes I wondered if Grubman was his only confidant. Ebbers carried WorldCom around in his back pocket. Wherever he was, the company was, and he let you know it. Constantly.

To make all of these acquisitions and to consolidate the industry, WorldCom needed a highly valued stock, a “currency” as we call it on Wall Street. To get a highly valued stock you needed promotion. Stocks that aren’t promoted by Wall Street brokerage houses don’t go up. You need strong buys and super-duper buys and rosy scenario-spinning to encourage large institutions and the public to bid your stock up. Given the dowdy nature of the phone business, only acquisitions could create the kind of sizzle to get things rolling for WorldCom. Grubman hyped the stock to the moon and then presented a constant stream of companies for WorldCom to purchase with the “full faith and credit” of Jack Grubman behind it. Grubman printed a lot of currencies at his peak, including Global Crossing, which Jack had assisted in taking over dowdy old Rochester Telecom—another old and steady outfit that was ripped to shreds during the era—and Qwest, which Jack had helped to buy an undervalued Baby Bell, U.S. West.

Targets and acquirers were plundered under this rapacious system, but not before tons of stock could be sold and tons of fees taken into the hype that Jack created. After deals closed, Jack raised his earnings estimates of the acquiring company, so the stocks could rally again and new targets could be lined up for picking off. It was a beautiful thing to watch: Each time that Grubman touted WorldCom, the firm’s network of retail and institutional salespeople would get on the horn and book huge orders in the stock, which would give WorldCom an ever-higher currency. After he made the call, he would then appear on television or be written about in the newspapers as the man with the hot hand. Then others, not part of the Smith Barney universe, would propel the stocks ever higher after they heard about the calls. No one was ever critical of Grubman, or complained that he might actually be working more for WorldCom than for you—we later found out that he was busy attending WorldCom meetings and crafting day-to-day strategies. Instead, they simply bought in to the excitement.

The principal means of levitation by which companies could be propelled involved earnings manipulation. Grubman, as well as many other worshipful analysts, began to play a parlor game with the earnings estimates of the companies they followed, of which WorldCom was the best example. WorldCom would create earnings estimates that could be beaten handily. Then, of course, because the targets were set low, those estimates were trumped when the quarters were announced.

Why did beating the Street—topping the earnings estimates—mean so much? Because another key player in the greed era, the mutual funds, bought into the process lock, stock, and barrel. For most of the twentieth century, pension funds were the largest owners of stocks. But, in the 1990s, with the advent of defined contribution plans handled by individuals, not the companies, mutual funds became the largest purchaser of stocks. They also became the biggest movers of stock prices. As mutual funds proliferated with the creation of the mass 401k, the talent pool of seasoned managers couldn’t keep up with the growth. Nor could their managers find enough cheap stocks to own. The number of funds and the wealth of assets outstripped the system’s ability to produce prudent risk-takers. Firms instead hired young mutual fund managers who had never seen a bear market, not even a serious correction. These inexperienced turks, in order to justify their portfolios, embraced brand-new metrics that could justify buying and holding stocks at any cost and at any price levels. They had to come up with some self-fulfilling, outlandish metrics because without “New Economy” parameters they would have been forced to sell stocks as they became overvalued by traditional benchmarks. If these new managers of the new economy had cared about traditional methods of valuations, which showed stocks going well beyond any reasonable method of valuation in the late 1990s, then they would either have to stop buying stocks or send back the money to fund investors. But that would be antithetical to these New Economy stock managers, because they were paid only by the percentage of assets. Nobody in America administers his own pay cut. So, rather than valuing stocks by means of dividends and historic price-to-earnings data, these funds embraced the “beat-the-Street estimates” that the analysts pushed on them. That methodology, would, theoretically, allow you to own stocks “for the long run” as long as they somehow managed to do better than what Wall Street expected. That way stocks that might have been worth millions, could be worth hundreds of billions, because they “beat the Street’s estimates” by as little as a penny a share. And why not trust the new method of valuation? It was a theoretically objective standard created by the collective minds of highly paid analysts. It would create a hurdle that would separate good companies from bad. It was something so easily understood and followed that the media quickly embraced it and started running “earnings estimates” to be beaten. A whole industry sprang up to monitor these numbers and assess who beat them by the greatest amounts.

But what those who lived or died by this earnings momentum analysis didn’t tell the public, was that the fix was in from the day this “method” began. The numbers that had to be beaten were arrived at beforehand. The mutual funds were thrilled as long as they owned these companies, of which WorldCom became the poster boy. And why not? If you only cared about whether a company beat the Street, what did it matter if a company sold at 10 times earnings or 50 times earnings or 100 times earnings—or 100 times sales for that matter. As long as the Street could be beaten—and it could be easily beaten given the acquisitions that WorldCom kept making—the mutual funds could buy more WorldCom with comfort. Every few quarters WorldCom would make a major acquisition of another phone company. Given the latitude of the accounting profession, WorldCom could take charges on each acquisition—not cash charges but bookkeeping charges. These were nonoperating losses, sometimes totaling in the billions. As there was no cash outlay, these “losses” could regularly be added back into earnings whenever needed to “beat” the numbers. So-called honeypot accounting allowed WorldCom and hundreds of other companies to keep making numbers long after the businesses faltered. If you couldn’t make the numbers at the last minute, you could rely on your friends at investment banks to create some phony piece of business that could be reversed next quarter when things had gotten better.

No one in the market questioned this “beat the Street” methodology; in fact, everyone bolstered or abetted it. WorldCom’s accountants, Arthur Andersen, far from playing the role of cop on the beat, meticulously checking and double checking to be sure that the numbers reported truly did beat the Street and represented the true picture of the business, took an entirely different tack. Andersen, rather than be adversarial, sought to be a willing partner to unfettered growth, even suggesting untraditional ways, through its considerable consulting effort, to make those numbers, whether by hook or, of course, by totally blessed crook. Can’t make the number? Andersen will find a way to make the number for you through financial legerdemain. And why not? How else could Arthur Andersen partners make a decent living and be in the room with titans like Ebbers if they were simply doing auditing work? All of the Big Five firms priced their auditing business at a loss in order to get in the door to be able to do more lucrative consulting business. (I saw this firsthand as a director of TheStreet.com, which was audited by Andersen. Once in, these folks had dozens of ways to augment revenues and earnings for the more compliant managers out there. When I called this farce to the attention of the viewing and listening audience, the response of Arthur Andersen was swift: they said they would fire TheStreet.com as a client unless I shut up. I didn’t and they did; quite a badge of honor in retrospect.) The accountants could generate millions more dollars in consulting work if they dropped the adversarial role and instead played the role of friendly adviser. So they did it. In spades. Consulting turned into the driving business for the increasingly rich accounting firms. So what if standards had to be compromised to keep the consulting fees coming.
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