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INTRODUCTION

I ——

his book was almost never written—several different times. In the

winter of 1963 at Harvard Business School, I was, like all my class-

mates, looking for a job. My attention was drawn to a three-by-five
piece of yellow paper posted at eye level on a bulletin board in Baker Library. In
the upper left corner was printed “Correspondence Opportunities” and typed to
the right was the name “Goldman Sachs.” As a Boston securities lawyer, my dad
had a high regard for the firm, so I read the brief description of the job with inter-
est but was stopped by the salary: $5,800.

My then wife had just graduated from Wellesley with three distinctions: she
was a member of Phi Beta Kappa, a soprano soloist, and a recipient of student
loans. I was determined to pay off those loans, so I figured I'd need to earn at least
$6,000. With no thought of the possibility of earning a bonus or a raise, I naively
“knew” I could not make it on $5,800. So Goldman Sachs was not for me. If T had
joined the firm, like everyone else who has made a career with Goldman Sachs I
would never have written an insider’s study of Goldman Sachs.*

* John Whitehead and Robert Rubin have both included a few stories about the firm in their books but have cer-

tainly not tried to provide a complete picture. Lisa Endlich, a fine writer but with limited access to the full range of
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In the early 1970s, while promising future partners that we would develop
our fledgling consultancy, Greenwich Associates, into a truly superior profes-
sional firm, I had to laugh at myself: “You dummy! You make the promise, but
you don’t even know what a truly superior professional firm is all about or how to
get there. You’ve never even worked for one. You’d better learn quickly.”

From then on, at every opportunity I asked my friends and acquaintances in
law, consulting, investing, and banking which firms they thought were the best
in their field and what characteristics made them the best. Over and over again,
well past the bounds of persistence, I probed those same questions. Inevitably, a
pattern emerged.

A truly great professional firm has certain characteristics: The most capable
professionals agree that it is the best firm to work for and that it recruits and keeps
the best people. The most discriminating and significant clients agree that the firm
consistently delivers the best service value. And the great firms have been and
will be, sometimes grudgingly, recognized by competitors as the real leaders in
their field over many years. On occasion, challenger firms rise to prominence—
usually on the strength of one exciting and compelling service capability—but do
not sustain excellence.

Many factors that contribute to sustained excellence vary from profession to
profession, but certain factors are important in every great firm: long-serving and
devoted “servant leaders”; meritocracy in compensation and authority; dispro-
portionate devotion to client service; distinctively high professional and ethical
standards; a strong culture that always reinforces professional standards of excel-
lence; and long-term values, policies, concepts, and behavior consistently trump-
ing near-term “opportunities.” Each great organization is a “one-firm firm” with
consistent values, practices, and culture across geographies, across very differ-
ent lines of business, and over many years. All the great firms have construc-
tive “paranoia”—they are always on the alert for and anxious about challenging
competitors. However, they seldom try to learn much from competitors: they see
themselves as unique. But like Olympic athletes who excel in different events,

they are also very much the same.

partners, wrote a thoughtful and wide-ranging study centered on the development of the firm in the 1980s and 1990s.
Bob Lenzner, a gifted writer for Forbes who had worked in arbitrage at Goldman Sachs a generation ago, started a

book but set it aside, saying he didn’t want to lose his friends at the firm.
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Armed by Greenwich Associates’ extensive proprietary research and work-
ing closely as a strategy consultant with all the major securities firms, I was in
a unique position to make comparisons between competing firms on the dozens
of salient criteria on which they were evaluated by their own clients market by
market, year after year, and particularly over time. Over the years, I became con-
vinced that my explorations were producing important discoveries that would
be of interest to others who are fascinated by excellence, who retain professional
firms for important services, or who will spend their working careers in profes-
sional firms. One discovery surprised me: In each profession, one single firm is
usually recognized as “the best of us” by the professional practitioners— Capital
Group in investing, McKinsey in consulting, Cravath in law (nicely rivaled by
Davis Polk or Skadden Arps), and the Mayo Clinic in medicine (nicely rivaled
by Johns Hopkins). And Goldman Sachs in securities.

Ten or twenty years ago, many people in the securities business would have
argued that other firms were as good or better, but no longer. (Much further back,
few would have ever chosen Goldman Sachs.) For many years, it has seemed clear
to me that Goldman Sachs had unusual strengths. Compared to its competitors,
the firm recruited more intriguing people who cared more about their firm. Their
shared commitments, or “culture,” was stronger and more explicit. And the lead-
ers of the firm at every level were more rigorous, more thoughtful, and far more
determined to improve in every way over the longer term. They took a longer-
horizon view and were more alert to details. They knew more about and cared
more about their people. They worked much harder and were more modest. They
knew more and were hungrier to learn. Their focus was always on finding ways
to do better and be better. Their aspirations were not on what they wanted to be,
but on what they wanted to do.

Goldman Sachs has, in the last sixty years, gone from being a marginal
Eastern U.S. commercial-paper dealer, with fewer than three hundred employ-
ees and a clientele largely dependent on one improbable investment banker, to a
global juggernaut, serially transforming itself from agent to managing agent to
managing partner to principal investor with such strengths that it operates with
almost no external constraints in virtually any financial market it chooses, on the
terms it chooses, on the scale it chooses, when it chooses, and with the partners it

chooses.
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Of the thirty thousand people of Goldman Sachs, fewer than half of one per-
cent are even mentioned in this book, but the great story of Goldman Sachs is
really their story—and that of the many thousands who joined the firm before
them and enabled it to become today’s Goldman Sachs. Goldman Sachs is a part-
nership. The legal fact that after more than a hundred years it became a public
corporation may matter to lawyers and investors, but the dominating reality
is that Goldman Sachs is a true partnership in the way people at the firm work
together, in the way alumni feel about the firm and each other, and in the power-
ful spiritual bonds that command their attention and commitment.

The leaders of Goldman Sachs today and tomorrow may have even tougher
jobs than their predecessors. The penalties of industry leadership, particularly
the persistent demand to meet or beat both internal and external expectations for
excellence—over and over again on the frontiers of competitive innovation—are
matched by the persistent challenges of Lord Acton’s warning: “Power tends to
corrupt. Absolute power corrupts absolutely.”

Three great questions come immediately to any close observer: Why is Gold-
man Sachs so very powerful on so many dimensions? How did the firm achieve
its present leadership and acknowledged excellence? Will Goldman Sachs con-
tinue to excel?

The adventures that crowd the following pages point to the answers.

Charles D. Ellis
New Haven, Connecticut

June 2008
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BEGINNINGS

n November 16, 1907, an unremarkable event took place that would

have remarkable importance for Goldman Sachs: Looking for a job,

sixteen-year-old Sidney Weinberg headed back to Wall Street. The
territory was familiar. Young Weinberg had worked there briefly as a “flower
and feather horse,” delivering millinery goods for two dollars a week, and one
summer as a runner for three odd-lot brokerage houses'—until each of these
employers found out he held two other identical jobs and all three firms promptly
fired him.

Earlier in 1907 Weinberg had learned from a pal on the Brooklyn-to-
Manhattan ferry that there was a panic on Wall Street, which Weinberg later
admitted “meant no more to me than if you said it was raining.” The panic caused
a run on the Trust Company of America, so Weinberg could make even more
money—up to five dollars a day—Dby standing in the long queue of anxious
depositors who lined up to withdraw their balances and, when he got close to the
bank’s door, selling his place in the line to a late-arriving, desperate depositor.
Quickly getting back in line to work his way up to the door, he did the same thing
all over again. Pocketing all the money he could, Weinberg skipped school, but
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after having played hooky for a full week, he was not allowed to return to school
at PS 13. So now he needed a real job.

His father, Pincus Weinberg, was a struggling, Polish-born wholesale liquor
dealer and sometime bootlegger who, having been widowed with eleven children,
had recently remarried. His new wife did not want the third-eldest child—that
fresh kid—around the house, so Sidney was pushed out to fend for himself. As
a seventh-grade dropout, he had only one apparent advantage—a general letter
of introduction signed by one of his teachers, saying: “To whom it may concern:
It gives me great pleasure to testify to the business ability of the bearer, Sidney
Weinberg. He is happy when he is busy, and is always ready and willing to oblige.
We believe he will give satisfaction to anyone who may need his services.”

Short—his legs were only twenty-six inches long—and with a speaking voice
that was heavily larded with a thick Brooklyn Jewish accent in which girls were
“goils,” oil was “erl,” and turmoil was “toi-merl,” Weinberg went looking for a
job—any job. Deciding to try lower Manhattan’s financial district, he concen-
trated on the tall buildings. As he later explained his first triumph on Wall Street,
“Looking for an indoor job, I walked into 43 Exchange Place, a nice-looking, tall
building, at eight o’clock one morning and took the elevator to the twenty-third
floor. Starting from the top, I stuck my head in every office and asked as politely
as I could, “Want a boy?’ By six o’clock, I had worked my way down to the third
floor and still had no job. Goldman Sachs was on that floor and it was closing up
for the day. The cashier told me there was no work, but to come back. Next morn-
ing, I came back at eight o’clock and started right where I had left off.”

Brazenly, Weinberg said he had been asked to come back. “The cashier, Mr.
Morrissey, turned to the hall porter: ‘Jarvis, do you need an assistant?’ Jarvis was
willing, so they hired me at $5 a week as assistant to Jarvis the janitor.” His new
job included the lowly task of cleaning out cuspidors.* Lowly, but a start.

Weinberg did not stay long at the starting line. Told to take an eight-foot

* Until his death at seventy-seven in 1969, Weinberg kept in his office the brass spittoon he allegedly polished for
Jarvis in his first job. He also kept a bag he bought as a naive young man at Niagara Falls from a smooth-talking con
man who said, “You look like a great young man. Do you know that down at the bottom of those falls are diamonds
and nobody’s been able to get them, but I can, and I have some of them in this little bag here, and I'm willing to sell

»

it to you.” “Well, how much do you want for it?” “One buck,” said the man. “I haven’t got a dollar. I've only got

»

fifty cents left.” “Well, you’re such a promising young man I'll sell it to you for fifty cents.” Weinberg bought the
bag for fifty cents and soon learned there was nothing in it but an ordinary pebble. He kept that pebble all his life as a

reminder to never be a sucker again.
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flagpole uptown on the trolley—“Ever try to carry a flagpole on a trolley car?
It’s one hell of a job/”—Weinberg arrived at Paul Sachs’s door, where he was met
not by a butler, but by Mr. Sachs himself, a son of Goldman Sachs’s first junior
partner. Demonstrating his lifelong knack for becoming friendly with men in
high positions who could help him, Weinberg so impressed Sachs with his energy
and brightness that Sachs invited the likable teenager to stay for dinner—with, of
course, the servants. Weinberg soon became head of the mail room and prepared
a complete plan for its reorganization that again brought him to the attention of
Paul Sachs, who would become Weinberg’s “rabbi” among the partners of his
new employer.

Sachs decided to send Weinberg to Browne’s Business College in Brooklyn for
a course in penmanship and to learn something about the math of Wall Street.” Sachs
paid the $50 tuition, advised Weinberg to clean up his rough language, told him how
to advance within Goldman Sachs, and continued to watch over and watch out for
him. “Until he took me in hand, I was an awful kid—tough and raw. Paul Sachs gave
me another $25 to pay for a course at NYU. He didn’t tell me what course to take. I
had never heard of New York University, but I sought it out. Lots of courses didn’t
interest me. One course was called Investment Banking. I knew the firm was in the
investment banking business, so I took that course. I think it did me a lot of good.”

Weinberg took one other course to complete his education: “Some time
later, they were considering promoting me to the foreign department. I went to
Columbia University and took a course in foreign exchange.” He also developed
his office skills. “At that time, the firm used mimeographed sheets offering com-
mercial paper. I became proficient at making copies and won the $100 prize as
the fastest operator of National Business Equipment mimeograph machines at the
New York Business Show in 1911.”

Irreverent then as later, brash young Weinberg was clearly on the make: “I had
expensive tastes and used to sit behind one of those big desks after the bosses went
home and smoke fifty-cent cigars that belonged to one of the men I later became
partners with.” When too slow a series of promotions at the firm left him frustrated,
Weinberg quit in 1917 to enlist as a seaman in the U.S. Navy. Nearsighted, short,
and scrappy, he cajoled his recruiting officer into inducting him as an assistant cook,
a rating for which he affected great pride in later years, even though he actually

transferred after a few weeks to Naval Intelligence at Norfolk, Virginia.’
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A friend* told of Weinberg’s being the guest of honor at J. P. Morgan’s lun-
cheon table, where the following exchange occurred: “Mr. Weinberg, I presume
you served in the last war?”

“Yes, sir, | was in the war—in the navy.”

“What were you in the navy?”

“Cook, Second Class.”

Morgan was delighted.

Though inconsequential by Wall Street standards, the firm that Sidney Wein-
berg joined in 1907—and later helped to rescue from a disaster, and eventu-
ally propelled almost to Wall Street’s top tier—was already nearly four decades
old when Weinberg arrived. The financial colossus got its start as the inconspicu-
ous business of a single immigrant with no staff and almost no capital. Marcus
Goldman, the son of a peasant cattle drover, was twenty-seven when he left the
village of Burbrebae near Schweinfurt in Bavaria during the turmoil of Europe’s
conservative counterrevolutions of 1848. Having decided like millions of others
to leave Europe, he had taught school for several years to save enough money
to pay for his six-week crossing of the stormy Atlantic Ocean as part of the first
major Jewish migration to America.

The Kuhns, the Lehmans, the Loebs, the Seligmans, and others—the families
that called themselves “our crowd”—were already establishing the German Jewish
banking community that became powerful as the United States industrialized. But
with no connections to that crowd, Goldman began working as an itinerant mer-
chant peddler in New Jersey. There he met and married Bertha Goldman, no rela-
tion, the eighteen-year-old daughter of a locksmith and jeweler from Darmstadt in
northern Germany. They settled in Philadelphia and moved to New York in 1869.

Interest rates were high following the Civil War, and Goldman developed
a small business in mercantile paper—similar to today’s commercial paper—
in amounts ranging upward from $2,500. Commercial banks had few if any
branches and expected customers to come to them, so this left an opportunity
for entrepreneurs like Goldman to get to know the merchants, evaluate their

creditworthiness, and act as an intermediary between small borrowers and insti-
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tutional lenders. Goldman conducted most of his business among the wholesale
jewelers on Maiden Lane in lower Manhattan and in the nearby “swamp” area
where leather merchants congregated on John Street. Both groups were doing
their business with minimal capital, so money lending or “note shaving” was a
profitable opportunity for someone as diligent as Goldman. He either bought the
merchants’ promissory paper at a price discounted at 8 percent to 9 percent per
annum or worked on a consignment fee of half of 1 percent, which could produce
a much higher return if turnover was rapid.

“It was a small business done in a small way, but with accuracy and exacti-
tude.”® Collecting the paper he purchased during the morning inside the interior
band of his high silk hat, Goldman would take a horse-drawn cab up Broadway to
the crossing of Chambers and John streets to visit the commercial banks where he
hoped to resell the paper at a small profit. Over a century and a half of persistent
entrepreneurship, his tiny proprietorship would evolve and grow into the world’s
leading securities organization, but in 1870, forty-nine-year-old Marcus Goldman
was still an outsider at the lower end of the financial food chain. By the end of that
year, however, he had developed enough business to employ a part-time book-
keeper and an office boy. Dressed in a Prince Albert frock coat and tall silk hat, he
presented himself rather grandly as “Marcus Goldman, Banker and Broker.”

In 1882, thirteen years into his career as a sole proprietor, Goldman’s annual
profits, which were not taxed, approximated fifty thousand dollars. Perhaps
beginning to feel flush, he took thirty-one-year-old Samuel Sachs—the husband
of his youngest daughter, Louisa Goldman—as his junior partner and renamed
the firm M. Goldman and Sachs.

Marcus and Bertha Goldman enjoyed a particularly warm and close friend-
ship with Sam’s parents, Joseph and Sophia Sachs.® The Sachses’ eldest son,
Julius, had married the Goldmans’ daughter Rosa in a match approved by both
mothers. The two mothers agreed that another Sachs-Goldman marriage would
be desirable, and Sam Sachs, who had begun work at fifteen as a bookkeeper,
soon married Louisa Goldman.

Marcus Goldman advanced Sam Sachs fifteen thousand dollars so he could
liquidate his small dry goods business in an orderly way and make his capital com-

mitment to the partnership. The loan was to be repaid over three years in three
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promissory notes of five thousand dollars each. By the time Sam and Louisa’s
third son was born, Sam had repaid Marcus two of the three notes, and Marcus, in
his old-fashioned German script, wrote formally to his son-in-law to say that, in
recognition of Sam’s energy and ability as a partner, and in honor of little Walter’s
arrival, he was forgiving Sam the final payment. Thus, Walter Sachs was able to
say many years later, “It appeared that on the very first day of my entrance into
this world I concluded my first business deal for Goldman Sachs.”’

Louisa Goldman Sachs, a sentimental sort, always kept her father’s letter,
along with the canceled note, in the little strongbox where she also kept, tied in
faded bows, her little boys’ silky blond ringlets and, dated and labeled, all their
baby teeth.

The name of the firm became Goldman, Sachs & Co. in 1888. During the
firm’s first fifty years, all partners were members of a few intermarrying fami-
lies, and its business affairs were always conducted by consensus. By the 1890s
Goldman Sachs was already the nation’s largest dealer in commercial paper. Sales
doubled from $31 million in 1890 to $67 million in 1894; two years later the firm
joined the New York Stock Exchange. To expand beyond New York City, Henry
Goldman began making regular trips to such business centers as Chicago, St.
Louis, St. Paul, and Kansas City® and to financial centers including Providence,
Hartford, Boston, and Philadelphia.

In 1897 Sam Sachs, hoping to expand the business and bearing a letter of
introduction from England’s leading coffee merchant, Herman Sielcken, went to
London and called at 20 Fenchurch Street on Kleinwort, Sons & Co. The Klein-
worts, whose business had originated in Cuba in 1792, had transferred their oper-
ations to London in 1830 to engage in merchant banking, and seventy years later
were important merchant bankers there, accepting checks and other so-called
bills of exchange from around the world and, with their well-established credit-
worthiness, enjoying the best rates in the city. To Herman and Alexander Klein-
wort, who were looking for a more aggressive American correspondent than
the one they had at the time,” Sam Sachs explained Goldman Sachs’s business in
New York and the attractive possibilities for both foreign exchange and arbitrage
between the markets in New York and London.

Although Sachs’s proposition was clearly interesting, the Kleinworts, given

their sterling reputation, were understandably cautious about doing business
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with a firm they did not know. They inquired through August Belmont, the lead-
ing Jewish banker in New York City and N. M. Rothschild’s New York agent,
about the acumen, integrity, and zeal of the firm. Hearing no evil, Kleinwort,
Sons & Co. accepted Goldman Sachs’s proposal for a joint undertaking, and it ran
successfully for many years without a written contract.

The business friendship was not always as easily matched by a social friend-
ship. The Kleinworts soon began a custom of entertaining the Sachses at their
country home, but were amused by the unsophisticated Americans and learned to
be careful about which of their wealthy and cultured English friends they enter-
tained at home while the Sachses were visiting. Walter Sachs recalled reaching
out during a visit when he was fifteen to shake hands and saying, “How do you
do, sir?”—to the Kleinworts’ butler. As a young trainee, Walter Sachs would
again blunder, passing on to Alexander Kleinwort that he had heard a concern
expressed in the City about the amount of Goldman Sachs—Kleinwort paper on
the market. The great man listened in granite silence. Only weeks later was Sachs
advised privately of his transgression: In a breach of business etiquette, he had
nearly implied the slight possibility of the impossible—that anyone would ever
doubt or question Mr. Kleinwort’s impeccable credit standing.

Correspondent relationships were opened with banks on the Continent.
Goldman Sachs limited activities to self-liquidating transactions to avoid risk-
ing capital, and profits in the foreign department rose to five hundred thousand
dollars in 1906." Profits were largely made through arbitraging the money rates
in New York against those in London, where they were substantially lower even
after the joint operation’s commission of 0.5 percent for ninety-day paper. With
its credit established in Europe’s financial markets, Goldman Sachs extended the
money-market activities, at least in small amounts, to South America and into the
Far East.

Marcus Goldman remained a partner until his death in 1909. Sam and Harry
Sachs continued to build the firm’s most important business: commercial paper.
Harry Sachs later admonished his son: “Never neglect this specialty.” Meanwhile,
Henry Goldman, who was as boldly expansionist as Sam Sachs was meticulous
and conservative, sought to develop a domestic securities business by selling rail-
road bonds to savings banks in New York and New England.

In the mid-1890s, the firm had occupied two rooms on the second floor at
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9 Pine Street,* with a staff of nearly twenty working from 8:30 a.m. to 5 p.m.
each day of a six-day week. It moved in 1897 to 31 Nassau Street. To build the
commercial-paper business, Goldman Sachs opened its first branch office in Chi-
cago in 1900, and a one-man office was soon operating in Boston. Thanks mainly
to the rapidly expanding commercial-paper business, capital reached one mil-
lion dollars in 1904, when the firm moved again to the more spacious quarters on
Exchange Place.

Goldman Sachs was prospering, and its partners, led by Henry Goldman,

had a new ambition: to expand into investment banking.

Goldman Sachs was unable to break into what was the major part of the
securities business in the early twentieth century—underwriting the new
bond and stock issues of the rapidly expanding, cash-hungry railroads. J.P. Mor-
gan, Kuhn Loeb, and Speyer & Company operated an effective underwriting oli-
gopoly, and these dominant investment banking firms warned Henry Goldman
that they would do whatever it took to prevent his firm’s getting any part of this
large and lucrative business. Goldman was not intimidated; he was angry and
keen to fight his way in, but he couldn’t find an opening. His only choice was to
retreat and look for other opportunities. That proved fortunate: If the oligopo-
lists had opened the door a crack, Goldman Sachs would have struggled for years
to build up a share of a business that had already peaked and was entering a long,
long decline—eventually leading to multiple bankruptcies.

The attempted expansion into railroad bonds led to what was long remem-
bered as “that unfortunate Alton deal”" in which the firm agreed to take ten mil-
lion dollars of a bond issue by a Midwest railroad. Expecting to earna 0.5 percent
syndication fee, the firm instead suffered a considerable loss when interest rates
suddenly rose before Goldman Sachs and the other members of the underwriting
syndicate had sold their allocations to investors.

As so often in Goldman Sachs’s history, specific gains and losses led to stra-
tegic entrepreneurial decisions. Locked out of underwriting the major railroads,
Henry Goldman turned to the then unsavory business of “industrial” financing.

* Having moved from 30 Pine Street. In 1928, at least partly for sentimental reasons, the firm built a twenty-one-
story building at 30 Pine.
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Most industrial companies were still rather small proprietorships; only a few of
the larger enterprises were looking for more capital than their owners and com-
mercial banks could provide. Goldman Sachs began near the bottom with manu-
facturers of cigars. The firm owed at least part of the opportunity in financing
cigar manufacturers, and later retailers, to religion. Two leading financiers—
J. P. Morgan and George F. Baker of what is now Citigroup—would not deal
with “Jewish companies” but left these companies for “Jewish firms” like Gold-
man Sachs.

After the turn of the century, the partners of the family firm, led by Henry
Goldman, were increasingly committed to growth and expansion. In 1906 an
opportunity came in the form of a company recently established by the merger
of three cigar-making companies into United Cigar (later renamed General
Cigar)."”” Goldman Sachs had dealt in the constituent companies’ commercial
paper for several years as they financed inventories, and United’s chief executive,
Jake Wertheim, was a friend of Henry Goldman’s.” Wertheim and Goldman were
both keen to do business, but the public securities markets, both debt and equity,
had always been carefully based on the balance sheets and the capital assets of the
corporations being financed—which is why railroads were such important cli-
ents. To expand, United Cigar needed long-term capital. Its business economics
were like a “mercantile” or trading organization’s—good earnings, but little in
capital assets. In discussions with United’s half dozen shareholders, Henry Gold-
man showed his creativity in finance: He developed the pathbreaking concept
that mercantile companies, such as wholesalers and retailers—having meager
assets to serve as collateral for mortgage loans, the traditional foundation for any
public financing of corporations—deserved and could obtain a market value for
their business franchise with consumers: their earning power.

Fortunately, a friendship led simultaneously to a timely expansion of
resources. Henry Goldman introduced his pal Philip Lehman and the firm of
Lehman Brothers, then an Alabama cotton and coffee merchant, into the discus-
sions with United Cigar. Philip Lehman, one of five ambitious brothers, was able
and competitive. “At anything he did, Philip had to win,” said a member of his
family." Philip Lehman was determined to see Lehman Brothers venture into
the New York City business of underwriting securities and often discussed the

opportunities with Henry Goldman. Sam Sachs’s summer place in Elberon, New
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Jersey, was back to back with Lehman’s, so it was easy to discuss business and
make deals over the shared back fence.

The wealthy Lehmans were looking for new opportunities to invest
for growth, and with their substantial capital they could be valuable part-
ners in underwriting securities. The process of underwriting and distribut-
ing securities—buying them from the issuing corporations and reselling
them to investors—Ilacked the established industry structure and the swift,
well-organized procedures that would later develop. Selling the securities of
an unfamiliar company could take a long time—three months was not at all
unusual—so the underwriter’s reputation and capital were of great importance
in supporting the sale. In a rapidly expanding firm-to-firm partnership, the Gold-
mans provided the clients and the Lehmans provided the capital. Their sharing
arrangement would continue until 1926.

The sale of United Cigar’s common shares, “of necessity a prolonged
affair,”"® eventually succeeded. The investment bankers agreed to purchase forty-
five thousand shares of the company’s preferred stock plus thirty thousand shares
of common stock for a total of $4.5 million. After several months of continuous
selling efforts, the securities were sold to investors for $5.6 million, a 24 percent
markup. In addition, Goldman Sachs kept 7,500 shares as part of its compensa-
tion, adding another three hundred thousand dollars to the firm’s profits. More
important, this innovative financing—based on earnings instead of assets—
opened up new opportunities for Goldman Sachs. A successful debt underwriting
followed, for Worthington Pump.

Another major financing—and the start of a very important relationship—
developed from taking up a conventional family responsibility. Before the turn
of the century, Samuel Sachs’s sister, Emelia Hammerslough,'® and her husband
had reluctantly taken in a boarder from Germany because he was a distant rela-
tive, despite their not caring much for him; he seemed crude and uncultured. The
boarder was Julius Rosenwald, who soon went west and linked up with Richard
Sears, becoming the one-third owner of Sears Roebuck by merging his firm, Ros-
enwald & Weil, with Sears’s mail-order operation. Together they would build the
mail-order business that eventually made Sears Roebuck a major American com-
pany, but back in 1897, with net worth less than $250,000, they first needed work-

ing capital to finance inventories of merchandise purchased in New York City.
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Apparently Rosenwald never knew how restrained his welcome at the Sachs
home had been, but he did know that Emelia’s brother Sam’s firm could raise
money and was looking for business. Rosenwald, as Sears’s treasurer, turned
naturally to Goldman Sachs to sell Sears Roebuck’s commercial paper. Goldman
Sachs arranged a seventy-five-million-dollar commercial-paper financing and
was soon linked to an explosively growing retailing client with voracious needs
for financing.

Less than ten years later, after substantial growth and with great expecta-
tions, Sears and Rosenwald decided they needed five million dollars in long-term
capital to build a major mail-order plant in Chicago. Rosenwald turned again to
Sam Sachs’s firm, hoping it could arrange a loan, but Henry Goldman countered
with a bigger and better proposition: a public stock offering for ten million dollars
to be underwritten jointly by Lehman Brothers and Goldman Sachs.

Since there had never before been a public flotation of securities for a mail-
order company, there was no way to know in advance how investors might
respond. The stock issue was cleatly daring. Once again the entrepreneurial inno-
vator, Henry Goldman proposed using the United Cigar “formula”: Preferred
stock would be supported by hard net assets, while the earning power of Sears
Roebuck’s customer acceptance—its goodwill franchise—would be the basis for
a simultaneous issue of common stock. The Sears Roebuck underwriting, with
many shares placed in Europe through Kleinwort, was eventually a substantial
success for investors, but completion took an agonizing nine months—three tzmes
the ninety days needed to complete the United Cigar underwriting.

By 1910 Goldman Sachs had three senior and three junior partners. Sears’s
stock had already doubled—and went on to double again. To watch out for their
investors’ interests and because, in those days, the bankers were better known
to investors than the companies they underwrote, Henry Goldman and Philip
Lehman joined the boards of directors of both Sears Roebuck and United Cigar.
This watchdog role led later to Walter Sachs’s succeeding Henry Goldman as
a Sears Roebuck director—and to his being succeeded by Sidney Weinberg in
what had become known in-house as a firm tradition.

Goldman Sachs and Lehman Brothers not only found a fast-growing client in
Sears Roebuck, they jointly launched a substantial business in financing retailers

and up-and-coming industrial companies. Lehman Brothers and Goldman Sachs



12 - THE PARTNERSHIP

jointly underwrote the initial public offerings of May Department Stores, Under-
wood Typewriter, Studebaker, B.F. Goodrich, Brown Shoe, Cluett Peabody,
Continental Can, Jewel Tea, S.H. Kress, and F.W. Woolworth. In 1909, with
Sears Roebuck’s market value up over 250 percent, Goldman Sachs organized a
nine-million-dollar syndicate to buy out Richard Sears’s personal ownership.

Walter Sachs, fresh out of Harvard College, where he was elected to the
Crimson with Franklin D. Roosevelt, joined the firm in 1907—the same year Sid-
ney Weinberg became an assistant janitor. Sachs started as a commercial paper
salesman, covering accounts in Hartford and Philadelphia. A few years later he
was in Chicago, opening an account with J. Ogden Armour at Armour & Co.
Because Goldman Sachs could offer access to the lower-cost London money mar-
ket through its Kleinwort connection, the initial Armour account was large: five
hundred thousand dollars.*

Henry Goldman and Philip Lehman developed an unusual collaborative
arrangement: Lehman Brothers and Goldman Sachs would each continue with
its own business specialty—commodities for Lehman Brothers and commercial
paper for Goldman Sachs—while the two friends’ firms conducted a joint ven-
ture in securities underwriting, splitting profits fifty-fifty. The capital required
was eventually too much for the two Americans firms, so they organized a three-
handed syndicate with Kleinwort &Sons, which had much more capital.”

Goldman Sachs’s business with F.W. Woolworth & Co. illustrated Henry
Goldman’s drive. After being refused by another underwriter who found it
“unfitting” to be identified as the underwriter of the common stock of a mere five-
and-dime store chain, Frank Woolworth approached Goldman Sachs. Dynamic
and imaginative, Woolworth had expanded his company by acquiring other
companies and now wanted to continue expanding by branching. An aggressive
financing plan was developed that still caused some awe in recollection. Walter
Sachs observed many years later: “Our firm was bolder and more imaginative
[than others]; and bolder still was the capitalization. To justify this capitalization

required a degree of optimism almost beyond the dictates of conservatism.”'®

* Half a century later, Goldman Sachs would successfully reverse the transatlantic flow of funds, doing substantial
business with major British companies because it could then raise working capital via commercial paper at cheaper
rates in America than the rates charged on loans by the British banks—and, still benefiting from Kleinwort’s stature,

could place substantial portions of stock and bond underwritings with investors in Europe.
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Sachs was not exaggerating. Woolworth’s sales were sixty million dollars
and its net assets fifteen million dollars. Preferred stock of fifteen million dollars
was issued against 100 percent of the assets, and common stock of fifty million
dollars was issued against goodwill based on projections that sales would rise rap-
idly and lift earnings to $5.4 million—with expectations for more growth gener-
ously added in.

Fortunately, investors were enthusiastic. Woolworth’s preferred and com-
mon shares both went quickly to a premium over the issuing price. Offered
at fifty-five dollars, the common stock went to eighty dollars on the first day of
trading. The preferred stock was eventually retired in 1923 at $125 a share.

With successes like Sears and Woolworth, Goldman Sachs advanced rapidly
from just a Jewish outsider that struggled to complete its underwritings to a firm
increasingly recognized as innovative, effective, and highly profitable to itselfand
to investors. On April 24, 1913, a year after the successful Woolworth offering,
completion of the truly monumental Woolworth building in lower Manhattan—
to this day one of the most handsome skyscrapers—was celebrated at a dinner.
Frank Woolworth was flanked at the banquet table by Cass Gilbert, his architect,
and Sam Sachs, his banker. Woolworth introduced Sachs and Gilbert, saying,
“These are the two men who made this building possible.”

Until his retirement from Goldman Sachs, Arthur Sachs was a director of Wool-
worth, but to the firm’s surprise, Woolworth did not elect a successor director from
the firm. For forty years Goldman Sachs did no business with Woolworth. Still,
Walter Sachs and after him Stanley Miller continued to solicit Woolworth’s business.
Finally, in the sixties, this led to Goldman Sachs’s issuing Woolworth’s commercial
paper and arranging the purchase of Kinney Shoe Co. from Brown Shoe. These
transactions caused Walter Sachs to observe: “I know of no situation which exem-
plifies better the importance of nursing an old relationship.”” Others might ques-
tion the value of forty years of solicitations for just one transaction—particularly a
transaction that might have been accomplished without the considerable cumulative
cost of the forty years of solicitations—but during Sachs’s years of leadership, cli-
ent service was particularly important because new clients were hard to come by.
Still, Goldman Sachs and Lehman Brothers gained a reputation as underwriters of
good companies—particularly in retailing—whose stocks performed well. Partners

began to say proudly these companies bore the two firms’ “hallmark.”
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Around the time of the Woolworth offering, Goldman Sachs took on its first
full-time new-business solicitor: Colonel Ned Arden Flood, a “colorful indi-
vidual, elegant in appearance, smooth in manner. Flood dressed in the height of
fashion, spats and all, and invariably carried a cane.”? Never an employee of the
firm, Flood received a percentage of the profits on deals completed through his
introductions. He did so well at bringing new accounts to the firm—including
Studebaker and Cluett Peabody—that he retired after half a dozen years.” After
Flood, soliciting new business was left to younger partners and the managers of
the firm’s branch offices. Surely it was neither a bold nor an imaginative effort. In
that era—and among the leading Wall Street firms for another half century—

corporations were not solicited by competitors. It simply was not done.

Those were the days,” Walter Sachs later observed, “when the course of
business seemed to move uninterruptedly and serenely forward.”?* But the
serene family world of Goldman Sachs—two of Henry Goldman’s sisters were
married to Sachs brothers, and all partners in the firm were members of the two
families—was disrupted by an argument over foreign affairs at a dinner at the
Hotel Astor. It divided the families and broke up the firm. And this estrange-
ment led to splitting up the joint-account arrangement that had been so successful
between Goldman Sachs and Lehman Brothers.

In August 1914 Germany declared war on Russia and a day later on France
and England. When Walter Sachs returned from England shortly after the out-
break of war, expecting his partners to be strongly pro-Allies—as he had assured
the Kleinworts he and all his partners would surely be—he was dismayed to find
Henry Goldman proudly and intensely expressing views highly sympathetic
to Germany and making pro-German speeches. When his partners and sisters
begged Goldman to modify or at least conceal his feelings, he refused. His pub-
lic utterances became more frequent and startling. Henry Goldman admired the
Prussianism that others deplored, and quoted Nietzsche to anyone who would
listen.

The rift between Goldman and Sachs came to a head in 1915 when J.P. Mor-
gan offered for public subscription a five-hundred-million-dollar Anglo-French

loan. Almost all the leading houses on Wall Street were participating, but Henry
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Goldman objected, so the firm could not join in. As Walter Sachs later explained,
“The firm had an age-old rule that participation in any business could only be
accepted if all the partners were unanimous in their desire to accept.” Chagrined,
the two Sachs brothers went to J. Pierpont Morgan’s office, where each man sub-
scribed personally for $125,000 of the loan.

Even America’s 1917 entry into the war did not stop Henry Goldman’s “utter-
ances and tirades.””® Nor did Howard Sachs’s service overseas with the Twenty-
Sixth Division, nor Paul Sachs’s service in the field with the Red Cross, nor the
Liberty Bond sales by other members of the firm. Nor did the Kleinworts’ warning
that Goldman Sachs would be blacklisted in the City of London, nor the Bank of
England’s forbidding Kleinwort to do any foreign exchange business with Gold-
man Sachs. The split within the firm rapidly worsened. Finally Henry Goldman
realized he was out of step with his partners and after thirty-five years with the firm
resigned from Goldman Sachs the day the firm began selling Liberty Bonds for the
United States government. Goldman kept his office at the firm for a while, but “in
the heated atmosphere of wartime, his very presence in the office created difficul-
ties,”* so he moved uptown. Henry Goldman’s departure left the firm severely
shorthanded, because he had been key to all its lucrative industrial financings.

In leaving, Henry Goldman withdrew his substantial capital, which created
an enormous financial problem for the firm and left its underwriting business
without his dynamic, thrusting leadership.* The rupture also left Goldman Sachs
under the pall of being considered a “German firm,” which hurt business. Henry
Goldman and Samuel Sachs would never speak again.” Their personal hostilities
continued into the next generation, and to this day there are hardly any Gold-

mans who are on speaking terms with any Sachses.

After the Great War, Sidney Weinberg returned to Goldman Sachs, but his

old job was gone and he was told if he wanted a job, he’d have to create one.

* Goldman left the firm a very rich man, with successful investments in Sears Roebuck and May Department Stores.
In the early 1930s he traveled to his beloved Germany with the idea of settling there permanently as a demonstra-
tion of his national loyalty. He collected paintings by Rubens, Van Dyck, and Rembrandt, bought a Stradivarius for
twelve-year-old Yehudi Menuhin, and gave Albert Einstein a yacht, which was confiscated by the Nazis. With Hitler
rising to power, Goldman was seized and searched and was subjected to “many other humiliations,” according to his
family. He returned to New York in 1936, defeated and disillusioned.
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He did—as a bond trader. In 1920 he married Helen Livingston, a lovely, cul-
tured amateur pianist and the daughter of a dress manufacturer. He soon became
a recognized authority within the firm on pricing, making recommendations
based on his sense of the market. Weinberg also built up the over-the-counter
stock-trading business. In April 1925 he bought a seat on the New York Stock
Exchange for $104,000.%¢ Proudly, Weinberg stressed that the money came from
his own earnings: “None of it was from trading. I never traded. I’'m an investment
banker. I don’t shoot craps. If I had been a speculator and taken advantage of
what I know, I would have made five times as much money.”

He became a partner of Goldman Sachs in 1927—only the second from out-
side the two founding families. “The people I worked with were always boosting
me, and I was made a partner ahead of many people who were senior to me. They
told me this was due to my personality, ability to work hard, and good health—
plus integrity and character.” He became the principal assistant to senior partner
Waddill Catchings. As assistant treasurer of Goldman Sachs Trading Corpora-
tion, Weinberg developed his knowledge and understanding of each of Trading’s
various investments. In the ensuing crisis, this knowledge would catapult him

into much larger responsibilities and authority within the firm.
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hile Henry Goldman and Philip Lehman’s friendship brought

their firms together in along series of transactions—they coman-

aged 114 underwritings for fifty-six issuers—the two firms con-
tinued to be rivals that never fully trusted each other. Goldman Sachs partners
believed that since they brought in a majority of the business, the original fifty-
fifty agreement should be modified. Lehman partners thought Goldman Sachs
was being greedy.

Partly in hopes of overcoming this problem, partners of Lehman Brothers
and Goldman Sachs developed a routine in the 1920s of having lunch together
each day at Delmonico’s, an ornate Wall Street restaurant that specialized in rich
German food. One day, only halfway through the meal, one of the Goldman
Sachs partners jumped up from the table, exclaiming with alarm: “I forgot to lock
the safe!”

“No need to worry,” laconically responded a Lehman man, glancing around
at his partners. “We're all here.”

With Henry Goldman’s departure, the close relationship between Goldman

Sachs and Lehman Brothers, which had originated with and developed through
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and depended upon the friendship between Philip Lehman and Henry Gold-
man, was destined to change. More and more differences arose. Arguments were
increasingly frequent, particularly on the division of profits. Why, the Leh-
mans demanded, did Goldman Sachs take all the credit, with its name showing
at the top of the advertisements, for ventures for which Lehman had supplied
the money? Goldman Sachs, in turn, asked why the Lehmans expected half the
profits on deals originated and managed by Goldman Sachs. The arguments fre-
quently degenerated into name-calling. As one banker has said, “They were both
too ambitious to stay married.”

But there was more to it than that. In the long run, the split actually benefited
both firms—Lehman Brothers most of all. It forced the Lehmans to take off their
coats, roll up their sleeves, and go out and get into investment banking on their
own, without depending on the crutch of Goldman Sachs. “Lehman Brothers
always had a lot of money, but that’s different from being aggressive to get busi-
ness,” said a Goldman Sachs partner many years later. “After the dispute, they
became real go-getters.” At the same time, the split challenged Goldman Sachs to
build up its own capital.

During the later 1920s, a series of conferences was held to redefine the busi-
ness relationship. The “change in the generations” had included Waddill Catch-
ings’s coming to power at Goldman Sachs and Robert “Bobby” Lehman, Paul
Mazur, and John Hancock at Lehman Brothers. Sidney Weinberg was among
those impatient with the Lehman relationship and wanted to end it. A formal
memorandum of separation was prepared that listed sixty corporations that the
two firms had jointly underwritten. Each of the sixty was allocated to the firm
with the primary interest: Goldman Sachs got forty-one, Lehman Brothers got
nineteen. Each firm agreed not to solicit the other firm’s clients.'

The Lehmans continued Philip’s policy of underwriting issues that seemed
too undignified for other investment bankers to handle. Among these were early
stock offerings in airlines, electronics, motion pictures, and liquor companies, all
of which helped Lehman Brothers become what Fortune would call “one of the
biggest profit makers—many believe the biggest—in the business.” The Leh-
mans liked to describe themselves as merchants of money, intermediaries between
men who wanted to produce goods and men looking for something to do with

their surplus funds.?
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Replacing the capital that Lehman Brothers had supplied turned out to be a
challenge caused by Henry Goldman’s departure that Goldman Sachs could han-
dle well. But replacing Henry Goldman was a challenge that the firm would not

handle well—although the dire results took years to unfold.

Goldman’s departure left the firm without an entrepreneurial leader in
underwriting, the main business of the leading firms in Wall Street and the
standard by which industry stature was and still is measured. Despite its success
in the retailing industries, Goldman Sachs was still relatively unimportant. The
Sachs family was now cleatly in control, but no employee of the firm was capable
of providing the bold, effective leadership Goldman Sachs would clearly need to
recover its prewar momentum in investment banking.

The search for a successor to Goldman led the partners in 1918 to invite
Waddill Catchings to join the firm and head up underwriting. Catchings, who
grew up in Mississippi, seemed just the man. A close friend of Arthur Sachs’s at
Harvard, he went on to Harvard Law School and joined Goldman Sachs’s future
law firm, Sullivan & Cromwell. There he attracted the attention of James Wal-
lace, president of the Central Trust Company, who invited Catchings on suc-
cessive occasions to head reorganized companies: Millikan Brothers, Central
Foundry, and Sloss Sheffield Steel & Iron. This gave Catchings substantial
industrial experience. During the war years, he was part of the organization set
up by J.P. Morgan & Co. under Edward R. Stettinius to purchase war supplies
for the Allies, so in the final year of the war Catchings was able to become quite
familiar with Goldman Sachs, its clients, and its activities. His training and expe-
rience seemed to suit him ideally for his major role at the firm. On top of all that,
Catchings was one of the most talented, charming, handsome, well-educated,
and upwardly mobile people in Wall Street.

Yet Catchings would in just ten years very nearly destroy the firm, prov-
ing once again that articulate optimists encouraged by early successes and armed
with financial leverage can become hugely destructive.

“Waddill Catchings was very tall, quite handsome, and had great charisma,”
said Albert Gordon, the long-serving leader of Kidder Peabody, who began his

career at Goldman Sachs. “More important, he not only was a lawyer, a partner



20 - THE PARTNERSHIP

of Sullivan & Cromwell, but had had real experience in industrial management.
He also had great charm and a generous way with employees. For example, he
had scheduled the two of us to go together to Pittsburgh to call on an impor-
tant prospective client corporation, but when he heard of my plans to go duck
hunting that same weekend, he simply called the CEO and explained that that
tentative date would be inconvenient and suggested an alternate date. That’s the
way he was.”® Proudly self-confident, sure of his standing, he was easing into
arrogance.

Catchings wrote a series of books with an easy, engaging prose style that
expounded optimistically on the promising economic prospects for America.
In one visionary and best-selling volume, cheerfully titled The Road to Plenzy,*
he exuberantly explained: “If business is to be kept zooming, production must
be kept at high speed whatever the circumstances.” Naively, he believed that the
business cycle no longer threatened and that America’s economic prospects were
truly limitless. Convinced that his Harvard professors had been far too theoreti-
cal about long-run economics while real people cared much more about short-run
results, Catchings saw himself as just the person to take the middle way and inte-
grate up-to-date theory and real-world practice. He intended to establish himself
as a national thought leader and was gaining the public attention he sought.

Meanwhile, confidence was running high among the partners of Goldman
Sachs, and with Catchings’s dynamic leadership in underwriting, the firm was
once again clearly moving ahead and entering an active period of industrial financ-
ing. Goldman Sachs’s first underwriting after the war was an issue for Endicott
Johnson, the shoe maker, in 1919. The postwar boom in business, “which grew
with astounding rapidity” through the twenties, led to an era of mergers in which
the firm played an increasingly important part.®

With his successes, Catchings became increasingly self-confident and
insisted on a larger and larger ownership share in the firm. By 1929 he held the
largest single percentage in the partnership and was clearly the leader of Gold-
man Sachs.

However, Philip Lehman, the leader of Lehman Brothers, was not favorably
impressed. He felt Catchings lacked balance and was too aggressive and optimis-
tic. But Lehman’s doubts didn’t faze Catchings’s partners. Neither did the cau-

tions of Catchings’s Harvard classmate Arthur Sachs. The partners of Goldman
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Sachs, determined to make up for the loss of Henry Goldman, had been looking
for a real go-getter, and Catchings was the man of the hour.*

The exciting “New Era” of economic growth accelerating through the 1920s
brought increasing public recognition of America’s stature in the world, exciting
new technologies, and a booming stock market with wider and wider participa-
tion by individual investors. Before investing in stocks became widely accessible,
individual investors’ principal investment opportunities had been confined pri-
marily to railroad bonds and mortgages on single-family homes. Catchings got
more and more interested in the trading side of the firm’s business. He organized
several successful pooled trading accounts, installed a stock ticker in his office,
and encouraged expansion in foreign exchange. The nation’s giddy overconfi-
dence was best represented by a wonderfully optimistic 1928 article in a popular
magazine, written by the chief financial officer of General Motors Corporation,
John J. Raskob. With the encouraging title “Everybody Ought to Be Rich,” it
presented a “simple plan of moderate, prudent” borrowing on margin to buy
more and more fully into the steadily rising stock market. (Eventually, however,
Raskob himself sold all but three thousand of his 150,000 shares of GM.)

In this heady environment, Catchings’s charismatic presentation of his opti-
mistic views and his penchant for bold action would lead the firm into a major
public commitment and a massive public failure. With enthusiasm, Catchings
advocated creating a modern “corporation of corporations”—a holding company
or investment trust similar to those being established by other securities firms.
In his vision, a truly dynamic business organization would move out of markets
or products with declining profitability and move into markets and products
that were new and dynamic. The one great objective for investor-owners was
profits—maximum profits on their invested capital—with products or markets
merely the means to achieve that end. So the truly modern business leader would
run a pure investment trust—and concentrate on redeploying capital to maxi-
mize profits.

Organized as holding companies, the investment trusts were promoted as
companies whose business was investing in, controlling, and managing other
companies. Often, but not always, these holding companies were concentrated
in a single business, particularly insurance or banking (such as A. P. Giannini’s

Transamerica, which was an outgrowth of his original Bank of Italy, later named
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Bank of America) or utilities (such as the empire constructed by Samuel Insull).
The benefits, in management, innovation, and financing, of corporate consolida-
tion were being demonstrated over and over again by the increased profitability
of such merger-created corporations as General Motors, General Electric, Gen-
eral Foods, and International Harvester.

Catchings saw no reason to confine his futuristic vision to just one industry.
Why not create companies that would use these exciting modern techniques of
finance and management and be free to go into any industry where opportunity
was particularly great and promising—where experts in modern management
and finance could make the greatest gains for investors!

Investment trusts were designed to capitalize on the continuing growth
opportunities for American business, which many assumed were inevitable. And
not unlike the conglomerates of the 1960s, they specialized in “financial engi-
neering” as they concentrated on maximizing profits to shareholders. Often using
borrowed money and increasingly elaborate “senior” financing—such as pre-
ferred stock, convertible debt, convertible preferred stock, or debt with warrants
attached to buy equity—the trusts raised capital to buy a controlling interest in
operating companies. They gained control of other corporations that, in turn,
controlled still other corporations as subsidiaries. The layers of corporations con-
trolling corporations that controlled still other corporations and the opportunities
for financial leverage seemed nearly endless. The remarkable extent of corporate
pyramiding by investment trusts was illustrated by one retailer, Metropolitan
Chain Stores, whose dividends went through eight tiers of holding companies;
the cash dividends paid out to common-stock investors were what little remained
after paying the required dividends and interest expenses of all the layers of senior
securities.” The idea of creating investment trusts seemed to open new horizons
for financial creativity to capitalize on the New Era in American industry.

Seeing the remarkable profitability of other firms’ ventures with investment
trusts, the partners of Goldman Sachs got more and more enthusiastic. As Walter
Sachs later ruefully noted, “All would have been well had the firm confined its
activities strictly to the type of business which had been done over the years.” Al
Gordon recalled, “Catchings got quite concerned about the booming speculation
on margin in the late 1920s and for a while was almost bearish. Then, with most

unfortunate timing, Catchings became convinced that he could see and project all
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the great growth that was ahead for this country. He became quite bullish at the
worst possible time. . . in the spring of 1929.”

As plans developed, the scale of the proposed investment trust was rapidly
expanded. From a moderate twenty-five-million-dollar initial plan, the proposed
size of the trust was doubled to fifty million dollars, and then doubled again to one
hundred million dollars (about $1.2 billion in today’s dollars). A salient indicator
of the ascending prominence of the “trust concept” within the firm was the name
it was given: Goldman Sachs Trading Corporation. As originators, partners
of the firm bought 10 percent of the original offering, and that ten million dol-
lars represented nearly half the firm’s total capital. The rest of the offering, even
though the trust had not yet begun operations, was heavily oversubscribed by the
investing public, and the firm made a quick profit of over three million dollars on
its initial stake, lifting expectations still higher. In addition to its stock ownership,
Goldman Sachs would be paid 20 percent of the trust’s net income for its manage-
ment.® Immediately after the initial public offering, the price of shares in Gold-
man Sachs Trading leaped up—in just two months, the stock jumped from its
$104 offering price to $226 per share, twice its book value in shares and cash.

Flush with success and eager to expand, Catchings arranged a merger with
another investment trust, Financial & Industrial Corporation, which controlled
Manufacturers Trust Company and a group of insurance companies. This dou-
bled the assets of Goldman Sachs Trading to $244 million just three months after
the original issue.

Walter Sachs described the growth of Goldman Sachs Trading as meteoric.
The trust went rapidly on to control companies with total assets over $1.5 billion.
As Sachs put it, “Rising markets in investment trust shares during 1929, to which
the shares of Goldman Sachs Trading were no exception, led to grandiose ideas
involving further bank acquisitions.”” Goldman Sachs Trading gained dominant
ownership positions in banks in New York, Philadelphia, Chicago, Los Angeles,
and San Francisco, as well as in insurance and industrial companies."’

With serene confidence in continuing success, Catchings and Goldman
Sachs were caught up in the elation of the time and went boldly on to add further
leverage—at the worst possible time. Despite its high price, Goldman Sachs Trad-
ing repurchased fifty-seven million dollars’ worth of its own shares. Joining forces

with Harrison Williams, who was expanding his utilities empire, Goldman Sachs
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Trading in the summer of 1929 launched two new subsidiary trusts bearing the
picturesque names Shenandoah and Blue Ridge and through them invested in such
holding companies as Central States Electric, North American Company, and
American Cities Power & Light. In addition to fifty million dollars of preferred
stock, Shenandoah sold one million shares of common stock to the public at $17.80.
Four million shares were taken at only $12.50 by the promoters: Goldman Sachs
Trading Corporation and Central States Electric Company." Both hands were in
the cookie jar, but euphoric investors didn’t care. Shenandoah shares, seven times
oversubscribed, closed the first day of trading at thirty-six dollars. Shenandoah
was both oversubscribed and overleveraged with $42.5 million of convertible pre-
ferred stock providing over one-third of its total capital. (Like debt, preferred stock
is senior to common stock, and its dividends, like bond interest, must be paid before
common dividends.) One month later, Blue Ridge was launched. In leverage, it
went even further: fifty-eight million dollars of preferred stock or 44 percent of
$131 million in total capital. Together these preferred issues had annual dividend
commitments of nearly six million dollars. Goldman Sachs Trading owned 40 per-
cent of Shenandoah, and the partners of Goldman Sachs must have felt euphoria
worthy of the first man to invent a perpetual motion machine.

Partners of Goldman Sachs put considerable pressure on associates in the
firm to invest in the new investment trusts at double the amount each had taken in
Goldman Sachs Trading. When a young associate declined the “invitation” being
made to all employees to subscribe to the Shenandoah issue, Sidney Weinberg,
by then Catchings’s number two at Goldman Sachs Trading, sternly scolded the
recalcitrant: “This won’t help you here.”"

Goldman Sachs Trading Corporation and its two new subsidiaries greatly
expanded Goldman Sachs’s reach. With total capital of less than twenty-five
million dollars, the firm effectively controlled five hundred million dollars in
investments—approximately six billion dollars in today’s dollars. This was won-
derfully convenient for an active, deal-minded Wall Street firm. Goldman Sachs
Trading controlled banks and insurance companies that the firm could encourage
to buy the newly issued corporate securities that Goldman Sachs was underwrit-
ing, while the controlled corporations generated investment banking business for
the firm. All this was in addition to the substantial profits from originating the

three investment trusts and any gains on the shares held by the firm.
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But as Walter Sachs later observed, “The entire structure had become top-
heavy and too extensive for easy and intelligent management.” Goldman Sachs
Trading’s portfolio was far too concentrated: If any of its major holdings cut or
stopped paying dividends, the trust would become a house of cards. And that is
what happened when American Trust Company of San Francisco—then nearly
50 percent of Goldman Sachs Trading’s total portfolio—stopped paying divi-
dends in July 1929. North American, a utility holding company controlled by
Shenandoah and Blue Ridge, never paid a dividend.

In early 1929, Goldman Sachs Trading had bought thirty thousand shares
of Guardian Group shares at $130, versus a market price of $120. Trading soon
made a good profit. But Guardian wanted to be independent, so its directors
asked Sidney Weinberg to sell the shares back. Correctly expecting the share
price to keep rising, Weinberg indignantly refused. But by October 1929, when
the market price had fallen from a high of three hundred dollars to $220, another
approach by Guardian got an agreement from Weinberg, who was trying to raise
cash, to sell twenty-five thousand shares at $184. Weinberg got the better deal:
When Guardian attempted to resell those shares, it could unload only seven thou-
sand. In November, to save embarrassment, Guardian directors, including Edsel
Ford—one of the company’s original sponsors, who had put up $1.2 million—
bought the balance of the shares at $184 even though the market value had by
then dropped to just $120."

alter and Arthur Sachs were traveling in Europe during the summer of
W1929. In Italy they learned of the deals Catchings was doing on his own,
and Walter Sachs got worried. On his return to New York, he went straight to
Catchings’s apartment in the Plaza Hotel to urge greater caution. But Catchings,
still caught up in the bull-market euphoria, was unmoved. “The trouble with you,
Walter,” he said, “is that you’ve no imagination.”"*
The Dow Jones Industrial Average had begun 1929 at exactly 300, fluctuated
over the next five months between 300 and 320, and then soared in both price and
trading volume. It peaked at 381 on September 3: thirty times 1929 earnings per

share, over four times book value, and yielding only 2.5 percent in dividends—

astounding numbers in those days. Euphoria was easy to find—National City
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Bank of New York stock traded at 120 times earnings, and several companies,
including International Nickel, sold at ten times book value. New common stock
issues jumped from an average annual volume of five hundred million dollars to
ten times as much in 1929—$5.1 billion, dominated by the investment trusts.

By October 23, the Dow had fallen back down almost to its January level of
305. The 20 percent decline in less than two months provoked widespread margin
calls, and selling seemed sure to accelerate. On Thursday, October 24, the New
York Stock Exchange required all 1,100 members be on the floor for the 10 a.m.
opening.” Prices fell quickly, and in just half an hour the ticker tape was six-
teen minutes late. By one o’clock the tape was ninety-two minutes late. The 3:30
closing prices were not reported until 7:35 that evening. Trading volume was a
record 12,894,650 shares—three times the normal volume. Then margin calls
and European selling, combined with urgent selling by brokers whose short-term
loans were being called, ignited heavy selling on the day still called Black Fri-
day, as 16.4 million shares traded—another record—and major stocks dropped
20 percent to 30 percent. (Prices temporarily turned around on November 14 and
rose 25 percent over just five days—and then added another 6 percent. The Dow
closed the year at 248.)

With the October stock market crash, Goldman Sachs Trading Corporation,
which had seemed so sure to be a great success, quickly turned into an astound-
ing failure. Trading’s shares took their first big plunge from $326—on their way
to just $1.75, or less than 2 percent of their original value and less than 1 percent
of their market high. While all the investment trusts suffered, Goldman Sachs
Trading—Dbecause it was so large and so highly leveraged and because Catch-
ings had optimistically made overly concentrated investments—became one of
the largest, swiftest, and most complete investment disasters of the twentieth
century. And since the investing public saw no real difference between Goldman
Sachs and Goldman Sachs Trading Corporation, the harm done to the firm and

its reputation was comparably horrific.

I n the crucial period, as the crash gathered momentum, Waddill Catchings was
not at Goldman Sachs: He had left New York for the far West, partly to see to

Goldman Sachs Trading’s western investments firsthand, and partly to divorce
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his wife. In early 1930, as the stock market appeared to improve, Catchings called
from California to tell Weinberg, who was working closely with him, of the
“splendid” opportunities he saw for further investment on the Pacific Coast. At
the time, Goldman Sachs Trading had debts and forward commitments of twenty
million dollars. Stubbornly bullish, Catchings proposed issuing fifty million dol-
lars of two-year convertible notes to fund the existing debt and provide funds for
bold action: “With the remaining $30 million, Taylor out here can make a world
of money.”*

Sidney Weinberg and Walter Sachs agreed that such a note issue would be
folly and decisively rejected Catchings’s proposal. They were thinking differently
now about Catchings. Walter Sachs spoke to his brother Arthur the next day, say-
ing apologetically, “You have been right about Catchings and I have been wrong,.
I am afraid that he will never learn.” Walter Sachs then went to Chicago to meet
Catchings for several hours at the University Club. “I told him in no uncertain
terms that in the future he could not carry on without the complete approval of
the entire partnership.” Sachs'é was too late.

Necessarily, a program of quiet liquidations to pay off debts was begun, even
with the difficulties of a falling market and the illiquidity of most of Goldman Sachs
Trading’s investments. Catchings came back to New York City, where, at Wein-
berg’s initiative, he was obliged by the other partners to resign as president of Gold-
man Sachs Trading Corporation in May, to quit as a director of companies in which
it was invested, and to withdraw from the Goldman Sachs partnership at the end of
1930." In one last hurrah, Catchings organized a stock market pool of speculators
to invest in Chrysler. Between October 1929 and July 1930 it lost $1.6 million."

Under Sidney Weinberg’s direction, Goldman Sachs Trading Corporation
was steadily wound down and eventually taken over by Floyd Odlum’s Atlas Cor-
poration, which bought shares of various trusts at major discounts from their net
asset values. Atlas acquired eighteen trusts by late 1932, increasing its per-share
book value even as others were plunging—and trading on the stock market at a
premium over book value while others sold at a discount. The financial cost to

Goldman Sachs was punishing. In an enormous double whammy, the firm not

* Frank Taylor, who had been affiliated with Tucker, Hunter, Dulin & Co., a Pacific Coast investment house that had

become a subsidiary of Goldman Sachs Trading.
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only lost the chance to make the great fortune it had so recently and confidently
expected, but it also suffered huge losses, taking its accumulated capital down to
the level it had passed thirty long years before and eliminating the fruits of all the
labors of an entire generation."” The venture cost Goldman Sachs, which never
sold a share of its own original stake in Goldman Sachs Trading Corporation, more
than twelve million dollars. Recognizing the destructive impact of these losses on
their younger partners, the Sachses announced that their family would cover part-
ners’ losses. As the Depression settled in, employees were asked what minimum
salary they needed to live on—and were paid just that sum and no more.”

For Walter Sachs, now serving as president of Goldman Sachs Trading Cor-
poration, it must have been painful to go before one after another group of irate
stockholders and appear in court to defend against shareholder suits.* Catchings
got a termination payout of $250,000, and his capital account deficit was absorbed
by the other partners. He moved to California, wrote another book—2Do Econo-
mists Understand Business ’—and produced various radio programs. Walter Sachs
observed of Catchings: “Most men can stand adversity; very few men can stand
success. He was not one of them. He...had had no money. He suddenly thought
himself to be a rich man. He was a rich man on paper. In that very year—it all
happened in twelve months—he just went haywire. We weren’t smart enough,
perhaps—or perhaps we were too greedy, too—but we didn’t stop it in time.””

By 1931 the losses of Goldman Sachs Trading exceeded by far the losses of other
investment trusts.” Of the $172.5 million lost by fourteen leading trusts, Goldman
Sachs Trading accounted for $121.4 million, or 70 percent. In distant second place
on this dishonor roll was Lehman Corporation, which lost just under $8 million.

With 70 percent of its assets tied up in Shenandoah and American Trust
Company, both paying no dividends, Goldman Sachs Trading’s revenues plunged
from five million dollars in 1930 to just five hundred thousand dollars in 1932. It
couldn’t pay six million dollars of dividends on the preferred stock, nor the one
million dollars in debt interest.

For the proud Sachs family, the failure of Goldman Sachs Trading Corpo-

ration became a very public humiliation. In 1932, Eddie Cantor, the popular

* Sidney Weinberg took his son Jim to court in Foley Square on the day when Judge Milton Pollack threw out the last
lawsuit linked to Goldman Sachs Trading—in 1968.



DISASTER - 29

comedian and one of forty-two thousand individual investors in Goldman Sachs
Trading Corporation, sued Goldman Sachs for one hundred million dollars while
regularly including in his vaudeville routine bitter jokes about the firm. One:
“They told me to buy the stock for my old age . . . and it worked perfectly. . .. Within
six months, I felt like a very old man!”

The Sachs family’s stress and anguish were exacerbated when the trust’s
third-largest investment—Manufacturers Trust Company, a major lender to the
Jewish garment industry—cut its dividend and a run on the bank began. The
best solution for the bank was to join the New York Clearing House, whose mem-
bers guaranteed each other’s deposits. But the price of admission was high: sepa-
ration from Goldman Sachs Trading and the installation of a non-Jew as CEO.”
The crude message clearly reflected anti-Jewish prejudice, which Goldman Sachs
would experience for many years.

For the Sachses, the hardest part was the harm done to their family firm’s rep-
utation, to which they had devoted so much time, effort, and attention. In the last
years of his father’s life, when Walter Sachs called on the man who had seen the firm
grow over fifty years from tiny beginnings, “He was interested in only one aspect:
how the name was regarded.” Sam Sachs would die in 1934, at eighty-four.

Goldman Sachs Trading canceled its management contract with Goldman
Sachs near the market bottom in April 1933 and changed its name to Pacific East-
ern Corporation. That September, Floyd Odlum bought an additional 501,000
shares, gaining over 50 percent control of a mixed bag of small stocks that had not
participated fully in the market recovery.?

Because he knew the companies previously served by Waddill Catchings,
Weinberg was selected as a director for, among others, Sears Roebuck, Conti-
nental Can, National Dairy, B.F. Goodrich, and General Foods. At the same
time, Weinberg led the painful process of reconstructing the firm’s position on
the Street.

It could have been worse. Goldman Sachs nearly lost the man who was
destined to be its decisive leader. A decade after Henry Goldman had resigned
because he supported the Kaiser, Sidney Weinberg went to him. Weinberg
explained that he did not think the Sachses were particularly bright and said, “I
want to work for you, because you've got the brains.” Henry Goldman declined,

saying: “My career is ending. You stay with Goldman Sachs.”
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oldman Sachs was fighting for its life all through the Depression and
World War I and was profitable in only half of the sixteen years from
the 1929 crash to the end of the war. Most partners owed the firm money
because their partnership income was less than the moderate “draws” that their
families needed to get along.' There was little need for Wall Street services, par-
ticularly services from a midsize Jewish firm with few distinctive capabilities and
a prominent negative reputation from the failure of Trading.” In the early thirties,
the firm neither led nor co-led any underwritings, and in 1935 it did only three
debt placements that totaled less than fifteen million dollars. This period was later
described euphemistically by Walter Sachs as a time of “defensive action” as the
partners worked to unravel the many problems caused by Goldman Sachs Trad-
ing Corporation and “fought valiantly to retain the firm’s corporate relations.”
Sachs always called it “Trading Corp.”—apparently reluctant to use the firm’s
name when identifying the great failure.
The Sachs family was vital to the rescue of Goldman Sachs in an essential but
unusual way: They stepped aside. Howard and Walter Sachs knew that, having

become accustomed to genteel affluence, dignity, culture, and refined tastes, they
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were not the right people for the gritty job that had to be done. They couldn’t do it.
So they took secondary roles for themselves and gave Weinberg the power to lead
the firm, knowing he was smarter and tougher than they were and could do what
had to be done. Arthur Sachs, living abroad with his French second wife, agreed
with them; he retired and eventually withdrew his capital. Weinberg himself had
no alternatives either, particularly when the Sachs family agreed to underwrite
and forgive well over one million dollars of his share of the operating losses.

Jim Weinberg, Sidney’s older son, gives the Sachs family great credit for
sustaining the firm: “Over the twenty years from 1927 to 1947, Goldman Sachs
made $7 million—and lost $14 million. The Sachs family were extraordinarily
important to the firm for many, many years and in many ways, but surely the
most important was their stamina and persistence over twenty long years of stay-
ing with the firm, covering the losses of others, and never compromising on any
of the firm values they believed in.”

Where the Sachses were genteel, cultured, and had refined tastes, Wein-
berg was smart, tenacious, and aggressive. “We had learned to live by the street
code: you do everything right—and nothing wrong,” explained Weinberg, who
had scars on his back from knife fights as a newspaper boy. “We would never
retreat for anything or from anybody.” Al Gordon, later senior partner of Kid-
der Peabody, recalled an instance of Weinberg’s aggressiveness in the 1920s that
still rankled more than seventy years later. Goldman Sachs and Lehman Brothers
were preparing to underwrite what was then an unusually large bond issue—fifty
million dollars—for National Dairy Products. Gordon, having met Sumner Pike
of Continental Insurance on behalf of Goldman Sachs, became convinced that the
market was underestimating National Dairy’s creditworthiness, so, on his own
initiative and based on his own analysis, he urged Pike to invest in the National
Dairy bonds. Appreciative, Pike insisted that the lucrative order for two million
dollars of bonds go entirely to Goldman Sachs, even though a Lehman Brothers
partner was on Continental’s board of directors. Continental’s order—the larg-
est placed by any investor in that bond issue and the largest order Goldman Sachs
had ever gotten—produced a seventy-thousand-dollar commission (over eight
hundred thousand dollars in today’s dollars). Gordon naturally thought the credit
was rightfully all his, but Weinberg, as the partner in charge of distribution, took

full credit for himself. It would not be their only confrontation.
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“He was a trader and built the firm’s over-the-counter business,” recalls Gor-
don. “Salomon Brothers, Asiel, and Goldman Sachs were the recognized trading
firms in the 1920s. Weinberg was very competitive and ran Goldman Sachs with
an iron hand. He wanted me to work for him, but I shifted to commercial paper
and the new business department. From time to time thereafter, he would try to
get me to come back into his area, but I wouldn’t go. He had much too dominating
a way of operating.”

Weinberg knew the markets and had a quick mind for numbers, people,
and markets. To price a Sears bond issue, Stanley Miller, a persistent number
cruncher, worked out an enormous spreadsheet with all the conceivable interest
rates along one side and years to maturity along another side. He’d labored all
night, pulling the long handle of one of the huge NCR adding machines to get
each possible combination. As Miller was unrolling his masterpiece, Weinberg
simply announced that the bonds would be issued at par with a 4% percent cou-
pon—and he was exactly right for the market.

Weinberg had an extraordinary capacity to appraise people, and on one
occasion it saved him some real money.’ Richard Whitney, then chairman of the
NYSE but soon to be jailed for serious fraud,* had gotten in the habit of stopping
stock exchange members to make surprising requests for large personal loans,
often several hundred thousand dollars at a time and always without collateral.
Widely recognized as the House of Morgan’s broker and the brother of George
Whitney, one of J.P. Morgan’s senior partners, Whitney was tall, impeccably
dressed, and imperious. In what might have seemed a great compliment (if he
hadn’t shown his disdain for Weinberg by calling him “Weinstein”), Whitney
once asked Weinberg to lend him the relatively small sum of fifty thousand dol-
lars. Weinberg said he’d think it over and, returning to his office, called Whitney
to say he would not make the loan. Asked by a colleague why he hadn’t refused
Whitney right away, Weinberg said, almost sheepishly, “I wanted to be a little
more gentlemanly.””

Weinberg could be strikingly generous, as E. J. Kahn Jr. noted in his 1956
New Yorker profile: “On learning that a former business rival of his had run into
hard times, Weinberg called on the fellow and, after satisfying himself of the
reality of his plight, summarily arranged to provide him with a hundred dollars

a week for the rest of his life.” As B.F. Goodrich’s board of directors was meet-
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ing in Akron in 1931, a run started on the local banks, threatening hardship for
Goodrich and its thousands of employees. Weinberg offered to see what could
be done and spent the next ten days examining the banks’ books. Convinced that
they could make it if they got enough help, he called New York and persuaded
some bankers there to put up the money. The doors of Akron’s banks stayed
open, the funds of Goodrich and its employees remained intact, and Weinberg
came back to New York, another little job out of the way.”

Goldman Sachs was in a period of acute “internal management transition”
and anxiously hoping for a business recovery. As Ernest Loveman, then one of
Goldman Sachs’s five partners, cheerfully said, “We have to have a good future
because we can’t get any lower than we are now.” From that “can’t get any worse”
base, Weinberg led in consolidating the firm’s position on Wall Street in what For-
tune described in 1937 as “one of the most remarkable investment banking come-
backs of the decade.”” The firm decided to expand, and as Walter Sachs described
the results: “We carried on with a sharply expanding business for the ensuing

twenty-five years,”®

though profits remained elusive until the mid-1940s.

Weinberg increasingly clearly ran the firm, and it soon became known as
Sidney Weinberg’s firm. Even though Goldman Sachs was a family firm, he was
tough on the Sachses. To make it clear to everyone that the Sachses were nor in
charge, he put a round table in the partners’ dining room so no Sachs could ever
sit at the head of the table. Weinberg moved up fast and was continuously aggres-
sive. His percentage participation in the Goldman Sachs partnership beganin 1927
at 9.5 percent, but grew to 30 percent by 1937. Sullivan & Cromwell rewrote the
partnership agreement so that a small trust owned the rights to the name Gold-
man Sachs; when the other two trustees died, Weinberg personally controlled the
name. Weinberg’s stated secret of success: “Love of hard work, no fear of tack-
ling anything—and liking every minute of it.” He didn’t mention intimidation,
but others certainly would.

Troubled times can uncover opportunities as well as problems, and Goldman
Sachs experienced both. When Weinberg went around to call on the senior peo-
ple at other firms, several refused to see him because his firm was not important
or because of the failure of Goldman Sachs Trading Corporation. Opportunities
came in commercial paper where, as others struggled, the firm expanded through

the acquisition in 1932 of its main rival, Hathaway & Company, which gave the
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firm strength in the Midwest.” And a few years later, when Boston’s Weil McKay
& Company split in two, the McKay brothers brought their Southern textile
accounts into the firm. With economic recovery, the market for commercial paper
would expand substantially beyond commercial banks to include other kinds of
financial institutions and industrial corporations. While “the business is done on

a rather close margin of profit,”"

the volume became so large that it could be
relied on as a regular source of profit and, far more important for the firm’s future,
as an opening-wedge line of business with many corporations.

In 1935 a new crisis for Sidney Weinberg hit the front pages of the newspa-
pers: McKesson & Robbins—on whose board Weinberg sat, supposedly looking
out for investors’ interests as an independent, “outside” professional director—
was suddenly bankrupt, after several years of reporting substantial and apparently
steady progress. The failure was no accident: It was part of a major accounting
fraud. Originally a Bridgeport, Connecticut, manufacturer of pharmaceuticals,
McKesson & Robbins was controlled by a man called F. Donald Coster, whom
Weinberg had met on a vacation. Coster, cruising near Nantucket, where the
Weinbergs rented a house each summer, invited Weinberg to come aboard his
134-foot yacht. As the Weinbergs rowed out, the yacht captain waved off their
small, decrepit rowboat—until Coster came to their rescue.

Coster had conceived the idea of acquiring drug wholesalers across the
country to create a nationwide drug manufacturing and distributing organiza-
tion. Having persuaded accountants at Price Waterhouse to accept an inventory
“verification”—done by Coster and other McKesson officials—which purported
to show that the company had, supposedly in a large warehouse in Canada, a
large inventory of crude drugs that it did not have," the company reported hugely
overstated “earnings.”

McKesson’s bankruptcy came as a stunning surprise, but it should have been
no surprise at all. As it unfolded that Coster was an impostor whose real name
was Philip Musica, that name triggered an old memory. A check of the credit
files showed that Walter Sachs’s father had, many years before, red-penciled the
comment that Goldman Sachs should not do business with Musica, who had been
accused of irregularities by U.S. Customs.'* In addition, Walter Sachs had, several
years before, refused “Coster’s” request that Goldman Sachs sell several million

dollars in notes to finance McKesson’s continued expansion. A rueful Weinberg
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said, “All T know is that the figures of the crude drug department showed that it
was doing a splendid and profitable business.” His self-appraisal: “I just wasn’t
very bright.” During an emergency meeting of the McKesson directors, news
came that Musica had committed suicide. Weinberg didn’t miss a beat: “Let’s fire
him for his sins anyway!”"

Apparently Weinberg learned his lesson. According to George Doty, later a
partner of Goldman Sachs, “Sidney could and would smell a rat a mile away. Sid-
ney Weinberg’s fondest word was integrizy. He virtually worshipped that word,
and what it meant for him”—honesty and putting customers’ interests first. “Mis-
takes were quite forgivable, but dishonesty was unpardonable. He was a loom-
ing presence and Mr. Integrity. If ever a question of ethics came up, it would be
described as a ‘Sidney Weinberg question.””

“The real culture of Goldman Sachs traces back to Sidney Weinberg,” says
Al Feld, who worked at the firm for more than fifty years. “Tough as nails, he held
the firm on the straight and narrow path of very high ethics—and true fellow-
ship throughout. Goldman Sachs was a total meritocracy. Mr. Weinberg tolerated
none of the politics or infighting that hurt so many of the other firms. And the key
to there being no political games was the omnipotence of Sidney Weinberg, who
was tough and endowed with tremendous energy.”

One use of that power was to keep payouts to partners low, forcing them
to build up equity in the firm. “Sidney Weinberg set the policy on tough capi-
tal retention,” says partner Peter Sacerdote. “It was good for the firm because
it made everyone focus always on what was best for Goldman Sachs as a whole
firm. And it was good for the individual partner because it kept you financially
modest. You couldn’t get into fancy spending habits because you didn’t have the

money to spend.”

I_I ard as he worked at rebuilding Goldman Sachs, Weinberg was also seri-
ously engaged in reforming Wall Street—and in national politics and
as a director of many major corporations. When the New York Stock Exchange
was reorganized in the early thirties, Weinberg played an important behind-
the-scenes role as a member of an insurgent group, persuading Carl Conway of

Continental Can and Thomas McInnerny of National Dairy to head the crucial
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committee on reorganization, known popularly as the Conway Committee.
Weinberg became a member of the NYSE Board of Governors. When he declined
to run for a second two-year term in 1940, he successfully advocated the election
of William McChesney Martin Jr. (later the longest-serving chairman of the Fed-
eral Reserve) as the first paid president of the New York Stock Exchange. After
the Second World War, he orchestrated the election of Keith Funston, whom he
had earlier recruited to the War Production Board.

Having tasted politics in 1932 by working for Franklin D. Roosevelt as
a member of the Democratic Party’s National Campaign Finance Committee,
where he raised more money than any other member," Weinberg launched a long
series of relationships with occupants of the White House that would continue
for more than thirty-five years. Almost everybody on Wall Street voted against
FDR, and many distrusted him or literally hated him. For Weinberg this was an
opportunity to go the other way and reach out to be helpful to the president, and
he took it. In 1933 the president had him organizing the Business Advisory and
Planning Council, through which corporate executives could present their views
to the government with an assured hearing. And suddenly, there he was—a Jew
from a Jewish firm of no great stature on Wall Street—extending as valuable an
invitation as a business executive could have: to be one of the corporate execu-
tives who would meet with the top people in government and speak on behalf
of the American business community.

The council became the bridge between business and government during the
New Deal, helping coordinate business and government relations, clearing up
misunderstandings, and restoring confidence. Weinberg not only decided who
got invitations, he made sure he was the only investment banker in the group,
making him the classic fox in the chicken coop. With an engaging personality and
a great gift for gab, he was a star of the show and was soon known to everybody.
He knew exactly how to capitalize on all these contacts. With his subsequent War
Production Board service, he soon became the number one go-to man between
corporate America and the U.S. government.

President Roosevelt paid Weinberg a singularly handsome tribute, con-
sidering the source, by conferring on him the nickname “The Politician.” In
recognition of his ability to handle touchy problems smoothly and effectively,

FDR also offered him a number of federal appointments—including cabinet
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positions—and nearly proposed him for the new Stock Market Board, the pre-
decessor to the Securities and Exchange Commission."” As reported at the time,
“What the brokers have feared is that it may be extremely difficult to get men of
sufficient experience in business and finance to serve on the Commission because
of the small $10,000 salary and the requirement that Commissioners have no
other business interests. Among the possible nominees, including T. J. Watson of
IBM and General Robert E. Wood of Sears Roebuck, Mr. Weinberg is regarded
as having the most thorough knowledge of the stock market.”'* In 1938 he was
informally offered the post of ambassador to the Soviet Union."” The Russians
had already been sounded out and had accepted Weinberg, but when he realized
that anti-Semitism was gathering momentum there, he graciously begged off,
mischievously saying: “I don’t speak Russian. Who the hell could I talk to over
there?”'® The president wrote Weinberg a letter of regret, which he kept on dis-
play in his office with the rest of what he fondly called “my mementos.”

In 1939 Weinberg got another assignment: conducting an exhaustive study
of investment banking for FDR, with particular attention to the wholesale and
retail distribution of securities.” Again and again, Weinberg said that “govern-
ment service is the highest form of citizenship,”*’ and as World War II began, he
joined up full time. “I’ll never take a job in government in peacetime, but I’ll take
any job in time of war.”

Weinberg was active in forming the Industry Advisory Committee in 1941,
initially as assistant director of purchases under Donald Nelson, a former exec-
utive vice president of Sears Roebuck who headed the War Production Board.
Weinberg’s main job for Nelson was to get the very best executive talent he could
for the war effort. (Another task was arranging the presence of attractive young
women—the Miss Indianas and Miss Ohios for whom Nelson had such an enor-
mous appetite that the FBI worried that the Germans might figure it out and
plant some of their female spies in Nelson’s bedchamber.) Weinberg also became
acquainted with young Henry Ford during this period, earned his trust, and
established what would become a most important friendship.

He advanced to be chief of the Bureau of Clearances, where he was paid the
classic wartime patriot’s one dollar a year. On January 26, 1942, Weinberg was
made assistant to the chairman of the War Production Board, where General

Motors’s Charles E. Wilson observed: “His wide and influential friendships were
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invaluable in inducing outstanding men to come to Washington to work with
us.” That put it politely. Weinberg, as usual, put the matter far more directly.
To get the numerous top-flight young executives he needed, Weinberg called on
practically every giant corporation in America, met one-on-one with the CEO,
and explained his mission clearly and forcefully: “Our nation is in grave danger.
America needs an enormous number of talented executive leaders to organize a
massive war production effort. The President has sent me here to get your help in
identifying your very best young men. We need the smartest young stars you've
got. And don’t you even think of passing off older men or second-raters. I'm ask-
ing the same thing of every major company in the country, and I’ll be watching
very closely how well your men do compared to the best young men from all the
other corporations. God forbid the people you pick are less than the best because
God, President Roosevelt, and I would never, ever forgive you.”

Affectionately called “the body snatcher” by FDR because his CEO meet-
ings proved so very effective, Weinberg rapidly accumulated an extraordinary
advantage for an investment banker: He got to know large numbers of America’s
best young executives and to see firsthand how effective each one really was, what
work he was best at, and with whom he worked particularly well. After the war,
hundreds of these same executives went back to run their companies, and many
decided to make Sidney Weinberg their investment banker. Many more, when
they became CEOs, were looking for suggestions as to who would be effective
directors—and they usually wanted other CEOs. Weinberg knew more young
CEOs than anyone else and was perceptive about which people would work
well or not so well with each other person or group. He became a high-volume,
high-level matchmaker who was discreet, got things done quietly and effectively,
and was remarkably successful. More than anything else, the power and stature
Weinberg accumulated during the war years—plus his remarkable one-to-one
relationships with America’s top executive talent and his encyclopedic knowledge
of the skills and personalities of many top executives—boosted the stature of
Sidney Weinberg.

Naturally appreciative, many of the men he placed in top-executive positions
became clients of Goldman Sachs or, more precisely, clients of Sidney Weinberg,
whose firm was Goldman Sachs. Numerous executives wanted Weinberg him-

self to be one of their directors, a role he performed particularly well. Over time,
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his detailed knowledge of specific companies led to his being elected a director
of such corporations as Sears Roebuck, Continental Can, National Diary, B.F.
Goodrich, and General Foods. (In 1953 the Department of Justice sued to require
Weinberg to stop serving on the boards of both B.F. Goodrich and Sears Roe-
buck because both were so prominent in automobile tires.) In preparing for board
meetings, Weinberg had an assistant, Nat Bowen, study all the facts and figures
and the minutes of all previous discussions—with everything relevant to each
item on the agenda kept in a small, coded notebook for handy reference—and
then thoroughly brief him just before each meeting. With such complete prepa-
ration, Weinberg easily distinguished himself as a director by asking unusually
penetrating questions during meetings. Weinberg wanted to know everything
and would travel to see individual plants so he could take the company apart to
see how it ticked. He became recognized as one of the first professional “outside”
directors, serving as the representative of the public shareholders. In a departure
from the then current convention, Weinberg asserted that directors’ responsibili-
ties were to the shareholders of the company they were supposed to direct and so
they must be privy to all significant corporate information. He wrote an article
for the Harvard Business Review outlining a series of recommendations on boards
of directors that were then considered novel, but have since been largely adopted.
His reputation soared, and Weinberg’s capabilities as a director are faitly credited
with cementing Goldman Sachs’s relationships with many major corporations—
invaluable in the investment banking business.

Weinberg had an extraordinary capacity to inspire trust, and with his effer-
vescent personality was unusually well liked by people of all stations in life. Ata
General Foods board of directors meeting, always a formal and dignified affair,
a long presentation was being made that was overloaded with dull, detailed sta-
tistics. Number after number was read off. When the droning presenter finally
paused for breath, Weinberg jumped up, waving his papers in mock triumph, to
call out “Bingo!”?

Called “the boy wonder” in his early years, Weinberg was widely known in
his later years as “Mr. Wall Street.” His offhand explanation, “I’'m justa Brooklyn
boy from PS 13 and I know a lot of business people,” was cited as an extraordi-
nary understatement of the reason for his great success by BusinessWeek, which

explained that his bluntness was accepted because he was always objective, had
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no personal rancor, and “startles you with extra kindness.”** Cocky and tart-
tongued, Weinberg had an amazing ability to get along with anyone and relate
to anybody.

Weinberg would not only tease corporate executives with a temerity almost
unique in a man of his status, he would frequently twit the corporations them-
selves. Shortly after he was elected a director of General Electric, he was called
upon by Philip D. Reed, GE’s chairman of the board, to address a group of com-
pany officials at a banquet at the Waldorf-Astoria. In presenting Weinberg, Reed
said that he was sure this new director would have some interesting and penetrat-
ing remarks to make about GE and that he hoped Mr. Weinberg felt, as he felt,
that GE was the greatest outfit in the greatest industry in the greatest country in
the world. Weinberg got to his feet. “I'll string along with your chairman about
this being the greatest country,” he began. “And I guess I’ll even buy that part
about the electrical industry. But as to GE’s being the greatest business in the
field, why, I'm damned if I’ll commit myself until I've had a look-see.”?* Then he
sat down to vigorous applause, provoked by both his brevity and his brashness.

In 1946 General Electric had mapped an expansion program of several hun-
dred million dollars, but president Chatles E. Wilson (known as Electric Char-
lie to differentiate him from GM’s Engine Charlie) was not sure how his board
would react. His worries vanished when director Weinberg supported the plans
with hard facts and figures. Said Wilson: “Sidney had done his homework, and
that was all I needed.”*

Weinberg could be shatteringly frank, but his irreverent wit could deflate
his listeners somehow without offending them. “Sidney is the only man I know
who could ever say to me in the middle of a board meeting, as he did once, ‘I don’t
think you'’re very bright,” and somehow give me the feeling that I'd been paid a
compliment,” said Charles Mortimer, chairman of General Foods. Such abrupt
candor in formal board meetings was captivating. Weinberg knew he was differ-
ent: “I’'ve no family background and no blue blood. When I bleed, it’s red as hell!
That’s the trouble with Wall Street. It’s stuffy. There’s so much tradition down
here that people don’t have a good time.” Receiving an honorary degree from
Trinity College, he cheerfully observed that he was the only Jew with an honor-
ary degree from an Episcopal college and that for twenty-three years he had been

a trustee of Presbyterian Hospital. After a long General Foods board of directors
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meeting, Weinberg agreed to stay over at Charles Mortimer’s home in the exclu-
sive Greenwich compound of Belle Haven. At the guardhouse, the car window
was lowered and a deep voice from the rear seat intoned, “Mor-ti-mer.” After the
car was waved on, a rasping voice piped up, “What would the guard have said if
he’d heard: “Wine-boig’!?”

When Scott Paper’s CEO, a Philadelphia Main Liner, put on alavish black-tie
dinner to celebrate his own sixtieth birthday and rose to toast his guests, he intro-
duced Weinberg as “my very great friend.” The puckish reply from Weinberg,
who was always looking for business, delighted the crowd: “If we’re such very
good friends, why aren’t we your company’s investment bankers?” Irreverence
won the day again for Weinberg when the head of Lehman Brothers brought his
father, Governor Herbert Lehman, who had been a revered financier, to impress
a company’s board of directors. Tipped in advance by telephone, Weinberg hur-
ried to the meeting and quickly turned the situation to his own advantage: “I'm
sorry, gentlemen, my father is dead. But I have an uncle over in Brooklyn who is a
tailor and who /ooks like him, and if that would mean anything to you, I'd be glad
to bring him over!” When the directors stopped laughing, Goldman Sachs got
the mandate for the underwriting.

General Robert E. Wood, the very formal and commanding chief executive
of Sears Roebuck—as well as an outspoken anti-Semite and America Firster—
once called on the offices of Goldman Sachs. At any other firm, a visit by Gen-
eral Wood would have been a Very Important Occasion marked with pomp and
circumstance, but not at Sidney Weinberg’s Goldman Sachs. As soon as Wein-
berg saw him, he called out cheerfully, “C’mon in, General!” Far from offended,
Wood loved Weinberg and his irreverent ways. On another occasion, Weinberg
turned to Wood and deadpanned: “You’re so old, you won't live long. So why
don’t you leave all your money...to me?”

“Mr. Weinberg had a remarkable talent for spotting superior companies
that would succeed and grow over many years—companies like 3M and GE,”
says partner Bob Menschel. “He had great taste and selectivity. He felt particu-
larly close to the Morgan bank and he always expected of you what J.P. Morgan
wanted—a first-class business done in a first-class way. He was very clear that if
you lower the standards you set for the clients you’d accept and work for, your

best clients will know—and they will leave.” Weinberg’s comment on doing
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business with second-tier companies as clients was typically blunt: “If you lie
down with dogs, you’ll wake up with fleas.”

Throughout his career, Weinberg’s irrepressible sense of humor centered on
practical jokes. As a beginner at the firm, he had enjoyed placing tacks on seats
where other low-level employees would sit down. On one occasion, he put an
advertisement in the newspaper stating that a new Broadway musical would be
produced by Sam Sachs and that chorus-line applicants should come to Sachs’s
Wall Street office for an interview. This produced a string of pretty young danc-

ers that embarrassed the elderly Sachs—and delighted others in the office.

I n the nation’s capital, Weinberg’s pranks expanded to an appropriately grander
scale. Paul Cabot, a patrician, Harvard-educated Boston Brahmin, and Sid-
ney Weinberg, the drop-out Jew from Brooklyn, had hit it off as soon as they met
in the 1920s. Cabot was as shrewd and blunt as Weinberg and, like Weinberg, a
dedicated practical joker. They soon developed a truly great friendship.

Cabot was both “to the manor born” and famous for his direct manner. Serv-
ing as a director of J.P. Morgan along with General Motors’s great leader Alfred
P. Sloan, Cabot once asked Sloan how things were coming along at GM. Mr.
Sloan began carefully describing the smooth but complex workings of the corpo-
ration’s committee system, when Cabot cut in: “What we all want to know is this:
when are you going to make some real dough?” Cabot was managing partner of
State Street Research & Management, treasurer of Harvard University, and the
very successful overseer of Harvard’s endowment who declared that each school
or department must finance itself rather than relying on the central university,
saying famously, “every tub on its own bottom.” Despite the “impossibility” of
controlling a university faculty, he made that dictum stick.

During the thirties, Weinberg arranged to put Cabot on the boards of sev-
eral major corporations, including Ford, B.F. Goodrich, National Dairy, and
Continental Can, so when Weinberg urged him to come down to Washington as
a wartime dollar-a-year man, Cabot was ready.

Weinberg decided to teach Cabot a lesson to remember by putting him in
charge of a raucous bunch of scrap dealers, expecting he would soon have Cabot

in full retreat, humbly asking for help. Not so. Cabot quickly took firm control
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of the scrap dealers. They worked so well together that at the end of the war, the
dealers gave Cabot a solid gold tray with their signatures on it. Cabot knew that
he had gotten that particular job because it suited Weinberg’s sense of humor to
put his friend, the Boston blue blood, in with a crude and rough bunch—another
practical joke, but nothing like his next one.

The Hopkins Institute, notorious as the largest of the many busy brothels
operating in the nation’s capital during the early war years, was finally raided and
closed down by the District of Columbia police. A few weeks later, learning that
Mr. and Mrs. Cabot would soon move their home from Boston to Washington,
where they planned to stay for the duration, Weinberg suddenly had a great idea:
With the nation at war, telephone service was, of course, tightly restricted, so if
and when a telephone number was finally assigned to a customer, it was virtually
impossible to get that number changed to another listing. This reality would be
Weinberg’s fulcrum, and the reputation of the Hopkins Institute would be his
Archimedes’ lever.

Printing up a stack of handsome four-by-six cards proudly announcing
the “Grand Reopening” of the Hopkins Institute in response to strong pub-
lic demand, Weinberg hired several smartly dressed young men to go down to
Union Station and hand out the happy announcements to soldiers, sailors, or civil-
ian travelers—anyone they thought might be a good prospect for the Institute’s
fabled services. Hundreds of cards were given out, all asking interested patrons
to call a special number for directions to the Institute’s secret new address—and
all giving the Cabots’ newly assigned telephone number. The calls began com-
ing into the Cabots” home about four in the afternoon, increased steadily to a
peak near midnight, and then gradually declined into the early morning. The
calls from insistent, often inebriated, “customers” came in night after night—for
weeks and weeks.

With this beginning, the personal war between the two jokesters was on.
It would last long after the shooting war was over. Weinberg and Cabot, both
armed with clever imaginations, were constantly looking for ways to pull pranks
on each other. After many weeks in sweltering Washington, Cabot somehow got
tickets to fly to Boston for a weekend with his family. Weinberg, affecting great
urgency, said the director of the Office of War Production, William S. Knud-

sen, had called an emergency meeting to reorganize the whole war production
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operation. Knowing they could never be rebooked, Weinberg told Cabot he’d
better cancel his tickets. Fortunately, a pal had tipped Cabot that it was all a joke,
so Cabot kept his tickets but told Weinberg he had given them up. Panicking,
Weinberg called airline after airline, trying to get tickets—any tickets. No luck
atall. Desperate, Weinberg decided to pretend he was Knudsen and called Cabot,
who had never met Knudsen, to say the meeting was called off. Weinberg hoped
that maybe Cabot could get himself reinstated with the airlines. Cabot, of course,
still had the treasured tickets in his pocket and was delighted to see Weinberg
squirm. When the call came in, Cabot told his secretary to say he was too busy.

5

Cabot’s secretary said, “Mr. Knudsen insists,” so Cabot picked up the phone,
certain that it was Weinberg. In what had to be Weinberg pretending a Swedish
accent, Cabot was requested to come around to Knudsen’s office. Certain he had
all the cards, Cabot snapped: “For God’s sakes, go piss up a wall!” Unfortunately,
Knudsen himself had happened to call moments before Weinberg got through.
Suddenly realizing it really was Director Knudsen, Cabot dashed to his office to
apologize. Luckily, Knudsen knew of Weinberg’s jokes, so they had a good laugh
together—and Cabot flew home to Boston for the weekend.

“He had a fantastic nose for who was honest and who was not quite so good,”
said Cabot of his friend. “Plus he had that great sense of humor.”” The peak
of Weinberg’s irreverence during World War II may have been achieved when
Admiral Darlan, the senior Vichy French naval officer and a politically powerful,
haughty, and ambitious man known to have Nazi sympathies, was at the White
House being courted with attentive protocol by the Allies for political reasons.
When it was time to leave, Weinberg reached into his pocket as he came to the
front door, pulled out a quarter, and handed it to the resplendently uniformed
admiral, saying, “Here, boy, get me a cab.”

Cabot introduced Weinberg to his patrician friends and they got along
famously, often sailing on summer cruises in the cold waters off Maine. Despite
his navy service, Weinberg knew nothing about sailing and never learned how to
swim. On one occasion, obliged by his companions to jump into the cold water—
because all hands were required to wash at least once each day—Weinberg pru-
dently tied one end of a long rope to the mast and the other around his waist

before he climbed carefully down the boat’s ladder into the sea. Cabot, quickly
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untying the line from the mast, joyfully tossed it into the water where Weinberg,
in a bulky life preserver, struggled to stay afloat.

Cabot and Weinberg both loved dirty jokes, which they delighted in tell-
ing each other in their regular telephone calls. In their later years, both were los-
ing their hearing, and Cabot’s proper Bostonian secretary was so offended when
overhearing Cabot’s end of those scatological calls that she insisted Cabot close
the door when Weinberg’s calls came in. To accommodate her request, but know-
ing such offending calls came in quite often, Cabot found a clever solution: a foot
pedal under his desk that would automatically close the door.

Cabot had occasion to learn that Weinberg, while widely respected and very
well liked, was not free from other people’s prejudice. One morning the acting
president of Manhattan’s exclusive club, the Brook, went to the dining room table
where Cabot was eating his breakfast to inform him that it had been “inappropri-
ate to do what he had done the night before.” Cabot had dined with two guests;
one was Sidney Weinberg. A man with no time for fools, Cabot sensed what was
up, but decided to play innocent: “Did we speak in too-loud voices?”

“Oh, no, it wasn’t that. It was the individuals at your table.”

“What’s your exact meaning?”

“You know we don’t accept Jews at the Brook.”

“Well, I've read the by-laws and there’s nothing on the subject there.”
Cabot’s voice changed to a firmer tone: “If that’s the way this club is to be run,
you can stick your club you know where. You will have my resignation this very
morning.”

At other times, prejudice was shown more innocently if just as obviously.
Once Morgan Stanley’s senior partner, Perry Hall, called Weinberg to tell him
some wonderful news: “We’ve just made our first Jewish partner!” “Oh, Perry,”
retorted Weinberg without a pause, “that’s nothing. We’ve had them here for

years!”

After the war, Weinberg resigned from government service, explaining
cheerfully: “There was less and less real work for me to do. In the winter,

I was reading important papers until eight p.m. Last spring, I’d be finished by
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three. When I was done by ten a.m., I knew it was time to resign in Washington
and return to New York.”

But he stayed active as a Democratic fund-raiser. Weinberg did detour from
the New and Fair Deals in 1940 to back Wendell Willkie, because he believed two
terms was a proper limit for presidents, and in 1952 to play a key role in the elec-
tion campaign via Businessmen for Eisenhower. As many other major figures did
when Weinberg’s name came up, Ike said: “He’s a close personal friend of mine.”
Weinberg’s fund-raising technique—mostly personal solicitation with his rasp-
ing Brooklyn voice—was abrupt and effective. According to his friend John Hay
“Jock” Whitney, the financier and newspaper and radio proprietor, “Sidney is
the best money-getter I've ever seen. He’ll go to one of his innumerable board
meetings— General Foods, General Electric, or General Whatnot—and make
no bones about telling everybody there what he wants. Then he’ll say, ‘Come
on boys: where is it?—and up it comes.” Weinberg went on to successfully rec-
ommend to Eisenhower the following appointments: George Humphrey, who
became treasury secretary; Charles Wilson of General Motors, who was made
secretary of defense; and Robert Stevens, who was appointed secretary of the
army. Later on, Weinberg also played a key role in organizing the Communi-
cations Satellite Corporation (Comsat) for John F. Kennedy and then served on
the Committee for Johnson-Humphrey. In 1964 he helped form a Johnson for
President group and later recommended John Connor and Henry H. Fowler to
the president; Connor became secretary of commerce and Fowler secretary of the
Treasury.

During Hubert Humphrey’s 1968 campaign against Richard Nixon, L. Jay
Tenenbaum, a Goldman Sachs partner, got a rare call from Weinberg, who asked:
“L. Jay, what are the odds on the [stock exchange] floor in the Humphrey-Nixon
election?” Tenenbaum said he would find out and called Bunny Lasker, a floor
specialist, who said the odds were seven to five for Nixon. “Don’t cuff it,” said
Tenenbaum: “Sidney Weinberg wants to know.” Lasker replied bluntly: “I offer
$70,000 to Sidney Weinberg’s $50,000!” Weinberg couldn’t believe it: “Doesn’t
he know that George Ball has just come out for Humphrey? ” Tenenbaum couldn’t
resist making up a quick reply: “Lasker says he knows Humphrey has Ball—

and when he has two balls, he’ll have a shot at the White House.” Immedjiately,
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Tenenbaum called Lasker to say, “Protect me on this, Bunny,” but Lasker was
laughing and saying, “I’ve gotta tell RN!”

“With his strong Brooklyn accent,” recalls John Whitehead, Goldman
Sachs’s cohead from 1976 to 1984, “Sidney couldn’t possibly masquerade as a
Harvard man, so he made fun of the Harvard aura.” He got pawnshops all over
Brooklyn to sell him any Phi Beta Kappa keys that came in, kept them on a wire
in his desk drawer, and, if he had a stuffed shirt going on and on for too long
about something, would pull the wire full of PBK keys out of his drawer and say
admiringly, “Gee, you're so awfully smart, you should have one of these.” He
observed, “One scientist accused me of shaking the bedrock of Phi Beta Kappa
until I reminded him that 7 wasn’t the one who had hocked his key.” Weinberg
helped organize a “counter Phi Beta Kappa” called Kappa Beta Phi, had keys
made up, and proudly wore one on his watch chain. The group inducted new
members at annual ceremonies featuring racy skits and nude women.

Weinberg’s engagingly outrageous chutzpah prevailed on the day the firm
was sued for one hundred million dollars by Eddie Cantor, the Broadway enter-
tainer and major stockholder in Goldman Sachs Trading Corporation. The suit
got front-page coverage in the New York Times on the day Weinberg and all the
other big shots on Wall Street took the evening train to Washington for the annual
meeting of the Investment Bankers Association. With such a public embarrass-
ment, other bankers might have gone into hiding. Not Sidney Weinberg. He
worked his way through every car on the train, making a joke out of the disaster
by facetiously urging each of the other firms to join in a general syndication of the
lawsuit.

Weinberg never forgot his Brooklyn background and its lessons in thrift.
He rode the subway, cheerfully reminding others that he was saving five dollars
every week: “You can learn a lot more looking around at the people and the ads
on the subway than you can by watching the back of a chauffeur’s head in a limou-
sine.” Savings came in other ways too. The heir to a large retailing fortune once
spent a night in Scarsdale with the Weinbergs and retired early. After Weinberg
and his wife, whose only servant was a cook, had emptied the ashtrays and picked
up the glasses, they noticed that their guest had put his suit and shoes outside his

bedroom door. Amused, Weinberg took the suit and shoes down to the kitchen,
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cleaned the shoes, brushed the suit, and put them back. The following day, as the
guest was leaving, he handed Weinberg a five-dollar bill and asked him to pass
it along to the butler who had taken such excellent care of his things. Weinberg

thanked him gravely and pocketed the money.

As much as he always exuded self-confidence, in some ways Weinberg was
uncertain about himself. He knew he had little education and would write
out a letter he wanted to send to a client—always with a very wide nub on his pen
and always on a yellow pad of paper—and then say to one of his Harvard-trained
associates, “Please read this. Is it okay?” As partner Jim Marcus recalls, “You
might offer a suggestion or two—for which he’d always be appreciative—but
it really wasn’t easy to find corrections.” Marcus adds, “Sidney was fun, and he
had a big temper that usually erupted only because he was so frustrated when he
couldn’t get something done that he wanted to do.”

One device that was apparently beyond Weinberg, quick study that he oth-
erwise was, was the slide rule. John Whitehead recalls, “Sidney would call me
into his office and ask me to close the door so we could be alone. Then he’d open
the desk drawer where he had a very large, fancy slide rule someone had given to
him and say, ‘Now, John, just show me once again how this thing works.” So I'd
go around behind where he was sitting, reach around his shoulders to the slide
rule, and explain, “You put the one here over the two here and then slide the plas-
tic with the vertical line on it over this two and read below the line here, where it
says four.” You could sense his frustration swelling as he looked down at all the
numbers and saw complexity and felt confusion. And then he would burst out
with, ‘Damn it all, T kzow that two times two is four! What use is this!” And he’d
slam the drawer shut for another year or so. We never got any farther.”

Loyalty was a central value to Weinberg. He ate, drove, wore, and used the
products produced by “his” companies——cheese had to be Kraft, coffee had to be
Maxwell House, cars were Fords, etc.—and when a young executive wanted to
leave General Foods for a career at Goldman Sachs, it first had to be approved by
one of General Foods’s directors, Sidney Weinberg. “He was,” John Whitehead
recalls, “very protective—indeed possessive—about his clients. The only time

I remember his becoming really angry at me was when Henry Ford, finding that
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Sidney was out of the office, switched to me to leave a message. When I passed
the message on to Sidney, he made it clear that he did not want me ever again talk-
ing to Henry. I could talk to anyone else at Ford, but conversations with Henry
were to be his alone. I was upset at the time, and the edict disappeared as time
passed, but I noted that, as with so many famous people, there was still with him a
basic underlying insecurity.”

Weinberg was deeply upset when the Department of Justice, “unmindful of
the great service that the leading banking houses had made in time of peace and
war to the country’s economy,”? initiated an antitrust suit in 1949 against sev-
enteen leading banking houses and the Investment Bankers Association for col-
luding to fix prices. Weinberg was convinced that his beloved firm was seriously
threatened by the government’s action, and he was determined to fight. Still, it
was better to be included than, as almost happened, to be left out.”” Weinberg
was distressed that the firm was far down the list of the industry’s hallowed peck-
ing order: Goldman Sachs ranked only seventeenth of the seventeen. Weinberg
knew that rival investment banking firms were sure to bring that sign of insignifi-
cance to the attention of the corporate executives that Weinberg was striving to
win over as clients.

When the investment banks won the lawsuit in October 1953, Goldman Sachs
received a compliment in Judge Harold Medina’s final decision, which ran to four
hundred printed pages: “Goldman Sachs pursued throughout the entire period,
from the turn of the century down to the date of the filing of the complaint, a com-
petitive policy which was in every sense of the term aggressive. Goldman Sachs
even transcended the bounds of reasonable competitive effort in its endeavor to
get every piece of business it could possibly secure, within the limits of its person-
nel and its resources.” Despite this complimentary finding, the lawsuit cost the
firm dearly: $7.5 million in legal expenses. But it was worth it to be included.

While the firm was, just barely, a member of the club, it clearly had a long,
long way to go. Weinberg had no intention of remaining just a member of the
club: He was determined to be important. “All the prestige clients of Goldman
Sachs were not firm clients, they were the personal clients of Sidney Weinberg,”
says Al Feld, “and those core clients were crucial. For example, what got the firm
into other firms’ syndicates was our ability to trade positions in ¢keir syndicates

for positions in our syndicates—which were really Mr. Weinberg’s syndicates.
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Mr. Weinberg’s business was Ais business, and he brooked no interference. He
was rough and knew how to be tough with others. He once gave an ultimatum
that no one else could have given to the Sears Roebuck board of directors. He was
not pleased with the way Lehman Brothers had been conducting itself and put the
matter bluntly: ‘Either they go or I go!” Lehman Brothers went.”

During his era—{from 1930 to 1969—Weinberg exercised control over Gold-
man Sachs by force of will and personality; by his standing within the firm; by his
stature in the outside world, particularly in Washington; because he was by far
the largest-percentage partner; and because he alone decided who would become
apartner and once every two years he alone decided the percentage participations
of all the other partners. (One year, partner Stanley Miller looked at the list and
couldn’t find his name. It wasn’t there. So Weinberg gave Miller a piece of his
own participation.) A further reason for Weinberg’s dominance was that he was a
director of so many corporations®—over time, serving on forty boards of major
corporations or their subsidiaries and bringing vast business to the firm. “Sidney
Weinberg was so clearly Mr. Goldman Sachs,” recalls partner Ray Young, “that
it was not surprising that when a bellhop was delivering a telegram addressed
simply to ‘Goldman Sachs at the Waldorf-Astoria,” he took it right to Weinberg’s
table because, after all, he was Mr. Goldman Sachs.”?

“Mr. Weinberg felt very strongly about making no noise in the press,”
recalls Bob Menschel. “He did not want to create our own competition and was
very strict about never talking about what we were doing. ‘If you think it’s to
help the firm’s business,” he’d say, ‘you’re just kidding yourself. The people who
really want to know what you can do will figure it out. If it’s for your own ego,
go ahead. But remember: The press that praises you when you’re up is the same
press that kicks you when you’re down.”” Weinberg’s appraisal was not just an
opinion. As Menschel recalls, “One indiscretion and you’d get a real reaming,.
Two and out you’d go. Fired.”

Weinberg developed a reputation as a whiz at reconciling groups with dif-
ferent, even contradictory objectives. Recalls Al Gordon, “Sidney Weinberg
was remarkably effective at bringing people together—very different people
from very different backgrounds—so they would talk and cooperate.” Weinberg
became famous for his “evangelical talks,” persuading people to do what they

would otherwise be unwilling even to consider. In discussions of complicated
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problems, he could almost always cut to the core, come up with e common-
sense decision, and promptly act on it.

One exercise in “evangelism” enabled Owens-Corning Fiberglas Corpora-
tion to bring off what was at the time described as “one of the most successful
public stock offerings in corporation history.”*” Corning and Owens-Illinois, as
the principal shareholders, together owned 84.5 percent of OCF but were prohib-
ited under an antitrust ruling from putting any more money into OCF and didn’t
want to sell any shares. The shares were not listed because the NYSE was insist-
ing that the public had to hold at least 50 percent of the shares for any stock to
be listed. As problem solver, Sidney Weinberg had a particular personal advan-
tage: He knew all three corporate CEOs and Keith Funston, the president of the
NYSE, so he was able to negotiate a solution acceptable to all four parties. The
exchange reduced its public ownership requirement to 20 percent, and the two
parent companies sold enough shares to meet this revised minimum required for
listing.

Another time, when a group meeting with him were wringing their hands
over a series of minor settlement problems with Morgan Guaranty Trust, he
picked up the phone and told his secretary to get Henry Clay Alexander, then
mighty Morgan’s CEO. The two organizations had business relationships, but
Mr. Alexander was considered far too senior to be bothered with such minor
matters as trading settlements.

“You can’t call Mr. Alexander about a small matter like this!” protested
Weinberg’s associate.

“Why not?” replied Weinberg. “If your friends won’t tell you when you're
making a mistake, who will? ” The settlement problems were resolved.

Weinberg’s personal habits were notably plain. His Scarsdale house was the
same twelve-room frame structure he and Helen had moved into in 1923, three
years after their marriage and four years before he became a partner of Goldman
Sachs.*! In the fifties Weinberg bought a piece of The Pajama Game at the urging
of one of his friends, Floyd Odlum, president of the Atlas Corporation, and it
was such a hit that he gave the impression of wishing he hadn’t. Holding his lat-
est check from the investment at arm’s length, he observed ruefully to a visitor,
“Money! Keeps coming in all the time and hardly means anything at all.” As he

explained, he was too busy to make as much for himself as he could have.’> He
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wasn’t kidding. At his death, Weinberg’s personal fortune would amount to little
more than five million dollars.

Sidney Weinberg was—and clearly knew he was—far more important as
an individual than Goldman Sachs was as a firm, and that was just fine with him.
“Sidney Weinberg—Mr. Weinberg, as we all called him—had a tremendous,
commanding personality and was an amazing producer of business,” recalls Al
Feld. “Many of the corporate executives he served so effectively came to feel they
needed Sidney Weinberg to achieve their most important corporate and personal
objectives, and that’s why he and Goldman Sachs got their investment banking
business. Otherwise, how could anyone explain why Henry Ford II, who could
have picked anyone and any firm, selected Sidney Weinberg and Goldman Sachs

to mastermind what was to be the underwriting of the century?”



FORD

THE LARGEST IPO

oldman Sachs’s most important transaction and the firm’s relationship

with its most important client for many years originated in a very per-

sonal way. The young CEO of the largest privately owned business
in the world had a special friendship with Goldman Sachs’s senior partner. That
relationship was improbable: They were different in age, religion, wealth, social
standing, and personal values. But they had both been in Washington during the
war, and one of them, Sidney Weinberg, knew everyone from political and mili-
tary leaders to showgirls, and he knew how to make connections.

The Ford Motor Company was built as an increasingly gigantic proprietor-
ship by Henry Ford, a notorious anti-Semite who would never have been willing
to rely on a Jewish financier. After Henry Ford’s death, his son Edsel became
CEO—but when Edsel died six months later, the title passed to his thirty-five-
year-old son, Henry Ford I1.

Young Henry’s principal distinction to that date may have been getting dis-
missed from Yale not only for having his term papers written by a commercial
agency, but also for being so casual about academic standards as to have care-

lessly left the agency’s invoice inside a paper’s cover. At Yale, Ford bought suits
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of clothes a dozen at a time, had them delivered to his dormitory room, and, when
told the closet was already full, said: “Just take out as many as you put in—and
do whatever you want with them.” Arguably, the best thing young Ford did
before becoming CEO was to make friends at the War Production Board with
a man who was twenty-five years older and really knew his way around: Sidney
Weinberg.

When young Henry suddenly became CEO, the Ford Motor Company was in
serious trouble—converting from wartime truck and tank production to making
passenger cars; breaking the power of a thug named Harry Bennett, who effec-
tively controlled the River Rouge factory operations with goons carrying guns
until he was forced out with the help of the former head of the FBI in Detroit; and
establishing a management team that was up to the enormous postwar tasks and
responsibilities of reorganizing a sprawling, mismanaged proprietorship into an
effective corporate giant. Ford addressed the third challenge in part by hiring in
Tex Thornton’s Air Force Whiz Kids—including Robert McNamara, who later
became Ford’s president and then JFK’s secretary of defense. In addition, Ford
got invaluable help from FDR’s “body snatcher,” Sidney Weinberg, who helped
recruit—with large incentive pay packages—Ernie Breech, the former chair-
man of Bendix, as president; Bill Gussett as general counsel; Ted Yntema as chief
financial officer; and a cluster of young executives who would make Ford Motor
Company a leader in corporate financial management—and Sidney Weinberg a
real influence at Ford.

One day John Whitehead, who was then working as an assistant to Wein-
berg, asked: “Do you think Ford will ever go public?”

“No,” said Weinberg, “but taking Ford public would certainly be a great
coup.” Little did either know that their brief exchange would soon lead to one of
the most important transactions on Wall Street.

Ford was a very private company, and everything financial was kept secret.
But Whitehead began to think that there must be some financial information
somewhere, and he started searching for it. Sure enough, the Commonwealth
of Massachusetts had a law requiring any company doing business there to
register—and file a balance sheet at the state Department of Commerce so peo-

ple could get basic information about any company with which they might do
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business. Since Ford did business in the Commonwealth and could get no excep-
tion to the rule, Ford had to file.

Whitehead took the train to Boston, searched the files, and located Ford’s
single-page filing. It was the Ford Motor Company’s balance sheet. Weinberg
and Whitehead took a long look. Ford was not just big. It was Auge in assets and
had few liabilities. Indeed, it was the largest privately owned company in the
world. However, as Weinberg and Whitehead would later find out when the Ford
family—not the corporation—gave them a look at the financials, large as it was,
Ford Motor Company was not profitable.

The Ford family had been shocked to learn that old Mr. Ford had decided
just before his death to save on estate taxes by creating the Ford Foundation,
funded with 88 percent of Ford Motor Company’s common stock. With 2 percent
owned by Ford directors, officers, and employees, only 10 percent would pass
on to family members—but this 10 percent would hold 100 percent of the voting
rights, so the family still had complete control.

The Ford Foundation finance committee—chaired by yet another of Wein-
berg’s many close friends, Charles E. Wilson, chairman of General Electric—was
in an untenable situation: Ford stock paid no dividends, so the foundation could
not make grants. Equally important, the trustees sensibly believed that prudence
required them to diversify the foundation’s endowment, so they were determined
to sell a large block of Ford stock in a public offering and have Ford listed on the
New York Stock Exchange. The exchange, however, required all listed stocks to
have voting rights and pay dividends—which the family opposed. Family mem-
bers were all on the Ford payroll at handsome salaries, so they had no need for
even more income through dividends. In addition to these strong differences, the
Internal Revenue Service would have to agree to make a special private ruling
that the benefits—presumably paid in additional shares—that the family would
receive in exchange for giving up absolute voting control would not be subject
to taxation. Otherwise the family would never agree. As both sides would soon
learn, there was one more potential conflict: Both the foundation and the family
intended to retain the same expert adviser—Sidney Weinberg.

Weinberg may have been the smallest important man on Wall Street physi-

cally, but it did not matter: He was at the height of his personal powers and stature.
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Goldman Sachs may have been a small, second-tier firm with little experience in
managing underwriting syndicates, but it did not matter: It was Sidney Wein-
berg’s firm. The issue was whether Weinberg would represent the Ford Founda-
tion or the Ford family.

The foundation’s finance committee had thought it wise to retain an expert
adviser for an operation that was so large and complex. Over the years, Charles
E. Wilson had become acquainted with practically all the shrewdest money men
in the country, and there was no question in his mind about which one of them
he wanted as the foundation’s adviser: “I want Sidney Weinberg.” When Wil-
son told young Henry Ford, who was also the chairman of the foundation, that
he planned to enlist Weinberg as his adviser, Ford promptly blocked that idea:
“You can’t have him. Sidney is financial adviser to the family.” The family got
Weinberg, and the foundation got three other advisers.

AsE. J. Kahn observed in his New Yorker profile of Weinberg:

That both of the principal parties involved in the nation’s most impres-
sive stock offering wanted the services of the same individual was no
surprise to people familiar with the individual—Sidney James Wein-
berg, a 65-year-old oracle whose counsel has long been one of the finan-
cial community’s most avidly sought commodities. As the senior partner
of the venerable and powerful investment banking firm of Goldman,
Sachs & Co.; as a director, over the years, of more big corporations than
any other American; and as an adviser to whom not only the country’s
industrialists but its presidents listen attentively, Weinberg, though
largely unknown to the man in any street but Wall, is among the nation’s

most influential citizens. .. as a power behind the throne.'

Ford offered Weinberg the job on October 1, 1953. Weinberg immediately
accepted without knowing how much of his time or how long it would take to
complete. As things turned out, it took about half his working time for two
straight years. “The big problem was to get all hands to agree on how much stock
the Fords should get for transferring a part of their voting rights to the shares the

foundation wanted to sell. Although others naturally had a hand in the proceed-
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ings, the immense chore of reorganizing the Ford Motor Company’s entire finan-
cial setup was left pretty much up to him.”*

Over the next two years, Weinberg and Whitehead, with help from Shear-
man & Sterling, developed fifty-six different and very complex reorganization
plans—all in absolute secrecy. To ensure strict security, Weinberg dictated no
letters, notes, or memoranda on the subject. Anything he absolutely needed in
writing was written out in longhand—using a promotional pen received from
National Dairy showing “Sealtest” in bold letters—and Ford was never dis-
cussed by name: It was always “X.”

To avoid attracting attention, meetings were held in various inconspicu-
ous locations or at the magnificent home of Edsel Ford’s formidable widow, now
remarried to Ernest Kanzler, a Ford executive who had headed the War Produc-
tion Board in World War II. Mrs. Kanzler chaired the meetings with her children
Henry, Benson, Bill, and Josephine attending. The meetings were strictly private.
To avoid public recognition of the frequency of Weinberg’s visits, travel was usu-
ally by private plane. When Henry Ford went to Europe for a holiday, Weinberg
gave him a code sheet for deciphering cables. The company was “Agnes”; Henry
Ford was “Alice”; his brothers were “Ann” and “Audrey”; the family’s lawyer
was “Meg”; the foundation was “Grace”; and Weinberg was “Edith.” Whitehead
and Ford’s messages read a lot like Liztle Women, though both enjoyed playing
with double entendres in how the names were used.

In 1955 Weinberg and Whitehead were given something remarkable to look
at—an absolute secret. It was a full-scale annual report for Ford Motor Company
with color pictures, full text, and all the financials, including detailed footnotes.?
This was all for practice and to make sure the detailed data required by the SEC
could be collected and reported accurately and quickly after years of closely
guarded secrecy. In anticipation of possibly going public, every aspect of that
mock annual report was designed to equal the annual report of archrival General
Motors. Only one copy was ever taken outside the Ford headquarters building—
the copy entrusted to Sidney Weinberg.

On the way to one of those rigorously clandestine family meetings, Wein-
berg nearly ruined everything. Landing fifteen minutes eatlier than expected

one morning at the general aviation terminal at Detroit’s airport, Weinberg and
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Whitehead had to wait for the limousine sent to fetch them to headquarters, so
they paused at a newsstand to buy a local newspaper. Weinberg put down the
zippered leather portfolio in which he carried Ford’s supersensitive private docu-
ments, including the corporation’s full and audited financial statements, while he
reached into his pocket for the coins to pay for the newspaper, never pausing in
his item-by-item review with Whitehead of what must be accomplished during
the day ahead as they went into the café for a cup of coffee. When the limousine
driver sent to meet them came to the table, apologizing for their having to wait,
Weinberg, anxious to be punctual, quickly paid the bill and got into the car, all
the while continuing the item-by-item review with Whitehead as they drove to
their meeting at Ford headquarters in Dearborn. Suddenly, Weinberg stopped
talking. He looked horrified and turned immediately to Whitehead and almost
shouted: “John! john// Where in hell did you put my portfolio?”

Weinberg knew Whitehead didn’t have it: He knew he had lost those papers
himself. “But,” recalls Whitehead, “it was in his nature to be aggressive like that.
That was Sidney.” Weinberg, of course, insisted that the car turn around and drive
all the way back to the airport where the two men jumped out and ran to the café
and the newsstand, desperately hoping to find that essential portfolio. If anyone
found that envelope and opened it and Ford’s sensitive financials got disclosed,
all their work over the past two years—all Weinberg’s work over the past forzy
years—would be threatened. Fortunately, there it was, right where Weinberg
had left it. Seeing the two men so out of breath, the news vendor observed laconi-
cally: “If you fellas hasn’t come soon for those papers, I'd’ve tossed ’em away.”

Almost losing those precious documents was a close call, but the secret that
Ford and Weinberg were up to something was kept until Weinberg met with
Henry Ford and several other members of the family at Palm Beach in March
1955. After working all one day, Weinberg and Ford decided to relax at a large
charity ball, where their cover was pierced by a society columnist who noticed the
pair when Ford guided Weinberg to the table of the Duke and Duchess of Wind-
sor. As Weinberg later observed, “How could you keep anything confidential
under those conditions?”

The Ford offering was certain to be the defining underwriting of the post-
war era in Wall Street. Every investment banker wanted a major role. Weinberg

shrewdly positioned himself to control participation in the syndicate even though
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the foundation was the actual seller and well-respected Blyth & Co. the nominal
lead underwriter.*

Most important, Weinberg carefully arranged everything so that he would
personally be understood to be making all the key selections of the specific firms
to be given the lucrative and prestigious positions as the principal underwrit-
ers. He had wanted fewer underwriters, but Ford wanted more, so in a com-
promise Weinberg determined that seven was the appropriate number of lead
underwriters—an elite group including, of course, Goldman Sachs.* Nearly one
hundred other firms filled out the enormous syndicate. While some of the leading
firms might have argued that seven lead underwriters were really too many, they
knew all too well that if they ever complained, Weinberg, being Weinberg, would
make certain that their firm—whichever firm it might be—would be taken out of
the lucrative underwriting altogether.

Every major underwriter soon understood that Sidney Weinberg intended to
achieve two simultaneous objectives: first, to put together the strongest possible
syndicate so the Ford family and the Ford Foundation would get the best possible
price, and second, to ensure a major advance in the stature of Goldman Sachs
among underwriters. As he chose each of the lead underwriters for one of the
coveted, lucrative slots, Weinberg made sure its leaders knew where this oppor-
tunity came from and understood what reciprocal business would be expected in
the years to come.

After one of the many grueling days, followed by an evening of difficult
negotiations, it was finally time to leave Ford headquarters. As it happened,
Henry Ford and Sidney Weinberg were both headed to New York City’s LaGuar-
dia Airport, so Ford offered Weinberg and Whitehead a ride in his private plane.
“Should I order a car to meet you, Mr. Ford? ” asked the pilot. Ford asked, “Going
to Manhattan, Sidney?” Weinberg was going to the Sherry-Netherland, while
Ford was going to the Regency. Their hotels were close, so they could share a
cab. Trying to be helpful, Whitehead offered, “I have a car at the airport. I'll be

going through Manhattan on my way to New Jersey and can easily drop you both

* John Whitehead kept a photo of the then heads of all seven lead underwriters—with himself substituting for Wein-
berg. He also kept the full-page “tombstone” newspaper advertisement for the Ford offering, which included the
names of all the many firms in the syndicate. Over the next several decades, as firms failed, merged, or changed
names, Whitehead carefully drew a red line through their names on a clear plastic sheet he would pull down over the

ad, until only a few firms’ names were left. One of the few was Goldman Sachs.
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off.” As Whitehead drove his car up to the Butler Aviation private-plane build-
ing, Ford gasped, “My God! You can’t ask me to ride in a goddamn Chevy/ What
will people say?”

“John,” exclaimed Weinberg, “what have you done? This is worse than
awful. This is the end of the world!”

Then Ford turned on Weinberg. “Sidney, don’t you pay your people enough
so they can afford a really good car?”

It was too late to change plans: They would have to make the best of it.
Embarrassed and determined not to get caught, Ford instructed Whitehead, “If
you have shades on this car, pull ’em down!” and tugged his coat collar up as he
slid down, hoping to hide from view. When they got to Manhattan, Ford told
Whitehead, “Let me out on the corner two blocks away from my hotel and I’ll
walk to the front door—and send a bellboy back to get the bags.”

Nevertheless, the story was soon passed around Detroit that Henry Ford had
been riding around New York City in a Chevrolet.

The Ford offering in January 1956 was a personal and professional triumph
for Weinberg and a business triumph for Goldman Sachs. Weinberg’s final plan
rewarded the Ford family with a huge increase in shareholdings—tax free. At
the time, Ford’s was the largest IPO ever: 10.2 million shares at $64.50 per share
for nearly seven hundred million dollars (over five billion in today’s dollars). The
offering dwarfed all previous underwritings and attracted five hundred thousand
individual investors. The New York Times carried the story with Sidney Wein-
berg’s photograph—on the front page, above the fold.

When Henry Ford had asked Weinberg at the outset what his fee would be,
Weinberg had declined to get specific; he offered to work for a dollar a year until
everything was over and then let the family decide what his efforts were really
worth. Far more than the actual fee, Weinberg always said he appreciated an
affectionate, handwritten letter he received from Ford, which says, along with
other flattering things, “Without you, it could not have been accomplished.”
Weinberg had the letter framed and hung in his office, where he would proudly
direct visitors’ attention to it, saying: “That’s the big payoff as far as I'm con-
cerned.” He was speaking more literally than his guests knew. The fee finally
paid was estimated at the time to be as high as a million dollars. The actual fee

was nowhere near that amount: For two years’ work and a dazzling success, the
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indispensable man was paid only $250,000. Deeply disappointed, Sidney Wein-
berg never mentioned the amount.

In fact, the fee was not really important in the overall picture. Weinberg soon
became a director of the Ford Motor Company—and took his pal Paul Cabot
onto the board with him—and for nearly half a century Ford would be Goldman
Sachs’s most prestigious investment banking client. Even more important, Sid-
ney Weinberg used the Ford Motor Company underwriting to leapfrog his firm’s
standing on Wall Street into the top tier of underwriters, strongly positioned as a
major firm that others had to treat well. The continuing stream of Ford financings
expected over the following decades could be shared and traded with others to
keep Goldman Sachs in that top tier.

Though a major success for Weinberg and his firm, the Ford underwriting
was a dud for many investors. Offered at $64.50, the shares jumped to seventy
dollars by the end of the first day’s trading, a clear, clean underwriting triumph.
But then, over several months, the price drifted down into the forties. The prob-
lems, both the initial sharp price rise and the subsequent fall, were due to Ford’s
insistence on allocating over 10 percent of the shares to Ford dealers. In the ini-
tial excitement around the IPO, many dealers rushed to buy still more shares.
Later, remembering that they had huge bank debts to finance their inventories of
cars, most dealers felt obliged to sell—and as the price fell, other dealers rushed
to sell their shares too. Believing it was always in an issuer’s long-term interests
for investors to make a profit, Weinberg insisted, when Ford subsequently bor-
rowed one hundred million dollars in bonds, that the yield be set slightly above
the market, saying that Ford could not afford to have another poor performer in
the aftermarket.

Not long after the record Ford equity underwriting, Weinberg did a record
bond underwriting—a $350 million issue for Sears Roebuck. It was then the
largest public debt offering ever made. The issue was floated in a bond market
that was so soft that professionals at other firms had doubted it could sell at all,
but the issue was a success. Right after the Sears bonds came a three-hundred-
million-dollar bond issue for General Electric, comanaged with Morgan Stanley.
Goldman Sachs was moving up in the ranks and was arguably now one of Wall
Street’s Top Ten.

Ford was for many years certainly the firm’s most important client in
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prestige, but not in business volume. After the IPO, Ford did no long-term
financing because young Henry Ford relied entirely on Sidney Weinberg for
financial advice and Weinberg was sure that interest rates would decline, so he
flatly opposed using any new long-term debt. Any borrowing would have to be
done with commercial paper. Unfortunately, Weinberg was wrong about interest
rates. His control of Ford finance so angered Ed Lundy, Ford’s brilliant CFO,
that when Weinberg died, most Ford executives wanted to get rid of Goldman
Sachs. Gus Levy, John Whitehead, and Don Gant, the partner covering the Ford
account for many years under Weinberg, were warned that they would have to
compete for any future business, and that they would begin that competition sev-
eral yards behind the starting line. While Gant was successful at rebuilding the
relationship, Ford was so successful in the fifties and sixties that financing, and
the services of Goldman Sachs, were seldom needed.

Underwriting wasn’t the only area in which Sidney Weinberg set the pace
for Goldman Sachs. He was also an active innovator in giving merger advice. As
John Whitehead recalls with admiration: “The first time Goldman Sachs charged
a fee for M&A advice was, to all of us in the firm at the time, stunning. Naturally,
it was Sidney Weinberg who brought in the business. Through his remarkable
network he knew both Jerry Lambert and William Warner, and that enabled him
to bring them together in a merger as Warner Lambert Pharmaceuticals. The fee
was quite impressive. In those days, most investment bankers got paid only for
underwriting stocks and bonds, and didn’t charge anything for advisory work on
mergers and acquisitions. But for this particular merger, Sidney Weinberg did
indeed charge a fee: one million dollars!”

Weinberg’s million-dollar fee was a harbinger of the high mergers-and-
acquisitions fees and the profusion of Wall Street—initiated mergers that lay
ahead. But Weinberg was not a champion of corporate mergers. When two Mid-
west retailers, Hudson and Dayton, wanted to merge in 1969, Goldman Sachs
worked on the merger in a most unusual way. Weinberg and partner Bob Horton
represented Hudson, while John Whitehead represented Dayton. At one point
Weinberg asked, “Why does Dayton want to grow so fast? What good will that
do them?” Whitehead just rolled his eyes. M&A was about to become a major
part of Wall Street’s business and a strategic catapult for Goldman Sachs. Wein-

berg was clearly from a different era.



TRANSITION YEARS

he Ford offering, spectacular personal triumph that it was for Sidney

Weinberg, might have turned out to be an isolated event with little

long-term impact on Goldman Sachs’s competitive position. That was
not acceptable to Weinberg. Always looking for openings and quick to see how
openings could be exploited, he was determined to see his firm move up in the
ranks of investment banking.

In addition to his business-attracting personal stature and notoriety, Wein-
berg’s main business contribution was crucial: He was a director of over two
dozen major corporations where he could make sure Goldman Sachs got the busi-
ness. As the lead underwriter for those companies, Goldman Sachs could then
swap participations in the syndicates it organized for lucrative participations in
the syndicates of the other leading underwriters.

Weinberg’s successes were always the result of his direct action on specific
subjects with specific individuals, almost always corporate CEOs. “The structure
of the firm was determined by clients,” explains John Whitehead. “Since Sidney
Weinberg controlled most of the clients, he controlled the firm.” John Weinberg

recalled: “He was very definitely ¢ke senior partner. And, boy, was he the boss! 1
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can hear him now saying at a partners’ meeting, ‘I’ve listened and heard all you’ve
said. I've considered it very carefully. I will tell you now that democracy has gone
far enough.” And then he’d announce his final decision.”

Like all the great Wall Street leaders of his era, Weinberg had no interest
in internal operations. He and his peers were no more concerned with organiza-
tional management than the members of great social clubs are with housekeeping.
Weinberg would advise his son John: “Don’t waste your time on internal opera-
tions of the organization. If they have important problems, they’ll bring them to
you.” As John recalled, “He didn’t enjoy management of the firm; he liked invest-
ment banking. So he had other people manage the firm.”

One exception Weinberg made was recruiting. He looked for outstanding tal-
ent on two levels. At the top, hoping to find a leader who could carry on his own
work of building up Goldman Sachs in investment banking, and certainly not able
to believe that anyone then at the firm could fill his shoes, he recruited Charles
Saltzman and Stanley Miller as potential successors. Miller had experience in Wall
Street and was well connected in New York City and with business leaders across
the country. Saltzman, also well connected socially, had been a Rhodes Scholar,
a general in the army, and assistant secretary of defense under George Marshall.
However talented, neither man was ever accepted as Goldman Sachs’s leader by
the other partners. That was probably just as well, since it left an opening that
would eventually be memorably filled by Gus Levy, who spearheaded the growth
of Goldman Sachs’s trading business in the forties, fifties, and sixties.

At the entry level, Weinberg took a special interest in recruiting MBAs from
Harvard, particularly to be associates in investment banking. That’s how John
Whitehead came to join Goldman Sachs in 1947.

Whitehead, born in Evanston, Illinois, on April 2, 1922, grew up in Mont-
clair, New Jersey, where his father had worked as a New Jersey Telephone
lineman before transferring into personnel. After high school, John went to
Haverford College, where he took a course with Edmund Stennis. Stennis had
left his wealthy, cultured family in Germany because of Hitler; when he landed in
Haverford, Pennsylvania, the president of the college invited him to teach. He and
young Whitehead developed a special bond. As Whitehead recalls, “Stennis cer-
tainly opened my eyes to Europe and a wider world and was an important factor

in my confidence that Goldman Sachs must expand internationally.” Whitehead
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worked his way through Haverford; served three years in the navy during World
War II attached to an attack transport that participated in the invasions of Nor-
mandy, southern France, Iwo Jima, and Okinawa;' and then earned an MBA
(with distinction) at Harvard Business School. The navy had earlier assigned him
to the business school as a wartime instructor, so Whitehead had the unique expe-
rience of resigning from the faculty to become a student at the school.

After graduating in 1947, Whitehead joined Goldman Sachs as one of just
three hundred employees for what he expected would be only a transitional posi-
tion in a family firm: “I thought of working on Wall Street as a form of postgrad-
uate training and as a way to get a broad exposure to American business and learn
from seeing many companies before eventually taking up a career in corporate
management.” Declining an offer from DuPont’s finance department, White-
head accepted the only investment banking job offer he got and the only offer
made that year by Goldman Sachs.? “Candidly, I’d heard almost nothing about
the firm.” The salary was $3,600 a year.

n the late 1950s, Goldman Sachs was Sidney Weinberg’s firm and John

Whitehead was Sidney Weinberg’s man. “Working for and under Sidney
Weinberg,” explains Whitehead, “I had the day-to-day responsibility for the
Ford equity offering. I was selected as a good assistant: young, quiet, and not
yet a partner. Then not long after the Ford equity issue, I found myself working
on General Electric’s three-hundred-million-dollar bond offering. At the time, it
was the largest industrial bond offering in history. Those were exciting days.”

Whitehead’s first impression of Goldman Sachs’s office at 30 Pine Street
was disappointment. “Goldman, Sachs & Co.” was in large gold letters by the
entrance of the narrow twelve-story building that was squeezed between a much
higher office tower and a tavern. But the building was not owned by Goldman
Sachs. It was owned by the N and L Realty Company. The & was for “Nellie
Sachs” and the L for “Louisa Goldman Sachs,” the deceased mothers of the
two Sachs senior partners, Howard and Walter. While the dark mahogany part-
ners’ offices on the seventeenth floor were suitably impressive, Whitehead was
assigned to a metal desk squeezed with six others into a converted squash court

incongruously located on the twentieth floor. While most of the other occupants
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were college graduates, none had been to business school. The squash court, ven-
tilated by a small “porthole” window that could only be opened with a long pole,
got cold in winter and hot in summer. “Regardless of the temperature,” recalls
Whitehead, “we were expected to keep our suit jackets on year-round.” Suits
were woolen: That was the Goldman Sachs way.

“I complied for most of that first year, but when I started to roast in midsum-
mer, I thought I might branch out sartorially, and I bought myself a lightweight
seersucker suit that I thought very handsome. The next morning; I felt quite snappy
as I passed through the Goldman Sachs entrance and down the hall to the eleva-
tor and stepped aboard the car to ascend to my sweltering squash court office. But
before the doors could close, Walter Sachs entered just behind me. The son of the
cofounder, he was one of the great eminences at the firm. Short, stocky, with a dis-
tinguished white beard, he inspired a certain awe, if not dread, and I started to feel
miserable as he surveyed me in my seersucker suit that morning. Walter Sachs was
the sort of person that other people remembered, but he did not always remem-
ber them. Although we’d been introduced a few times in the previous months, the
great man clearly had no idea who I was. “Young man,” he addressed me anony-
mously in a withering tone. ‘Do you work at Goldman Sachs?’

X3

Yes sir, I do,’ I replied proudly. He scowled, and his visage turned black.

“<

In that case, I would recommend that you go home right now and change
out of your pajamas.””

Despite this sartorial gaffe, Whitehead made early progress in his career.
Unusually foresighted and more than willing to work unrelentingly to achieve his
objectives, Whitehead was soon rising within the firm and even more rapidly in
the esteem of Sidney Weinberg.

After several years at Goldman Sachs, however, Whitehead began to worry
about his progress and his prospects for a major career if he stayed there. In 1954
Goldman Sachs sold only one underwriting deal in the entire year. Business was
so very slow that partner Myles Cruickshank installed a wastepaper basket in one
corner of the squash court so the young investment bankers could compete at
something—tossing coins into that basket—to keep their interest up. Then things
began to improve.

Still, it seemed to Whitehead that the firm was too dependent on just one

man, a man clearly at or past the peak of his career and getting older. Even though
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Sidney Weinberg may have been the best business getter on Wall Street, White-
head worried: “Sidney brought in business, and our group of bright young men
handled it, but I didn’t think that an investment banking firm could grow and suc-
ceed with its source of revenues so concentrated in one single person.”

While Whitehead worried about his future at Goldman Sachs, he received,
from time to time over the years, offers to join other firms. Early in 1956, J.H.
Whitney & Co. offered him a partnership in an exciting new enterprise in ven-
ture capital for which Jock Whitney put up 100 percent of the capital and agreed
to split all the profits fifty-fifty with the staff. “Goldman Sachs had no employee-
review process at that time, so if you were young and hopeful, you couldn’t help
wondering about your standing. I"d been at Goldman Sachs for eight years and
no one had even mentioned my being a partner, so I was seriously interested in
J.H. Whitney’s approach.”

When Whitehead went to tell Weinberg that, much as he loved working for
him at Goldman Sachs, he had received a very special offer to become a partner
at J.H. Whitney, Weinberg replied in quite absolute terms that this was not to be:
“Oh, no, John, you cannot and will not do that. You are needed here—at Gold-
man Sachs.” Weinberg promptly reached for the telephone, called Mr. Whitney,
and spoke directly: “Jock, your firm has made an offer to John Whitehead. Now,
Jock, we need John. He’s doing important work for Goldman Sachs—and for me.
You really must not take him: We need him here. He’s one of our best young men
and valuable to me. I cannot spare him, so I ask you now to withdraw your offer,
Jock.” Whitney deferred to Weinberg, and that was the end of that. At year-end,
Whitehead made partner at Goldman Sachs.

To build up capital in the firm, Weinberg had established a capital-retention
policy that kept everyone focused on what was best for the firm—Goldman
Sachs retained most of each partner’s yearly earned income. As a result, anyone
who became a partner in Goldman Sachs usually experienced a drop in spendable
income.

L. Jay Tenenbaum had become a partner in 1959, with his initial participa-
tion set at 1.5 percent. He was soon the firm’s number two salesman, behind only

one colleague, Jerry McNamara, and on his way to becoming one of the leading
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partners of Goldman Sachs. But thanks to the strict capital-retention policy,
Tenenbaum’s spendable income was just forty thousand dollars—no princely
sum for a successful man with family expenses and a need to “keep up” in New
York City. Indeed, Tenenbaum was borrowing spending money from his father
so he and his family could get along. Tenenbaum’s situation was comparable to the
other hardworking and ambitious younger partners: For most of them, finances
were tight at home and aspirations were high at work, where the key factor in
total compensation was their share of participation in the firm’s success. So when
participations were reviewed every two years, the personal stakes were high.

By 1962, apart from his sales prowess Tenenbaum was increasingly important
inthe firm’s very profitable arbitrage business. Weinberg spoke gravely to his young
partner: “L. Jay, you have had two good years. You and the four other members of
your class of partners have made a fine contribution to the firm. I've decided to rec-
ognize that fine contribution by raising all of you in percentage participation. I'm
increasing your percentages from one point five percent to two percent!” Clearly
expecting an expression of jubilation and gratitude, Weinberg leaned back in his
chair and said to Tenenbaum, “Now, young man, how do you feel about thaz?”

After asplit second’s silence, the reply came quickly and directly: “Mr. Wein-
berg, we are not equals. Either I'm better than the others and do more for Gold-
man Sachs, or I’'m not as good. But we’re not in one ‘class’; we are not equals.”

Tenenbaum had just “put ’em up”—one on one—with the man who had
the power to determine his destiny at Goldman Sachs. After a long pause during
which neither man broke eye contact, Weinberg closed the discussion—but sig-
naled recognition of the central point: “You keep your nose clean for the next two

years and do a good job for Goldman Sachs, and then we’ll see about that.”

hen Weinberg decided in 1968 that a young investment banker, Mike
WCowles, should become a partner, he called him. When Cowles picked
up the phone, Weinberg said, “Sidney Weinberg,” but he pronounced it “Wine-
boig” and he had a mannerism of raising his tone on the last syllable, which made
his self-announcement sound more like a question.
Cowles didn’t have any reason to expect a call from Sidney Weinberg:

Mr. Weinberg had never called or spoken to him before. So, quite understand-
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ably, he thought it must be a call for Sidney Weinberg and hastened to explain
in his courtly way that no, he was not Mr. Weinberg—to which his caller
responded in exasperation, “I know you’re not Sidney Wine-boig” and hung up
in frustration.

Fortunately for Cowles, Weinberg called again: “Is this Michael Cowles?”

“Yes.”

“I want you to be my partner.”

By this time, Cowles, thinking the whole thing must be some sort of practical
joke, was not going to bite. He had been with the firm for only seven years and
knew it traditionally took ten years to make partner, so it took more than a few
minutes to get everything sorted out. As Cowles later ruefully observed, “What a
way to begin the most important phone call in your career!”

Cowles and John Jamison, who later earned a big fee for Goldman Sachs
when Procter & Gamble acquired Clorox, were both “Weinberg’s boys,” so
when room was made in the partnership for both of them, Gus Levy was able to

get one of his “boys” in too: Robert Rubin.

Weinberg was particularly highly regarded for his ability to get things done

in a uniquely quiet but effective way, sometimes concealing aggressive-
ness that stretched the limits of hardball. An investment banker who was there

gave this example:

After making a lot of money going public with his own company, a cor-
porate raider noticed that Baldwin United was selling at a very cheap
price. So he took a big position and was going to offer to buy the rest of
the stock at a price well above the market. Since the founding family’s
stock was held in a trust at a bank, the raider knew the bank trustee would
be under terrific pressure to accept such an offer and sell the stock.
Takeover defense is something Goldman Sachs specialized in, so
the firm was asked to help. Nobody was sure what to do, so Weinberg
was asked for suggestions. At first, he was not sure either. A little later,
he told a young banker to call a particular guy. A meeting was arranged

at Gage & Tolner’s restaurant in Brooklyn.
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Weinberg’s man, wearing a black suit, black shirt, and a black string
tie, came to the table and sat down, saying, “The only reason I'm here
is I owe Weinberg.” After a brief explanation, the man in black said he
would see what he could do. Nobody heard from him for a week, then
two weeks. Finally he called to say, “We’ve got him. It’ll cost a hundred
dollars—fifty dollars for a photographer and fifty dollars for the bell-
boy. He’s got a cutie holed up in a midtown hotel.”

A week later, the man in black called on the corporate raider and
respectfully said to him, “You believe in this free country and so do
1. Anybody can buy anything in this wonderful free country.” Then he
started spreading the pictures from the hotel on the man’s desk, and
said, “You can buy a/most anything. But don’t do Baldwin or these
could show up in the New York Post.” Then he excused himself and left.
Nothing happened to Baldwin United, and nothing was printed in the

newspapers.

“Sidney Weinberg had great willingness to confront a tough issue straight
on. You didn’t have to watch his hands when he was dealing the cards,” recalls
George Doty. “He always took it to the edge in his negotiations. One example
was when I’d prepared an estate plan for him. He said Coopers & Lybrand’s fee
was too high. I said it was the normal fee and that the work had been very well
done. Looking right at me, eyeball to eyeball, he said, ‘T’ll pay whatever fee you
say is right. But if you insist I pay that fee, I’ll never again do business with you or
your firm.” I quietly insisted; he quietly paid—and we never discussed the matter

again, quietly doing our business together as we always had.”

Weinberg always understood power. After he made Gus Levy managing

partner in 1969, he moved his own office uptown to the Seagram Building

to give Levy room to manage the firm. But he kept to himself the ultimate power to
decide on partnership percentages, the single greatest power in any partnership.

The relationship between Levy and Weinberg was clearly defined by

Weinberg at the annual partners’ dinner at “21” Club in Midtown Manhattan.

After dinner, Levy rose to speak on behalf of all the partners with appropriately
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respectful humility: “Mr. Weinberg, even though your office is now uptown and
we’re downtown so we don’t see you at the office anymore, we all want you to
know that you are always in our thoughts and a/ways in our hearts and we are so
glad you are active and well and we just want you to know that never a day goes
by without our thinking of you and how much we respect you. Wherever you are
and wherever you go, Goldman Sachs is always with you—and you are always
with Goldman Sachs.”

Warm applause confirmed that Levy was speaking for all the partners. Wein-
berg stood to respond. “Those are very nice thoughts, Gus, and I'm glad you feel
as you say you do.” But then his manner changed from accommodating to com-
manding: “But don’t you ever forget this, Gus. No matter where I am, 7am the

K

senior partner of Goldman Sachs and 7 run this firm!” With that, Weinberg sat
down. The entire room was silent and the silence confirmed the obvious reality:
Gus Levy still reported to Sidney Weinberg,.

By the late 1960s, Sidney Weinberg had done his work. Weinberg told his
wife, “If I die tomorrow, I don’t want anyone to mourn for me because every day
Ilived was a little better than the day before.” He had saved Goldman Sachs in the
thirties, established its stature in the forties and fifties through his government
service and corporate directorships, and carved in stone a series of core policies:
capital retention, competitiveness, integrity, disdain for publicity or pretension,
and toughness. But the business of Goldman Sachs had changed greatly and for-
ever, and he had become an older man who had lost touch.

The hundredth anniversary year of Goldman Sachs was 1969. In anticipa-
tion, the annual partners’ Christmas party in 1968 was moved from “21,” where
they traditionally went each year, to a larger place so wives could be invited for
the first time. That was also the occasion for Weinberg to introduce an important
new partner. Henry Fowler, the former secretary of the treasury who long ago
had been an important staff member of the War Production Board, would serve
as chairman of Goldman Sachs International.

After Weinberg finished his usual welcoming remarks, Trudye Fowler went
up to the head of the table and asked if she could say a few words. Weinberg
passed the mike to her and she began, “A year ago, we were the guests of the
president and Mrs. Johnson at the White House for a dinner for America’s leading

men and women—and that was quite a thrill. Tonight is an even greater thrill
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and an even more important occasion because tonight the wives of the partners of
Goldman Sachs are all included for the very first time. This is so wonderful and
says so much about our firm.” Turning with an admiring smile to Weinberg, she
concluded, “So I say to you, Sidney Weinberg: congratulations!”

Weinberg took the microphone back to say, “Thank you, Trudye, for those
truly touching words. I'm so touched. Tomorrow, I’ll recommend to the man-
agement committee that inviting the wives be made a new tradition...and that

the wives all be invited to come back for the Christmas dinner...on our two

hundredth anniversary.”

F or decades Weinberg had held that directors should retire at seventy to make
room for younger men, a view he would later brush aside with this assertion:
“I'm not like those guys—some in wheelchairs—who fall asleep at meetings. I'm
not like that!”* Weinberg continued as a Ford director until his death at seventy-

seven in 1969.



GUS LEVY

orn and raised in New Orleans, Gustave Lehmann Levy never lost the

soft Louisiana slur in his speech. He was the only son of Sigmund Levy,

a crate manufacturer who died in 1923 when Gus was twelve, and Bella
Lehmann Levy. As a teenager, Gus moved for a while to Paris with his mother
and two sisters; he enrolled at the American School but said he spent most of
his time “just bumming around.” Back in Louisiana, he dropped out of Tulane
University after a few months and went to New York City, where he got a room
at the 92nd Street YMHA and a job as an assistant trader in arbitrage at Newborg
& Company.' After work he sometimes went uptown to dance at the Casino in
Central Park.

In 1933, on the recommendation of a friend, Gus Levy moved to Goldman
Sachs at$1,500 a year—Afirst trading in foreign bonds and then in arbitrage, where
he was an understudy of Edgar Baruc, who wore celluloid collars and had a small,
waxed mustache.? Baruc was a friend of the Sachs family but never became a part-
ner because the Sachses didn’t want the stigma of having as a partner of Goldman
Sachs anyone who had once been with any firm that had failed. Because of his past

link to a bankruptcy, Baruc technically reported to Levy. They worked together
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as a team under Walter Sachs’s supervision and, with a “wealth of ideas, added
substantial profits to what would have been otherwise very lean years.”

Gus Levy was destined to become by the late sixties and early seventies
the most powerful man on Wall Street: the chairman of the New York Stock
Exchange, the head of Mount Sinai Hospital, a power in the Republican Party, the
“best” director of numerous corporations, the center of action in New York City
philanthropic fund-raising, the go-to man at the market center of conglomerate
finance, and the unquestioned leader of Goldman Sachs. But power and stature
were far ahead of Levy when he first joined Goldman Sachs, a firm still suffering
the ignominy of Goldman Sachs Trading Corporation.

Levy liked to say he was “one of the few guys who didn’t lose any money in
the stock market crash—because I didn’t have any money to lose.” He moved out
of the 92nd Street Y owing two dollars. (He later became a major contributor to
its parent organization, the Federation of Jewish Philanthropies, saying, “They
gave me friendship and confidence in myself when I needed it badly.”) By the
end of the thirties, Levy had already made his first million dollars. Despite a dis-
tinctive lisp that complicated the bayou drawl, he drew on his aptitude for math,
extraordinary memory, ability to connect with many, many people, and capacity
for long hours of highly concentrated hard work to become stronger and stronger
within Goldman Sachs during the firm’s rebuilding years.

With world war coming, Levy, six feet tall and slim, was determined to get
into action right away, telling his wife, Janet, simply, “I’'m goin’ in.”* Through
a Wall Street friend, I. W. “Tubby” Burnham, a pilot in the Civil Air Patrol,
Levy had become a mission observer with responsibility for navigation and com-
munications in 1941. Entering the army as a private in 1942, he went to Officer
Candidate School, saw action in France with the Eighth Air Corps, rose to the
rank of major, and mustered out as a lieutenant colonel. After he rejoined the firm
as a partner in 1945, Levy and Baruc expanded Goldman Sachs’s arbitrage opera-
tions and “built one of the most active over-the-counter trading departments on
Wall Street.””

Levy built his eatly career in arbitrage, analyzing and trading the complex
securities created by the breakup of public utility holding companies and later
the reorganization of various railroads. America’s railroads, while temporarily

enriched by the enormous volume of freight and passenger traffic required dur-
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ing wartime, were expected to fall back into serious long-term difficulty in the
widely anticipated postwar depression.

Under the 1937 Public Utility Holding Company Act, designed to permit the
restructuring and then the reemergence of debt-ridden holding companies like
Samuel Insull’s collapsed utilities empire, holding companies were allowed to keep
only those operating companies whose service territories were contiguous. The
more distant properties had to be divested. Trading in the securities of the newly
independent operating companies would be allowed on a “when and if issued” basis
in anticipation of final SEC approval of each holding company’s plan of reorganiza-
tion. So as the holding companies were broken up, investors needed to evaluate each
operating company separately to determine its most likely market valuation.

Both investors and utility companies needed shrewd risk arbitrageurs willing
to commit significant capital to making markets in those “when issued” securi-
ties. Arbitrage involved accumulating long positions or selling short in relatively
large amounts and often in illiquid securities. This market need represented
Levy’s opportunity. He had access to capital and, as a trader, he was in the busi-
ness of buying whatever existing security was being exchanged for new securities
and then trading the new securities on a when-issued basis—profiting from the
spread and changes in the spread between the whole and the component parts.
This arbitrage trading provided rigorous training in gathering disparate bits of
information with which to estimate and anticipate the actions others might take in
that soft gray area in which an expression of “no interest” could, if properly nur-
tured and stimulated at just the right time in just the right way, be converted into a
buy or sell transaction—sometimes even a significant transaction.

Valuation uncertainties surrounding the newly issued, unseasoned utility
and railroad securities—which were rife with legal and credit complexities—
provided an ideal environment for an astute, disciplined arbitrage operation like
Levy’s. “Gus was very smart, and an innovator,” said his contemporary, Al Feld.
“He built a good business because he recognized the opportunity in all the when-
issued paper that came out of the big railroad and public utility financings of the
1940s. And he built a reputation for making good markets—in size. And if he had
to take a loss, he took it.”

Levy took charge when Baruc died suddenly in 1953, and continued to develop

26

a “remarkably efficient and hard-hitting organization.”® Whenever operating
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losses were incurred for two or three months in a row, the Sachses would call for
a financial review, often engaging George E. Doty of Lybrand, Ross Brothers
& Montgomery (later Coopers & Lybrand) to do the study. Recalls Doty, “Gus
Levy had a small group of loyal and very closed-mouthed clerks working directly
for him. They kept all the very complicated and long-lasting records that were
needed in railroad arbitrage. Their rules of conduct were simple and clear: ‘Don’t
know anything and don’t say anything.””

To build business volume and create demand, Levy was always going out on
the telephone, offering the new securities to different institutions. In the course
of talking up these offerings, Levy would say, “If you want to se// something to
raise the money for this, I will take it off your hands,” or, “If you don’t want to buy
MoPac [Missouri Pacific Railroad], is there something e/se you’d like to buy?”
And that was the beginning of Goldman Sachs talking to institutional investors
about transaction ideas rather than investment ideas. It was of course, a small begin-
ning. The equity-trading desk consisted of only three people. Levy later said, “We
didn’t have any electronic quote machines, so it was essential to watch the tape and
to know where the last sales were and what the markets were doing.”

The increasing size of transactions, the need for capital commitments to make
trades happen, the speed of decision required to seize fleeting market opportuni-
ties, and discretion bordering on secrecy were all required in arbitrage—and they
were splendid preparation for the changes in the nature of the stockbrokerage
business caused by the surging increase in institutional activity. These changes
created a rapidly expanding opportunity for those who, like Gus Levy, were pre-
pared and determined to exploit any opening,.

In the mid-1950s the climate on Wall Street began to change. Men who had
known firsthand the difficulties faced during the Depression were completing
their careers and leaving the Street, taking their fears and worries of another
Depression away with them. Younger people with new ideas and high ambitions
were beginning to come into the business. Still, the early indications of change
were small and easily overlooked. In 1956 the total revenues of Goldman Sachs’s
“institutional business” were only three hundred thousand dollars—a business
small enough to go unnoticed by senior partners at well-established firms who
were members of wealthy families with well-established patterns of life. Such

personages, preferring to consider themselves investment bankers, saw the stock-
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brokerage sales and trading operations as somewhat demeaning activities pursued
only as necessary for securities distribution sufficient to maintain their position in
underwriting syndicates. Yet for those who were hungry to get ahead, even small
changes could be seen as harbingers of interesting possibilities for advancement.
Since most of the people working at Goldman Sachs had no family wealth,
they knew they’d have to work hard to make it, and as outsiders they had little to
lose by taking risks or being “different.” Bob Menschel, a young NYSE floor spe-
cialist, played a key role in getting Goldman Sachs into institutional block trad-
ing by convincing Levy to dedicate some of his extraordinary energies toward

7 “In those days,” recalls Menschel,

this nascent business right from its beginning.
“the floor was very quiet, so we were always looking for new ways to do more
business, particularly in companies where we were the specialist.” Increased
market activity linked to a possible merger involving a company where Sidney
Weinberg was a director gave Menschel a pretext to call on Mr. Weinberg. A
year later, Menschel wrote to Weinberg recalling their earlier appointment and
explaining that he’d noticed a change of some interest: Trades of one thousand
and five thousand—sometimes even ten thousand—shares were being done by
institutional investors. “I noted that this was something new and might develop
into an important opportunity to do business with insurance companies and other
institutions. Trades of five thousand or ten thousand shares were too large for the
specialists, who were used to working on trades of one hundred or two hundred
shares and did not have the capital to handle these larger trades.”

Weinberg sent the letter along to Levy with a note saying, “Not sure I recall,
but please see him.” Levy, who was interested in any new market development, had
coincidentally been courting the specialists, saying, “I’ll participate with you in
trades of five thousand and ten thousand shares.” When they met, Levy was taken
with Menschel, agreed something important might be developing, and arranged
for all eight Goldman Sachs partners to interview him. Six months later, Menschel
joined the firm. “My uncle was furious. He couldn’t believe I’d give up the floor.
Most of the partners at Goldman Sachs found it hard to believe themselves: Like
most people on Wall Street, they generally aspired to own a [stock exchange] seat
someday at the peak of their careers. But I was bored on the floor. You need tobe a
real poker player to thrive on the floor, and I'm not a poker player.”

Levy’s and Goldman Sachs’s experience in arbitrage gave the firm a
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different way of thinking about the time and risk aspects of market making. At
other firms, the profit and loss on trading “principal” positions was calculated
daily. Daily measuring made sense for the over-the-counter market-making
business, which was all about separate, stand-alone transactions where there were
no “relationships” that might link one trade with another. But what worked well
in the retail trading business inevitably led to wrong decisions for the institutional
trading business, which was all about relationships and the recurring transactions
of regulatly repeating customers. Additionally, the OTC dealer’s focus was on
protecting the firm’s owners’ capital from trading mistakes or losses by employees.
At Goldman Sachs, the capital at risk was the partners’ capital and partners were
making the trades—the employees were the owners. They knew the accounts’
traders well because they did business with them almost every day. To make prof-
its for Goldman Sachs, their focus was not on protecting against taking a loss on
each transaction, but on developing profitable relationships that would over time
make money for the firm. They took a long-term, principal’s view of trading
as an ongoing business. By combining risk capital with superb service, trading
could be made a continuing business. Rough and tumble, often painful, always
competitive, and requiring special skills plus a willingness to take significant risks,
block trading was transformed by Levy’s Goldman Sachs and a few competitors
into a relationship business that was like riding a bucking bronco but could be suc-
cessfully managed at substantial profit with longer-term orientation.

The block-trading business grew in several ways. The number of block
trades increased. The size of block trades increased, and the number of institu-
tions active in buying and selling blocks of stock increased. As the volume mul-
tiplied, so did the profits and the competition. Levy was determined to dominate
this remarkable, fast-growing new business because he understood that the best
profits went to the market-leading firm, and he was determined that that leading
firm just had to be Goldman Sachs. “Gus was always one hundred percent com-
mitted, and that commitment could unnerve people or it could bring out the best in
each person,” says Menschel. “He was so intent on doing every trade that he could
get catatonic if he felt we’d missed one. Gus would be storming around, bemoan-
ing our failures: “We're losing out! We’re not in the market anymore! We’ve lost
it! We’re not competitive anymore!” To build the business, we had to find ways to

keep Gus calm—or at least at bay.”
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Menschel believed that “originating a trade is a lot like fly-fishing: Both take
patience and quiet persistence to land the really big ones.” He created a quantita-
tive index of the total block-trading business and of the firm’s percentage—in
number of trades, in number of shares traded, and in different sizes of blocks—
to prove to Levy each day that the firm was actually doing very well. (About
this time, Levy began using a string of worry beads given to him by a friend in
Greece.) Eventually, Bob Menschel and L. Jay Tenenbaum would both decide
they had to quit the business because Levy’s unrelenting driving was too much
for them—it threatened to kill them both. But in the meantime, Levy’s drive and
leadership paid off handsomely: By the late sixties Levy’s trading produced half
of the firm’s profits. And Levy, who at his peak owned ten percent of the firm, was
becoming the recognized leader of Goldman Sachs.

Levy said he would never forget the day he first knew he was important: Sidney
Weinberg had quietly asked if he would like to sit next to him at the partners’ annual
dinner. When it became time in 1969 for Weinberg to turn over operations to a suc-
cessor, Levy ad to be made managing partner of Goldman Sachs. As the major rain-
maker who commanded great personal loyalty within the firm, he was the obvious
choice* as the firm’s leader for a simple, compelling reason: He was already leading.
As John Weinberg put it, “If Gus asked me to do anything, I'd do it—anytime!”

However, while Sidney Weinberg accepted the investment banking busi-
ness Levy brought in and respected Levy’s profitability and his internal lead-
ership, he took no pride in Levy’s block-trading business nor in the “ragtag”
conglomerate companies Levy and his trading prowess attracted to the firm as
investment banking clients. Levy always wanted to find a way to do the deal,
which was a concern for Sidney Weinberg, who worried about the companies
and people Levy did business with—conglomerate wheeler-dealers like Jimmy
Ling, Norton Simon, the Murchisons. But that’s where the business was to be

done, and Levy went for the business. As John Whitehead observed of Levy,

* Not to everyone. Stanley Miller was a long-term partner in investment banking who had been brought in by Sidney
Weinberg to develop an international business and as a possible successor. In 1974, when stockbrokerage was losing
money, Miller made his move to be the leader. It came to a head one day with Gus Levy in Miller’s office. Voices got
louder and louder until Levy, a former Golden Gloves boxer, grabbed Miller by the top of his tie, commented on his
Episcopalianism, observed how self-centered his activities had been, and delivered in disgust the conclusion that
Miller was being disloyal to Goldman Sachs. Levy had the solid support of most of his partners, so the conflict was

soon over—as was Miller’s career at the firm.
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“He had only one central idea: More! Gus would take almost anybody as a cli-
ent. Just as he avoided the paneled offices on the seventeenth floor in order to be
in the trading room on the thirteenth floor, he reached for the doers rather than
for class.” While respecting Levy’s prodigious business-building capabilities and
extraordinary capacity for work, Weinberg could never fully trust someone with
the instincts of a trader to be solely in command of the firm. Weinberg was hard
on Levy, and Levy went to Weinberg’s son John to complain, “I've gotta leave
this firm!”

Just before Levy was made managing partner, Weinberg, anticipating his
own retirement, organized a management committee and filled it with partners he
knew were loyal to him to control and restrain Levy—to prevent him from con-
verting Goldman Sachs from a banking firm into a trading firm, as Bear Stearns
had become under a strong trader, Levy’s close friend Sy Lewis.® As managing
partner, Levy would have forty-nine percent of the votes, so, as George Doty
explains, “To block Gus, you’d need one hundred percent opposition, but to get
anything done, Gus would always need to win at least one supporting vote.”
During Levy’s initial years as managing partner, Weinberg knew that members
of the management committee would, as his personal surrogates, always seek
his opinion on key decisions and then vote as he told them to vote. Even with
this governor established, Weinberg still had reservations, so he continued on as
senior partner and sole decision maker on partnership percentages.

Levy—always calling him Mr. Weinberg—accepted the form but not the
function of the management committee. Meetings were held every week, but they
were kept short, usually only fifteen minutes, and there was minimal discussion,
no agenda, no minutes—and no chairs. The group met in Levy’s office, standing,
and Levy often took phone calls during meetings to show how little importance
he really gave to the committee. As John Weinberg acknowledges, “Gus always
resented Sidney’s having created the need for him to get committee approval.”
And as John Whitehead observed, “Gus was always afraid he would fail to fill
Sidney Weinberg’s shoes.”

“Sidney and Gus were different in many, many ways,” recalls Doty. “For exam-
ple, Sidney would listen quite solemnly and intently to all you might want to say,
and then simply ignore you. Gus would not listen—interrupting all the time and

arguing—but he’d take your advice and information to heart and would wse it.”
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On decisions that came to him, Levy required very short memoranda stating
the situation and the specific recommended action; known across the firm as Gus-
O-Grams, they had to be so carefully thought out that they were usually only
four or five lines long. Otherwise he believed you weren’t ready to act. Extensive
examination of the facts of the matter and wide consultation within the firm were
certainly expected, but having been done, the complete homework did not need
to be paraded in the action recommendation. And Levy always came back within
twenty-four hours. “Getting time with Gus was always hard,” recalls partner
Peter Sacerdote, “but he always read your memo and he always got back to you
in time.” Levy returned internal phone calls the same day—and usually the same
hour. And his calls were always very short.

Levy routinely cut off discussion as soon as he was ready to decide a matter,
and he was nothing if not decisive. As John Whitehead puts it, “Gus was indefati-
gable and never wasted a minute. There was no idle chatter with Gus, ever.” When
he asked questions, Levy wanted answers that were short, direct, and specific. He
abhorred ambivalence and uncertainty. When one of his colleagues offered tenta-
tively, “We may be able to do something that may help,” Levy cut him off: “May is
justa month between April and June. It has no place here at Goldman Sachs.”

“Sometimes, you could get your way with Gus just by taking longer to talk
about something and taking up more time than he was willing to give to the deci-
sion you were discussing,” recalls Doty. “[Partner]| Walter Blaine, a very upright
sort of guy, would take forever discussing something. Sometimes, Gus accepted
Blaine’s decision not because he agreed with his views, but because he felt he
couldn’t afford the time Blaine would take discussing details and ramifications all
too fully before a better decision could be hammered out. Gus’s conclusions were
often far better than the reasons he would give you. He was very intuitive and fast
in his thinking.” As partner Ray Young recalled, “Gus had a very quick mind,
particularly with numbers. His one wart was this: He rarely if ever would com-
pliment people for what they had done.” Nor did he waste time on pleasantries
with spouses when, as he often did, he called at home—early or late.

Decisions that did not require Levy’s authority were expected to be made by
others. “Gus was a great delegator ifhe trusted you,” observes a banking partner.
“He could also get rozally involved.” Levy was both decisive and remarkable in his

good judgment. “He was not the most brilliant guy in the world,” a contemporary
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once observed of him, “but then the average genius on Wall Street, when you
meet him, usually turns out to be just a clever guy. People aren’t stunned by his
brilliance, but they feel sure that Gus will get things done.”” Levy had an intui-
tive sense of what might be doable, an instinct for action, an understanding of the
risks that would have to be taken, and the fortitude to take the risks required to
get things accomplished. In a persistent search and striving for advantage, he was
always negotiating.

“Gus was very resourceful in the way he engaged in person-to-person nego-
tiations inside the firm as well as with those outside the firm,” says Doty. “He’d
be very careful to give me the impression that such-and-such had already been
agreed upon by so-and-so and therefore his hands were tied, so he and the firm
would just have to live with it. Several times, he really had me ‘solved’ that way.
But if you refused to accept it, you’d find out that, amazingly enough, he would
still be able to renegotiate the supposedly final settlement.”

Levy “negotiated” others, but he certainly expected no one to negotiate him.
That’s why “Two in the red!” may have been the riskiest outcry in the history
of Goldman Sachs. A not particularly competent salesman (who later sued the
firm for age discrimination when he was finally let go) had two box seats for a
1972 NBA playoff game between the Knicks and the Celtics—one of the most in-
demand games in the history of basketball. Henry Ford wanted to go. He called
Gus Levy and said so. The salesman had the only pair of tickets around, so Levy
asked him to do this favor for a great friend of the firm. The salesman refused,
saying, “Gus, my word is my bond. I promised a c/Zent. Even for Henry Ford and
you, Gus, I can’t renege on a client commitment.” However reluctantly, Levy
accepted. A promise is a promise and a client is a client. But as the crowd poured
into Madison Square Garden that night, the salesman could be seen waving two
tickets high over his head—Dboth in the coveted “red” section—from the top of
the steps. “Hey! Two in the red! Buy these tickets! Buy ’em now! I’'ve got what
you want: two in the red!” It was lucky for the salesman that word never got back

to Levy.

Levy missed very little and was able to do so many things because he had

extraordinary self-discipline, planning each day’s many activities and closely
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monitoring actions taken. He kept a long yellow legal pad with a list of items he
wanted to get done, usually one line for each item. He’d get up at five thirty, run
on his treadmill, say his prayers, and be at work by seven each morning. Then
he’d take up his long yellow pad and start calling. Levy was an extraordinarily
operational presence. As the CEO of Monsanto recalled with wonder, “Gus would
call in the morning and give me price quotes on various stocks—for no particular
reason—and then say, “Well, I thought you’d be interested,” and hang up.” He
made those calls by the dozen day after day. Always pleasant, his calls seldom
went over thirty seconds. And when return calls came in, Levy picked up his
own phone. So did everyone else. Levy wanted no secretaries in between custom-
ers and sales traders. That “separated” customers from sales traders and wasted
valuable time. Intensity and speed were crucial to Levy.

<

“If he called me on a Monday about something,” recalls Doty, “and
I explained that it would take, say, three full weeks to get that thing done, he
wouldn’t wait the three weeks. He’d call again the next Monday, wanting to know
ifI"d gotten it done yet. So I'd explain again all the reasons it would take the three
weeks we’d already agreed upon. But the heat was clearly on, and he just might
needle me into getting it done faster—and surely not any later.” One evening,
Levy gave a competitor a ride uptown in his limo. He had more than a page of
foolscap listing, one per line, the calls he had received that day but had not yet
been able to return. Given the late hour, his passenger noted that it was too late to
make the return calls. Levy’s tense reply: “They’ll a//be called by midnight.”

A salesman who worked out of the London office had a typical experience.
“Having flown into New York from Europe the night before, I woke up early
and couldn’t get back to sleep because of the different time zones, so I decided
to go on down to the office instead of just sitting around my hotel room killing
time. It was ten before seven in the morning when I got on the elevator to go up
to the office. Another man got on just behind me: Gus Levy. Two weeks later, I
was back in New York again; couldn’t sleep again; and decided again to go on
down to the firm early. It was a quarter to seven. And there was Gus again. Let
me tell you, that sort of thing sets real standards in a firm and builds wonder-
ful loyalty.” Levy kept two very productive secretaries—Inez Sollami and Betty
Sanford—very busy, and they too came in by seven. As partner Jim Gorter

recalls, “Gus Levy was a shirtsleeves, no-frills guy. In the office before seven
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every morning. Worked like a dog! Gus set an example by his own dedication—
and he expected everyone to do the same.” Retired partners agree that the dual
emphasis on individual performance and on teamwork at Goldman Sachs came
from Gus Levy.

“The firmwide work ethic really set them apart,” says a block-trading com-
petitor.”’ “At most firms in the 1970s everybody was in by nine a.m. At many
firms, people were in by eight thirty; and at some, by eight. At Goldman Sachs,
everyone was in by seven in the morning—because they truly wanzed to be in. It
made them feel different; they believed they were different. Gus set the standard
by being among the very first ones in every day.”

As Levy himself put it, “We have real spirit. We love to do the business. We
get a kick out of it, and it’s fun. While none of us wants to deprive a guy of a fam-
ily life and a home, we do demand a full day. We want to make Goldman Sachs
a close second to his wife and family. A very close second.”Recalls Fred Weintz,
“Gus had awesome standing in the firm. He once joked about how committed he
was, saying, ‘Just stick a broom up my ass, and I’ll sweep up, too!””

Levy was notorious for being “everywhere at once”—often having two
different dinner engagements scheduled on the same night, with at least one at
“21.” Citibank’s Walter Wriston once explained: “About six o’clock each eve-
ning, there really are two Gus Levys, both in tuxedos and both going to dinners
in Manhattan—and both in a hurry.” Levy, like many Wall Streeters before and
after him, was busy in other ways; as his lifelong friend Tubby Burnham of Burn-
ham & Company summarized, “Gus liked girls.” Levy was also active in both
politics and charities and was a director of twenty-one corporations, including
Braniff, Studebaker, May Department Stores, Worthington, Witco Chemicals,
and Lanvin-Charles of the Ritz. As John Whitehead admiringly explained,
“Every CEO [of a company Gus served as a director] used to say that Gus Levy
was his best outside director. Well, it’s easy to be the best outside director of
one company, but to be regarded so highly by a// the companies whose boards
you’re on is really quite remarkable. And yet that’s what people said he was.”
Then he had a whole further life in the world of nonprofit organizations, particu-
larly Mount Sinai Hospital, where he was the active president and chief executive
officer for years—in addition to all his fund-raising and political activities. He

was treasurer of Lincoln Center, trustee of the Museum of Modern Art and the
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Kennedy Center, and commissioner of the Port Authority of New York and New
Jersey, and three times was treasurer of the United Jewish Appeal."

On the board of directors of Lanvin-Charles of the Ritz, Levy was not like
the other directors and not at all like the urbane, sophisticated CEO, Richard
Salomon. He cared not at all for decorum. For example, while the other directors
sat around a table in the boardroom, Levy sat separately in a corner, following
closely the directors’ discussions while talking to one person after another on the
phone. His language was notoriously coarse as he talked from the boardroom to
people at the firm: “That bastard is always trying to screw us. Fuck the fucker!
He can’t fuckin’ fuck us. Tell him to go fuck himself.”

“Gus was a leader, but not a manager,” says L. Jay Tenenbaum. “Gus never
had plans. Everything was daily—or even shorter—and very transactional. He
only dealt with the crises. And if Gus found a part of the business we weren’t
covering, that was a crisis. Gus hated not covering everything. I can hear him now,
nearly screaming, he was so upset: ‘L. Jay! We are falling short in gptions! We’re
behind in options!” And he would want me to jump right to it and build up an
options business, saying, “What am I paying you for?’ If Gus wasn’t complaining
or disgusted or shouting at you, you could figure he thought you were okay. He
was a very bad teacher. Never explained anything or how to do anything. Gus
always knew he could have made the call, done the trade, or whatever better—a
lot better—if he’d only done it himself.”

“In trading, ‘being there’ really matters,” explains an admiring competitor,
“and Goldman Sachs was always ‘there’ for their accounts. They knew how to
take their little losses—and did—so they were very much in the flow when the
big payoff opportunities came along, so they could—and would—win big by
doing the major trades. And they were not above finding their full share of those
numerous opportunities to pick up a little extra profit by anticipating a trade,
going short a few thousand shares before a big block came onto the market—all
of which was part of being in the block-trading business in those days.”

Levy’s constant pressure on others—always matched by the pressures he put
on himself—produced an efficient, internally cooperative organization of people
who were intensely competitive externally, people who again and again earned
extra business and extra profits. At TIAA-CREF, a major institutional investor,

Rodger Murray was managing the stock portfolio. After careful study, he decided
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in late December one year to restructure the portfolio and decided the best way
to do that was to complete the restructuring before year-end. Goldman partner
Gene Mercy recalls with a smile, “Rodger called me from his home where he was
working on Christmas Eve to say, ‘We have a major market operation that we
need to get done—now. Other firms are already closed for Christmas, so we’re
turning to you to do a series of large trades in utilities.” We reviewed the stocks
in their portfolio and agreed to trade them at the close. With the music of the
Salvation Army Christmas players outside, Rodger gave the go-ahead, and we
did fifteen percent of the total NYSE volume that day in one minute at the close
of trading—at the old fixed rates, for $425,000 in commissions—just for always
being there, even on Christmas Eve, to pick up the phone.”

In another case, when the Navajo Indians won an enormous cash settlement
with the federal government, it was reported on a Thursday. By Tuesday, Citibank
executives were in Arizona, determined to be the first to speak to the tribal elders.
They were understandably stunned to hear, “But we already have a financial adviser.
Gus Levy came to see us on Saturday. Gus Levy is our investment banker.”

In Memphis, to help partner Roy Zuckerberg build up the firm’s individual-
investor business, Levy was all Southern charm. Speaking to a group of local
business leaders, he began, “Ah’'m from aways down rivah,” gently and colloqui-
ally separating himself from New York and up-North and Yankee while genially
and modestly making the connection between Memphis and his own hometown,
New Orleans. As they reviewed that session afterward, Zuckerberg gently, but
somewhat critically, pointed out that Levy had not actually asked for the business.
Levy appeared preoccupied and not really listening, but at a subsequent meeting
a few months later, with two dozen business leaders and wealthy prospects in Los
Angeles, Levy’s first cards off the deck were blunt: “We’ve come all the way from
New York City to Los Angeles because we want your business!” After dinner,
Gus asked, “How’d I do?” and Zuckerberg suggested he might have been per-
haps a bit too direct. Levy retorted, “But Roy, that’s what you to/d me to do!”

An important part of Levy’s remarkable ability to produce business was his
extraordinary range of personal connections. A devout Catholic, George Doty
went to Mass every morning before coming to work by 7:30, gave generously to
the Church, and made Fordham University 4is charity organization. Levy saw

Doty and asked: “George, do you know the cardinal ?”
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“Of course, Gus. Cardinal Spellman.”

“But, do you kznow him. You ever met?”

“No, Gus. Never.”

“Come with me Wednesday. I'm having lunch with the cardinal. I’ll intro-
duce you. He’ll be glad to meet you.”

Similarly, George Bennett was the Man in Boston: treasurer of Harvard, the
country’s biggest endowment; a dominating managing partner of State Street
Research & Management, then one of Boston’s largest and most prestigious insti-
tutional accounts; and a director of Ford, Hewlett-Packard, and other major cor-
porations. Once or twice a year, Levy visited accounts in Boston, where State
Street was a key client, and Bennett was the strong man, so Levy went there.
They would hug each other—neither man was ever considered a hugger or hug-
gable by his own associates—and go into Bennett’s office, close the door, and
talk “serious talk” about politics, Ford, Harvard, Florida Power, and people.

For Steve Kay, a thirtysomething salesman who focused on traders, nothing
could be more helpful to his ability to do business than having—and everyone at
State Street knowing that he had—a special relationship with managing partner
Bennett. “Steve, come in here so George can get to know one of our very best,
fast-rising young professionals.” And, never pausing, Levy moved right into
sharing the inside scuttlebutt that everyone treasured from their time with him
because he always seemed to know a// the important people.

Later Levy called Kay. As usual, he was direct and brief: “I’ll cover Ben-
nett. You get to know Smith.” And that was all Steve Kay needed to hear to know
what nobody at State Street would know for a year: Charlie Smith was going to be
George Bennett’s chosen successor as managing partner. This gave Kay plenty of
time to get close with the affable Smith, who privately resented being ignored by
most Wall Streeters. Kay would soon have their relationship firmly established—
long before anyone else in Wall Street had the first clue about the power shift—
and Goldman Sachs would continue being State Street’s most important and most
profitable stockbroker, getting nearly fifteen percent of its business while the
runner-up broker would get less than ten percent, and much less profit, for work-
ing equally hard. The difference was close to one million dollars in revenue.

As more and more Wall Street firms organized “asset management” divisions

to get into the fast-growing business of managing pension funds, Kay, as head of
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the Boston office, came under heavy pressure from institutional accounts to stay
out of the lucrative investment management business. “Don’t compete with us;
we’re your c/ients—and investment management is our business!” Loomis, Sayles
& Company was particularly concerned about competition from brokers and had
a strict rule: If a broker stole one of its accounts or even one of its people, Loomis
Sayles would do no business with that firm. But as an old-line, conservative Bos-
ton firm, Loomis Sayles didn’t pay competitively, so its best young people kept
getting bid away. After Goldman Sachs had taken a second person, Dick Hollo-
way of Loomis Sayles called to remind Steve Kay about the Rule, and Kay called
Levy, telling him of the loss of a large account. “I wanna see ’em,” was all Levy
said, and he hung up. This put Kay in a box: He couldn’t say no to Levy, and why
would Loomis Sayles agree to see anyone from Goldman Sachs after it had bro-
ken the Rule a second time?

Dutifully, Kay called Holloway to plead for a short visit.

“Gus Levy wants to see us?” Holloway exclaimed, adding that he would call
back after checking with his CEO. In less than an hour Holloway was back on the
phone: “We’d be glad to meet with Gus Levy. No, don’t come to Boston. We’ll
come to New York. When would be most convenient?”

A luncheon at Goldman Sachs’s office was arranged for the men from Loomis
Sayles with Kay, Levy, and research director Bob Danforth. Levy was obviously
preoccupied and didn’t participate in the conversation. Then one of his secretar-
ies, Inez Sollami, came in to say, “Governor Rockefeller wants to reschedule your
meeting for two o’clock and wants to move it to the Roosevelt Hotel instead of
Pocantico Hills. He asks that you come in by the freight elevator so you won’t be
spotted.” (The New York City hospitals were going on strike, and Rockefeller
was personally involved in the negotiations because he feared racial problems if
the hospitals were closed.) Levy took two other calls—both from prominent cor-
porate executives—and then briefly focused entirely on his two guests. “I know
we hurt you, and I apologize for that. Now we’d like to Aelp you. Steve, let’s see
what we can do here to get these good clients of ours some nice new business. I’ll
call Bob White at Ford and recommend their services as pension fund investment
managers—and Jimmy Ling needs someone too.” Then, apologizing for hav-
ing to go so soon to meet Governor Rockefeller, Levy left. He probably never

knew the names of his guests. But he knew his business. When they got back
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to Boston, the men from Loomis Sayles made Goldman Sachs one of their most

important brokers.

S ince every mutual fund had to report its shareholdings quarterly, it was easy
to figure out who was selling after two or three blocks had been executed. On
one big series of trades, Steve Kay in Boston knew that MFS, a big mutual fund
organization, was the seller and that it had an exclusive with Salomon Brothers.
Inez called: “Mr. Kay, Mr. Levy would like to speak with you.” Gus Levy never
called to say, “Well done”—so Kay knew as he waited on the line that there could
only be one reason for Levy’s call: to chew him out. “You’ve missed three big
trades so far today. Don’t you Boston guys know your accounts any better?”

“Gus loved doing business,” observes Lew Eisenberg, who headed institu-
tional sales in the 1980s. Long before Levy called him by his real name, Eisen-
berg was known as “the kid from Hartford,” not because he was born or raised
there—he was from Chicago—but because that’s where his initial group of
institutional accounts were located. After a few years of covering the Hartford
accounts, Eisenberg got up the courage to propose to Levy that they make a joint
trip to Hartford to visit the financial vice president and the treasurer of the Trav-
elers Insurance Company.

During the plane ride to Hartford, Levy hardly spoke two words to Eisen-
berg. Same on the return flight. Nearly a week later, Levy received a call from
Travelers saying the client felt their meeting had gone well and Levy could tell
Eisenberg that he would soon be the selling broker for the first block trade in his-
tory to be done at negotiated rates. The size of the block would be 250,000 shares,
with a commission of seventy-five thousand dollars—unless, with the firm’s
usual hustle, that commission could be doubled by finding buyers for that block
and doing a cross (handling both sides of the transaction) generating total com-
missions of $150,000. Levy clearly expected the trade to be a cross at $150,000.

Once inside Goldman Sachs’s trading room, Levy focused entirely on doing
business. He had tinted-glass partitions around his desk, which was in the center
of the trading room. Through the glass he could see all and hear all, checking
the status of every big position or every possible trade while seeing visitors—

mostly insiders, and as many as ten an hour—and taking and making calls all
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the time, often two or three calls at the same time. He had sliding windows in
the glass partitions so he could open them quickly to bark instructions, as he
frequently did. “Why do I do it? It drives me. I don’t know why, frankly. It’s
responsibility—trying to do the best you can. It’s not a question of getting ahead,
because I can’t get ahead much farther. Now I just try to be afloat.”

Challenged to explain why he had a general reputation for toughness, Levy
said he recognized that he got “such a kick out of making a transaction that I
guess I get excited and I say things I don’t really mean. Then my conscience gets
the best of me and I apologize—despite the fact that that’s the one thing I hate
to do.” Levy’s self-appraisal was that he was too open and not tough enough: “I
think people at Goldman Sachs know that my door is always open. I have certain
opinions, but they are not built in concrete. I'm willing to listen to reason.”

“Gus was remarkable,” says John Weinberg. “He had a tremendous capac-
ity to do a huge number of things and do them all very well.” Levy left Goldman
Sachs every day at three thirty so he could be at Mount Sinai to run the executive
committee from four to six—and then would take a Goldman Sachs client to din-
ner, usually to “21.” And Levy was always networking with powerful people—in
philanthropy, finance, or politics. “Gus Levy and Nelson Rockefeller, as powers
in the New York Republican Party, would go to a small room with [NYSE floor
specialist] Bunny Lasker and others to swap stories—crude dirty jokes, political
gossip, and personal insights into powerful people.”

Levy lamented: “I guess I'd have to admit that it’s very hard for me to say
no. I'm a bad naysayer—except where a principle is involved. It’s very hard for
me to turn a guy down. I wish I was harder. Mr. Weinberg used to say that if I
were a woman, I’d always be pregnant because I just can’t say no.” Levy repeat-
edly promised one or another of his friends to give the friend’s son a job at Gold-
man Sachs, usually in sales, and sales manager Ray Young would call to protest,
“Gus, this is my job and my department. If you don’t stop stuffing dopes on me,
I'll quit.”

Levy affected a gruff exterior, but he was there to help anyone in the firm
who had a real crisis. On any serious personal problem, he would never say no.
When a plane was hijacked in Israel with the daughter of one of the firm’s older
messengers aboard, Levy called the messenger to come right up to Levy’s cubicle

on the trading floor. The poor guy was scared to death to go. When he arrived,
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Levy said how concerned he was about the man’s daughter and that he wanted
to help in any way he could. This was, of course, very nice to say. But then Levy
picked up the phone and said, “Get me Bill Rogers”—when William Rogers
was secretary of state—and in minutes, he was put through to the secretary him-
self. Levy knew Rogers from his days as a New York lawyer and their shared
interest in Republican politics, so he spoke directly, explained his reason for call-
ing, said, “Keep me posted,” and hung up. The lasting impact Levy’s call made
on the old runner—and others in the firm—is easy to imagine.

Levy was a voracious and persistent learner, always striving to do better and
to be better in every way. “Don’t tell me where we’re good. We can’t do much
about that. Tell us where we’re weak, where we can improve, because that’s what
we are determined to do.” Goldman Sachs got better and better under his leader-
ship, and Levy’s personal stature rose steadily higher.

As Doty recalls, “With his amazing memory for people and numbers and
situations, he had a phenomenal list of people he could call and say, ‘I need you
to help me, and it won’t hurt you.” Then he’d explain what he wanted—and he’d
get their help. He was out of the Wild West as a young man, a loose cannon cal-
culating what he could do, what he could get away with. And he was ‘too Jew-
ish’ for Sidney. But when he became chairman of the New York Stock Exchange
and a prominent figure on the national scene, although we had many arguments
within the firm, Gus became much more conscious of the importance of process
and order.”

“Gus was very proud of being the first Jew to be chairman of the Board of
Governors of the New York Stock Exchange,” said his friend Tubby Burnham.
“He considered that position very important in his life. However, Gus was really
not a great chairman because he couldn’t separate his thinking from what was in
his own firm’s interests. He was always favoring Goldman Sachs. More impor-
tant than his two years as chairman of the Big Board, Levy was truly the father
of NASDAQ’s national market system. I know because I was there. In 1976,
when Rod Hills was chairman of the SEC, he called me as head of the Securi-
ties Industry Association and said, ‘Tubby, we’ve gotta have a nationa/ system for
the over-the-counter business. And you've gotta come up with a system—and
quickly—or we at the SEC will have to impose a system on you.’

[2X3

How much time will we have to get this done?’
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«<

Six months. It’s not much for a major thing like this, but that’s all you
can have.’

““Thanks, pal. Thanks a /oz.”

“And as soon as I hung up, I called Gus because he knew the OTC markets so
well. He was in Bermuda. ‘Gus, you've gotta chair this committee and work out a
solution.” And I promised him he could have any people he wanted. Gus’s commit-
tee came up with the system where every OTC dealer and every market—Pacific,
Chicago Board, and all the rest—had to show their bids and asks through a central
computer screen and had to be good for one thousand shares on either side. And
that was the whole secret to our country’s having the national over-the-counter
system, or NASDAQ), that now handles more daily volume than the NYSE.”

Levy respected toughness, particularly in competitors, and had remarkable
inner capacities to rise to any occasion. One illustration is the way he handled a
dramatic change that confronted the New York Stock Exchange, where he was
an increasingly prominent power. As head of Donaldson Lufkin & Jenrette, Dan
Lufkin arrived in 1970 at his first-ever meeting as a new member of the NYSE
Board of Governors. The meeting was in the ornate amphitheater appropriate to
the knights of capitalism who were gathering together. Lufkin carried two large,
heavy boxes tied with sisal cord with wooden handles—just in from the printers.

Lufkin had met the night before to brief his friend and incoming NYSE
chairman, Bunny Lasker, about DL]J’s decision to break all tradition and go
public—and to tell him that the preliminary prospectus or “red herring” would
be filed with the SEC at noon the next day. As the Board of Governors meeting
came to order at three thirty on the day of filing, Robert Haack, NYSE president,
was handed a news item that had just come on the broad tape announcing that
DL] had filed for its initial public offering.

Lasker announced: “We have an important news report that concerns us
all—DL]J has filed an IPO with the SEC. Fortunately, we have Mr. Lufkin here
to explain.” Lufkin then opened the boxes and asked that copies of the prelimi-
nary prospectus be passed out. Taking a deep breath to maintain composure, he
began explaining the revolution that an “upstart” firm, not even fifteen years old,
was provoking. Angry feelings were widespread. “You are Judas!” exclaimed
Lazard Freres’s Felix Rohatyn, saying the NYSE’s only option was to expel DL]

immediately from membership.
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That evening at the traditional transitional dinner for incoming and outgoing
exchange governors held uptown at the Brook club, Lufkin—clearly and obvi-
ously being avoided by everyone—was standing alone at the bar nursing a beer
when Levy, as outgoing chairman, arrived and went over to say: “I don’t agree
with you, and I don’t like what you did today.”

Lufkin started to counter with “I hope you will see things differently soon
and...”

Levy cut in: “I haven’t finished”—and continued admiringly, “But you have

guts coming to this dinner after all that.”

While deeply Jewish, Gus was an exemplar of Christian virtues,” says
George Doty. “He was always giving. And he taught me the joy of giv-

ing. He gave both in dollars and of himself and his time. If you asked his help
with, say, a dinner, he would never pause or beg off. He’d open his appointment
book right away, and if it was possible, he’d sign up then and there. Gus would
work for any charity. That’s how he got to know Cardinal Spellman: as a Jew
working for Catholic charities.”

“Gus Levy was the first one to ask ‘How much?’ publicly at appeals,” recalled
Tubby Burnham, who explained the way it happened. A meeting was held at
Lehman Brothers where the senior leaders of the Jewish community on Wall
Street—André Meyer, Joe Klingenstein, Bobby Lehman, and the others who had
been the young Turks back in the twenties and thirties put the challenge on the
table: How could the younger Jewish leaders organize their generation to give
in significant size? “We didn’t have their kind of money, so Gus, who was our
natural leader, said it would be necessary to solicit many more people in order to
match the personal giving of the older, wealthier leadership.”

At the next annual dinner of the Federation of Jewish Philanthropies, Levy
took the microphone and launched right into a new kind of public solicitation.
Without ever pushing or demanding, but by publicly asking in a nice way that
included calling out the donor’s name, telling something about him and his
family and his business and the good things he’d been doing at work and in
philanthropy—really the person’s life history—Levy would end with, “And last

year, you gave fifteen hundred dollars to the Federation, and we’re all wondering
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what your gift will be #is year?” And then in that moment of silence, the recipi-
ent of Levy’s nice words would say, “I’ll give...two thousand dollars.” And
Levy would reply warmly, “That’s a very nice gift. Nice increase too. Thank you
very much.”

Levy would then turn his charm and the audience’s attention to the next
donor. Of course, he already knew each of his prospects and what they could
give; he’d done his homework. He knew whom to ask first and who, like Charles
Revson, needed to be a big shot and get featured with a lot of attention, and he
knew exactly when to call on each of them. In that one evening, Gus Levy raised
three times more money than had ever been raised before. And of course the call-
ing out of names and stating specific amounts has gone on and on because it works
so well. Now, it’s a tradition—but it all began with Gus Levy.

“Gus was very extroverted, gregarious—and generous,” recalls Peter Sacer-
dote. “One year, he gave one million dollars to the Federation and, in his speech,
he said it was really not a big deal—that it had been more of a stretch when he gave
one dollar that first year he was at the YMHA.” More than money, Levy gave his
time. He worked for hours every weekday for years as chairman of the executive
committee to build Mount Sinai Hospital almost single-handedly.' Honored with
an award for lifetime service, Levy took the mike to say simply and memorably:
“I never expected this. I certainly don’t deserve it—and I’ll never forget it.”

Levy was as notoriously intense in his private life as he was at Goldman
Sachs and in philanthropy. His friend Burnham recalls: “Gus and I went all the
way back to when he first got to New York. We talked at least once every day and
played golf on weekends. Gus called me on Friday night from California: “The
grim reaper’s got me, Tubs. My heart.”

X3

Did you see a doctor, Gus?’
““Naw. I'm not going to a doctor. I’ll meet you on the first tee at eight tomor-
row morning. I'm taking the red-eye in.’

“Next morning, just before eight, Gus comes up to the tee. ‘Do you guys
mind if I jog?’ We all know Gus and what he has in mind. He’ll hit his ball, run
to it, wait for us to catch up, hit again—and jog off. We agree he can jog and we
double the stakes. By the end of the ninth hole, Gus is down eight—and finally

decides to play like the rest of us.”
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Astrong record of past achievements and profit making had led to Gus Levy’s
being selected managing partner, but leadership authority and power in
Goldman Sachs, as in all Wall Street firms, has to be earned over and over again
every time the leader gets challenged—just as a male lion has to keep defending
his pride of lionesses. Gus Levy knew and understood all this. What he did not
know or anticipate was that his greatest threat would suddenly bolt out of the
firm’s oldest business—commercial paper—where Goldman Sachs, over the past

hundred years, had made itself the leading dealer.



THE WRECK OF THE
PENN CENTRAL

ithout commercial paper, Goldman Sachs would have been unable

to expand beyond the core of Sidney Weinberg’s corporate cli-

ents—and even they would be at risk as competitors kept forcing
the question: “Without Weinberg, why work with a second-tier firm that’s only
able to provide one specialized short-term financing service?”

In the early 1970s—before the boom in corporate bonds, before international
bonds were anything more than rare oddities, before the invention of mortgage-
backed and asset-backed bonds such as GNMAs, before high-yield bonds, before
medium-term notes, floating-rate notes, and the myriad other aspects of today’s
enormous bond markets, and long before the derivatives and computer mod-
els that tie all these disparate instruments into one massive, complex debt capi-
tal market—commercial paper was far more important than a current observer
might first imagine. And it was the strong basis, over the years, for the firm’s
expansion into money-market instruments and then on into bond dealing. Com-
mercial paper was not only Goldman Sachs’s oldest business, it was the only cor-

porate product where the firm was the acknowledged market leader, and it became
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the single, vital point of entry on which John Whitehead was striving to build an
important and eventually highly profitable investment banking business.

During the fifties and sixties, use of commercial paper increased significantly.
As interest rates rose and rose again, issuing commercial paper became increas-
ingly attractive as an alternative to bank loans for more and more companies. And
even if the commercial-paper alternative seemed not really the right way for a
particular company to borrow right now, it was surely worth considering for the
future, so discussing its advantages with the man from Goldman Sachs was easy
to justify. Commercial paper also made considerable progress as a way for many
corporations to temporarily invest surplus cash. Interest in buying commercial
paper as a short-term, money-good investment increased substantially because
the Federal Reserve’s Regulation Q limited the interest rate that banks could pay
to attract time deposits; commercial paper offered higher rates. The “unique sell-
ing proposition” of commercial paper—unsecured short-term borrowings that
were cheaper and more flexible than bank loans—was attractive, very attractive.
So doors opened and conversations began at more and more companies. With-
out commercial paper, Whitehead’s ambitious strategy in investment banking
would never have succeeded, but with commercial paper, it was almost certain to
succeed—or so it seemed.

For Gus Levy, early 1970 promised a great year. His institutional block-
trading business was so successful that even without a retail-customer business,
Goldman Sachs ranked third in NYSE commissions and was much more profit-
able than any other stockbrokerage firm, earning at a record rate of 40 percent on
the forty-five partners’ fifty million dollars in capital. Confidence was spreading
throughout the firm, including confidence in the leadership of Gus Levy and in
the direction he was taking the firm.

The securities business was changing, and change creates opportunity, par-
ticularly for aggressive innovators. The era was replete with business oppor-
tunities and challenges, and Levy was flat-out committed to capturing every
profitable business opportunity for his firm. Maintaining intensity of commitment
was essential to the firm’s continued progress and would have been a great chal-
lenge for any leader, particularly anyone coming after someone as dominating

and effective as Sidney Weinberg. Levy believed he was up to the challenge but



98 - THE PARTNERSHIP

knew that leaders are only as effective as their followers’ confidence and commit-
ment make them. Committed to attack and expansion, he had no spare capacities
or resources for defense or to deal with new troubles. Levy certainly wasn’t look-
ing for any new trouble, but new trouble found Levy.

He got hit by the largest railroad company in America: Penn Central.

On June 21, 1970, Penn Central Transportation Company—the eighth-
largest corporation in the nation and the largest owner of real estate—petitioned
for reorganization under Section 77 of the Federal Bankruptcy Act, and at 5:45
p-m. U.S. District Court Judge C. William Kraft signed the petition. It was the
largest bankruptcy in history.

Although its assets and book value were immense, Penn Central’s stock price
had plunged to ten dollars—down 88 percent from a high of $86.50 two years
before. Between April 21, the day before it announced a $62.7 million loss for the
first quarter (versus a much smaller $12.8 million loss in the same quarter a year
earlier), and May 8, maturities and payments on its commercial paper exceeded
sales by $41.3 million, leaving a balance outstanding of $77.1 million. Six weeks
later, with Penn Central in bankruptcy, the market value of its commercial paper
plunged, imposing large losses on clients of the issuing dealer for Penn Central’s
commercial paper, Goldman Sachs.*

Penn Central was Gus Levy’s personal client, and the loss it threatened to
impose on Goldman Sachs was not only larger than any prior loss, it was larger
than Goldman Sachs.

The trouble was quickly contagious. Neatly three hundred other Goldman
Sachs commercial-paper issuers faced a rush by investors to redeem their paper
that meant the clients suddenly had to borrow from their banks to buy back their
own commercial paper.! The Federal Reserve had to take swift and substantial
action to ensure liquidity in the U.S. banking system. Standard & Poor’s cut
Penn Central’s bond rating from BBB to Bb. According to Standard & Poor’s
Guide, a BBB security is “borderline between definitely sound obligations and
those where the speculative element begins to predominate.” The Bb securities

have “only minor investment characteristics.”

* Penn Central was not the first commercial-paper issuer to default. In late 1968, Mill Factors, another Goldman
Sachs client, had defaulted on $6.7 million of commercial paper, and two holders—Alexander & Baldwin and
Worcester County National Bank—sued Goldman Sachs. The firm paid out fifty thousand dollars.
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Clients who had bought Penn Central commercial paper through Goldman
Sachs could be expected to sue. Eventually over forty investors did sue, seeking
recovery: Their claims totaled over eighty-seven million dollars. With partners’
capital of just fifty-three million dollars, Goldman Sachs didn’t zave eighty-seven
million dollars.? Penn Central—related lawsuits could wipe out all the firm’s
capital and more.

Losing the partners’ money—or even a significant fraction of it—was dev-
astating to contemplate. Beyond the money, it could cost Levy in loss of authority
and strength of leadership. Partners close to Sidney Weinberg, who had worried
about Levy’s being too much of a trader with “ragtag” friends, could have with-
drawn or reduced their crucial support.

Levy and others had assumed that gigantic Penn Central could always raise
capital—if necessary, by selling off some of its enormous real estate assets—and
had trusted Penn Central’s chief financial officer, David Bevan. But Bevan had lied
to Levy and to his fellow employees at Penn Central and to all his friends. In the
exhausting series of misadventures since the merger that had produced Penn Cen-
tral, Bevan had been scrambling to create liquidity for the asset-rich money-loser
and had come to believe he had a “higher responsibility” to do anything and every-
thing to save his company—at least until some of its real estate could be converted
into liquid assets. Bevan was in over his head, struggling to keep up. As John White-
head later recounted: “David Bevan was a nice enough guy, but as Penn Central’s
problems got worse, he was way out of his depth. He didn’t know what to do and
decided his responsibilities were to his company and the people he knew personally,
so he deliberately lied to Penn Central employees and to his friends—including
Gus Levy. He was entirely wrong, of course, but that’s what he was thinking.”

Bevan’s struggles and poor judgment led to serious mistakes. Just ten days
before the bankruptcy announcement, Penn Central appointed a new CFO’
because Bevan faced criminal charges. Bevan had tried to force a bond under-
writer’s law firm to remove a lawyer who was working on a Penn Central bond
issue and who “was particularly diligent in demanding full and unvarnished
disclosure.” This led to investigations that revealed various misfeasances: self-
dealing by Penn Central executives, lavish expenses charged to subsidiaries, and
insider trading. The offenses were not limited to Bevan. The SEC report charged

that “the board repeatedly failed to act despite direct and clear warnings.™



100 - THE PARTNERSHIP

Bevan’s personal failings were a particularly explicit symptom of the malaise
within Penn Central, which was a merger only in legal terms. In the largest rail-
road combination in history, the New York Central and the Pennsylvania Rail-
road had combined into one massive transportation and property complex with
20,530 miles of track. But after a century of archrivalry, the intensive competition
between “Central” and “Pennsy” never stopped. Disputes, often quite serious
disputes, continued between the “green hats” and the “red hats”—the premerger
colors on the two lines’ boxcars. Worse, the president (Stuart Saunders from
Pennsylvania) and the chairman (Alfred Perlman from New York Central) bick-
ered even at board meetings and fought over key appointments until, two years
after the merger, Perlman finally gave up and agreed to step aside as chairman so
a new president’ could be brought in from AT&T’s Western Electric unit. Instead
of increasing operating efficiency, the merger increased chaos: Freight cars got
lost; switch yards got jammed up; every day twenty to eighty trains got delayed
because there were no engines to pull them; the computer systems were as incom-
patible as the people; and freight customers and passengers complained bitterly. As
operating losses mounted, the dividend was cut and the stock price crumbled.

Amid these crises, Penn Central management cited numerous optimistic
numbers: a 6 percent freight-rate increase authorized by the Interstate Commerce
Commission would add eighty million dollars; a change in interline freight-car
rentals would add sixteen million dollars; merger savings were running at thirty-
four million dollars, twice what had been expected; thirty million dollars in extra
costs of integrating the two lines were nearly over, and the Connecticut com-
muter lines that had lost over twenty-two million dollars annually would soon be
taken over by the state, which would pay eleven million dollars for rolling stock
and four million dollars in annual rents. In addition, executives observed, if it
ever needed to raise money Penn Central could sell off pieces of its three billion
dollars of nonrail assets—Ilargely New York City properties like Madison Square
Garden and Midtown apartment buildings.

Penn Central had ample assets but too little cash. And as its troubles got worse,
its lack of financial flexibility got worse even faster. As recently as the summer of
1968, Penn Central had made public a plan for a new mortgage-bond issue that
would consolidate more than fifty different debt issues of the Pennsylvania and

New York Central railroads. This umbrella issue was sure to exceed one billion
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dollars and was to be backed with the combined railroads’ real estate holdings,
including prize parcels of land in Manhattan. Penn Central also planned to raise
one hundred million dollars of commercial paper as part of this massive restruc-
turing and began using Goldman Sachs as its commercial-paper issuing dealer.

However, there were ominous signs. One ICC commissioner even spoke of
a possible bankruptcy, saying, “The most discouraging thing is that the company
is way ahead of its savings goals, yet the deficit is getting worse. If the Penn Cen-
tral goes into receivership, anything can happen.”® Others scoffed at the notion of
bankruptcy for the nation’s largest railroad. “They have assets up to their ears,”
said a federal official at the time. “The question is how fast they can liquidate
assets into quick cash. Hell, they are the largest real estate holding company in
the country.”

Among a long series of negative events, these were major: In a crucial
change following objections from Congressman Wright Patman, the Defense
Department decided not to guarantee a two-hundred-million-dollar borrow-
ing. (Goldman Sachs had been told of this confidentially in February.) After this
setback, the company’ was unable to float a bond issue of one hundred million
dollars even at a high interest rate of 11.5 percent. In the preliminary prospectus
for that aborted issue, the company revealed that it was having difficulty rolling
over its outstanding commercial paper as it came due in the twenty days from
April 21 (the day before the railroad announced the big first-quarter operating
loss) through the day the prospectus went to press on May 8. In what might have
been seen as a desperate tactic, the company borrowed fifty-nine million dollars
in Swiss francs—with just a one-year maturity—at a high average interest rate of
10.1 percent before reporting a loss of $56.3 million for 1969 and another loss of
$62.7 million for the first quarter of 1970.%

After the merger, both real estate and railroading had needed cash: In early
1968, the Penn Central was using up cash at the rate of seven hundred thou-
sand dollars a day.” Less than two years later, in June 1970, Penn Central was

bankrupt.

With so many variables—some positive and some negative—securities

underwriters and rating services would have been expected to insist on
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rigorous due diligence. But instead of conducting an up-to-date and independent
evaluation of Penn Central and its finances, Allan Rogers of National Credit
Office, a subsidiary of Dun & Bradstreet that acted as a rating agency for com-
mercial paper, simply called Goldman Sachs and spoke with partner Jack Vogel
on February 5, 1970, to get the firm’s current opinion. Vogel gave assurance that,
despite the disappointing earnings, with the railroad’s massive real estate assets
Goldman Sachs was definitely continuing to offer Penn Central’s commercial
paper. This kept NCO from lowering its “prime” rating. But Vogel had not given
NCO the full story, particularly the actions taken to protect Goldman Sachs."

On the day it heard of the big first-quarter loss, Goldman Sachs had insisted
Penn Central buy back from the firm’s inventory ten million dollars of its com-
mercial paper." And to avoid the risk of carrying Penn Central paper in inventory
as issuing dealer, Goldman Sachs converted the offering to a “tap issue.” (Tak-
ing no market risk whatever, Goldman Sachs would no longer buy commercial
paper from Penn Central nor hold twenty million dollars of Penn Central paper
in inventory for resale, but would instead have Penn Central issue commercial
paper only when a specific buyer of the paper had identified itself to the firm.)
These self-protective actions were not reported or explained to NCO nor to any
customer of Goldman Sachs.

Bankruptcy for giant Penn Central had been truly inconceivable. Startled by
the crisis of a major issuer’s bankruptcy, the commercial-paper market panicked
and demand plunged. Dealers were forced to buy back recently issued paper;
nearly three billion dollars of commercial paper was cashed in and $1.7 billion
in Fed funds was borrowed from the Federal Reserve banks in a single week in
July. Interest rates spiked higher, and liquidity dried up as corporations all across
America scrambled to borrow from their commercial banks to pay off commer-
cial paper. The Federal Reserve had to take direct action to ensure the liquidity of
the nation’s banking system.

After Penn Central went bankrupt, information on the corporation’s finances
may have been interesting but wasn’t important to commercial-paper investors:
They had large losses on what was supposed to have been a safe investment. What
they wanted to know was obvious: What was Goldman Sachs going to do now?
Would Goldman Sachs make good the customer losses? Were any of the firm’s

three hundred other issuers also at risk of bankruptcy?
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With eighty-seven million dollars in Penn Central’s paper issued and
outstanding—and now defaulted—the firm itself was clearly threatened. How
large would its losses be? Since all the capital in the firm was the personal wealth
of individual partners, losses were not “corporate,” they were personal, and the
pain of loss could be sharp and feelings bitter and divisive. Could Goldman Sachs
absorb the pain?

Knowing from his experience in block trading how important it was to move
quickly to make some kind of an offer—no matter how low or how unlikely to be
accepted—to keep the market alive, Levy sent John Weinberg to meet with clients
in the Southeast and make them an offer: fifty cents on the dollar. Weinberg had
been a partner for fifteen years, was Sidney Weinberg’s son, was great with people
and a member of the management committee—but none of that mattered. No one
was willing to negotiate, and everyone was angry. The mission was a failure. The
issues and the recovery of losses would be resolved in the courts of law.

On November 17, 1970, four investors—Iled by Anchor Corporation and its
mutual fund Fundamental Investors, which had bought twenty million dollars of
the paper in four five-million-dollar pieces between November 28 and Decem-
ber 8, 1969—sued Goldman Sachs for a total of twenty-three million dollars in
a joint action with Younker Brothers of Des Moines, lowa, C.R. Anthony Com-
pany of Oklahoma City, and Welch’s Foods, the grape juice producer, which had
lost, respectively, five hundred thousand dollars, $1.5 million, and one million
dollars.

The plaintiffs asserted that the firm had made “promises and representations
as to the future [of Penn Central] which were beyond reasonable expectation
and unwarranted by existing circumstances” and “representations or statements
which were false.”'” The companies were at least somewhat pressured into suing
by fears that if they didn’t sue, they would get sued themselves for not protecting
their own shareholders’ interests. The plaintiffs alleged, among other things, that
Goldman Sachs didn’t give them numerous material facts it should have known
about the quality of Penn Central commercial paper; the paper was and is “worth-
less or worth substantially less” than they had paid for it; Goldman Sachs didn’t
adequately investigate or regularly review the financial condition of Penn Cen-
tral to evaluate the investment quality of its paper; when Goldman Sachs partici-

pated in the fall of 1969 in a Penn Central application to the Interstate Commerce
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Commission for approval of the company’s issuance of commercial paper, the
ICC had “expressed serious concern over the heavy dependence of Penn Cen-
tral upon short-term financing”; Goldman Sachs was the “confidential financial
adviser” to Penn Central and “otherwise had obligations and loyalties to Penn
Central which conflicted with its obligations, loyalties and duties to plaintiffs”;
and Goldman Sachs was guilty of stating a long list of material untruths in its
sales of Penn Central paper. Among these were alleged statements that Penn
Central paper was “prime quality”; that Goldman Sachs had made an “adequate
investigation of, and kept under continuous current review, the financial condi-
tion of Penn Central”; and that Goldman Sachs would, “at the request of plain-
tiffs, repurchase said commercial paper.”

In rebuttal, Robert G. Wilson, the partner in charge of commercial paper,
said in a prepared statement, “There is absolutely no merit to the claims which
have been made against Goldman Sachs.” Wilson stated that “during the entire
period in which we were selling Penn Central Transportation Company commer-
cial paper (which ended in mid-May), we were confident that the transportation
company was creditworthy. The financial statements of the company showed a
net worth in excess of $1.8 billion at December 31, 1969. ... There also was ample
evidence to justify our belief that the transportation company had access to credit
at least sufficient to cover its current obligations and repay commercial paper as it
became due.”

John Haire of Fundamental Investors, as by far the largest claimant, took the
lead in private settlement negotiations with Goldman Sachs. A major mutual fund
organization and a major securities dealer would have many ways to do creative
business together and would have ample reason to put a confrontation behind
them, and Haire and Levy worked out a settlement in April 1972 for $5.25 million
in cash and the balance in certificates of participation in any future settlement.
But the farmers in the Welch’s cooperative had had a bad harvest in 1970 and felt
they needed 100 percent restitution, while the two Midwestern organizations saw
the case as a matter of dishonest dealing and felt morally right in insisting on full
recovery.

If all losses were settled at 20 percent to 25 percent of the face amount, Levy’s
firm would lose neatly twenty million dollars—a massive blow, but one Gold-

man Sachs could survive. In all, forty-six lawsuits were filed. In May 1972, eight
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suits” involving $13.3 million in Penn Central commercial paper were resolved
for 20 percent of the face amount with the plaintiffs executing stipulations of dis-
missal. This left holders of fifty million dollars face amount yet to reach resolu-
tion. Meanwhile, the federal government continued its investigations. Once the
federal findings of fact were completed, private civil suits for financial recoveries
would follow. All these recoveries would have to be paid by Goldman Sachs.

The SEC staff investigation of the Penn Central collapse concluded in August
1972, with a public report of eight hundred pages based on testimony of two hun-
dred witnesses representing 150 financial institutions. The SEC staff report said
that up to May 15, 1970, Goldman Sachs had continued to offer the railroad’s
commercial paper to its customers even when the firm had received warnings
that the Penn Central’s problems were “critical” and that Penn Central, when
unable to obtain further financing in this country, had turned to foreign creditors
as a last resort. “During this time, Goldman Sachs became aware of information
which cast doubt on the safety of this commercial paper. Most of the nonpublic
information...wasn’t disclosed to customers. The information they did dissemi-
nate was out of date.” The report went on to say that Goldman Sachs had reduced
and was eliminating the Penn Central commercial paper held in inventory and
that Penn Central paper was meeting strong resistance from buyers.

Levy testified he had been assured by his own partners that Penn Cen-
tral’s three billion dollars in assets was more than sufficient to raise the capital
needed to meet all its obligations. Levy also testified that he was so certain of
the Penn Central’s future that he held on to stock worth nine million dollars in a
trust he managed for Walter Annenberg, America’s ambassador to the Court of
St. James’s.

Sale of Penn Central commercial paper was aided greatly, the SEC staff said,
by the receipt of a “prime” rating from the National Credit Office. NCO rated
Penn Central commercial paper prime—its highest commercial-paper rating—
until June 1, just three weeks before the bankruptcy announcement. On June 1,
NCO “reserved” Penn Central’s rating—meaning the company’s situation was
too ambiguous to give a rating—and told subscribers it had learned Penn Central
was “rearranging its financing.” The SEC staff said that the prime rating was
given without adequate inquiry into Penn Central’s financial condition and at a

time when the facts didn’t support such a rating.
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According to the SEC staff, Penn Central sought to inflate earnings artificially
and to cover up losses of the merged railroad to disguise its critical financial con-
dition in 1968 and 1969. Among the SEC’s other charges: Penn Central directors
approved the payment of one hundred million dollars in dividends to convey a rosy
picture of railroad operations at a time when the carrier actually was losing more
than $150 million a year and borrowing millions of dollars just to remain liquid. In
furtherance of a scheme to “improperly increase the reported earnings” of Penn
Central and its parent company, the commission report said, Saunders and Bevan
failed to include charges to the corporation arising out of its ownership of the Lehigh
Valley Railroad Company, the New York, New Haven & Hartford Railroad Com-
pany, and the Executive Aviation Corporation. The Penn Central complex was fac-
ing continuing cash drains, the SEC report said, that created “an increasing need to
conceal the true conditions” of the operation, intensifying the search for accounting
methods that would inflate Penn Central’s reported earnings.

The SEC report continued: “Goldman Sachs gained possession of mate-
rial adverse information, some from public sources and some from nonpublic
sources, indicating a continuing deterioration of the financial condition of the
transportation company. Goldman Sachs did not communicate this information
to its commercial-paper customers, nor did it undertake a thorough investigation.
“If Goldman Sachs had heeded these warnings and undertaken a re-evaluation
of the company, it would have learned that its condition was substantially worse
than had been publicly reported.”

In his cover letter for the staff report, SEC chairman William Casey described
the company’s actions as “an elaborate and ingenious series of steps. . . concocted
to create or accelerate income, frequently by rearranging holdings and dispos-
ing of assets and to avoid or defer transactions which would require reporting of
loss.” The SEC staff said, “Saunders established the policy and looked to other
members of top management team to implement it.”

In May 1974 the SEC filed civil suits in both Philadelphia and New York,
charging that Stuart Saunders lied about profits in 1968 and 1969 and covered up
losses; that David Bevan not only misrepresented operations, but also personally
profited from illegal insider trading in selling fifteen thousand shares at prices
between fifty and sixty-eight dollars to pay off a $650,000 loan that had allowed

him to exercise his options; that Bevan had misappropriated four million dollars
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in corporate funds; and that Peat, Marwick, Mitchell & Company had filed false
financial statements for the railroad."

The Securities and Exchange Commission censured Goldman Sachs, saying
the firm had violated the law by not informing customers about the continuing
financial deterioration of the railroad. The SEC enjoined the firm from further
violations, and Goldman Sachs, while denying any wrongdoing, agreed to a con-
sent order” barring it from making any misleading or fraudulent statements while
selling commercial paper in the future and agreed to set up additional procedures
to protect buyers of commercial paper.'¢

Within hours of the entry of the SEC consent decree, a long-distance con-
troversy erupted between counsel for Goldman Sachs and the SEC as to the exact
nature of the charges to which Goldman Sachs had agreed. Michael M. Maney, who
handled the consent agreement as outside counsel for Goldman Sachs, said that while
the action was brought under the antifraud provisions of the Securities Act, the firm
was charged only with negligence in failing to inform itself and its customers of the
actual state of financial affairs of Penn Central. Counsel for the commission insisted,
on the other hand, that the intent of the complaint was, indeed, to charge fraud under
a section of the Securities Act entitled Fraudulent Interstate Transactions.

In a statement for Goldman Sachs, Robert G. Kleckner Jr., the firm’s in-
house counsel, said, “The decision to consent to the SEC injunction was made
as a matter of business judgment. We did not violate any law or regulations, and
we believe we acted honorably and responsibly in selling the commercial paper of
Penn Central Transportation Company.” Then, apparently to deflect accusations
that accepting the consent agreement implied that Goldman Sachs had done any-
thing that was not normal industry practice, Kleckner continued: “We support
the policies and procedures for commercial-paper transactions embodied in the
injunction. It is our understanding that the commercial-paper industry generally

is expected to apply them.”

| hen things got a lot worse. The suit filed by the three investors—Welch’s
Foods, C.R. Anthony Company, and Younker Brothers, which had
originally joined with Fundamental Investors but had not agreed to settle—had

been winding its way through the courts for four years. Now it came to trial.
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Marvin Schwartz, Sullivan & Cromwell’s senior securities litigator, had sought
to bring all the cases against Goldman Sachs together into a unified case and to have
the case assigned for trial in Philadelphia as part of the Penn Central bankruptcy
case. Lawyers for the plaintiffs, led by Daniel A. Pollack, kept the commercial-
paper case separated, so it was tried in New York City. David Bevan, Stuart Saun-
ders, and thirty-three other witnesses, including Gus Levy, were deposed.

As the trial proceeded, Goldman Sachs decided it needed to change litigators;
Marvin Schwartz was relieved, and another Sullivan & Cromwell partner, Wil-
liam Piel Jr., fresh from defending Ford in a major antitrust suit, took over the
defense on September 23, 1974, in the third week of the trial. He argued that Gold-
man Sachs’s customers were sophisticated investors capable of making their own
investment decisions; that the firm’s obligation was to act merely as a conduit for
such paper without making recommendations on the paper’s quality; that custom-
ers could have gotten their own information because Penn Central was a publicly
held concern; and that Goldman Sachs did disseminate information to customers
on certain occasions. Gus Levy told a reporter: “The whole thing is unwarranted
and the facts don’t support a single complaint against us. These are professional
investors who knew as much as we did about Penn Central or probably more.”"

Pollack’s strategy for the plaintiffs was to simplify and clarify the issues so the
six jurors and two alternates—all blue-collar workers—would be confident they
understood the issue and their decision. It helped that the litigators from Sullivan
& Cromwell underestimated Pollack, seeing him as young and inexperienced and
not from a major law firm, instead of as a tough, talented litigator, keen to propel his
career and aware that with daily press coverage this was a high-profile case. The first
phase of Pollack’s strategy was to rehearse the extensive record of depositions so the
jurors would become familiar with the arcane terminology of the commercial-paper
business and would have plenty of time to become comfortable with all the ins and
outs of the business and not be intimidated. Testimony took thirty full days.

Pollack often read to the jury long passages in the transcripts from the

depositions—particularly Gus Levy’s:

QUESTION: “Were you aware that Goldman Sachs was selling commer-
cial paper of Penn Central while it possessed nonpublic information on

Penn Central?”
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LEVY: “I was aware that Goldman Sachs was selling commercial paper,
but I didn’t know whether—yes, yes, the answer is yes.”

QuEsTION: “Did you do anything about this situation?”

Levy: “Did I do anything about it?”

QUESTION: “Yes.”

Levy: “I didn’t do anything about it because I didn’t know what Wilson
told the people.”

QUESTION: “Were you aware that on February 5, 1970, O’Herron told
Wilson [both were partners in the commercial-paper division of Gold-
man Sachs] that he did not think Penn Central could get $100 million in
standby lines?”

LEVY: “The answer is yes.”

QUESTION: “Was that nonpublic information?”

LEVY: “I presume it was.”

QuEsTION: “Did you instruct disclosure of that fact?”

LEVY: “I did not.”

QUESTION: “Were you aware that on February 5, 1970, Wilson told
O’Herron that in the future, Goldman Sachs probably would handle
their paper only on a tap-issue basis where Goldman Sachs did not
inventory their notes?”

LEVY: “It was in the memorandum, so I knew about it.”

QUESTION: “Was that nonpublic information?”

LEVY: “I guess it was.”

QuEsTION: “Did you instruct disclosure of that fact?”

LEVY: “I did not.”

QUESTION: “Were you aware that on February 5, 1970, Wilson asked
Penn Central to buy back $10 million of its commercial paper from the
inventory position of Goldman Sachs?”

LEvy: “That was in the memorandum, and I presume I was aware
of it.”

QUESTION: “Was that nonpublic information?”

LEVY: “That was definitely nonpublic information.”

QuEsTION: “Did you instruct disclosure of that fact?”

LEvY: “I did not.”
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commercial-paper issuers on two very different levels: Green Sheets (duplicated
on green paper) went out to customers, while Blue Sheets were strictly for inter-
nal use. Worse, in the confidential Blue Sheets Wilson wrote a clear “smoking
gun” statement: “We don’t want Penn Central paper in our inventory.” As Pol-
lack explained to the jury, the firm could have said to its customers, “We’re going
to re-put [sell back to Penn Central] the paper we hold in inventory, so if you'd

like to re-put your paper, let us know.” He made it clear to the jurors how easy it
put your paper, J Y

THE PARTNERSHIP

QUEsTION: “Were you aware that on February 5, 1970, Penn Central
agreed to buy back $10 million of their notes from the inventory position
of Goldman Sachs?”

LEVY: “I believe I was. It was in the memorandum.”

QUESTION: “Was that nonpublic information?”

LEVY: “I believe it was.”

QuEsTION: “Did you instruct disclosure of that fact?”

LEVY: “I did not.”!®

At trial, it was revealed that Goldman Sachs produced research

could have been.

In cross-examination, Pollack got Levy to say that the firm did not disclose

to investors important information in its possession:

QUESTION: “Mr. Levy, I take it from your direct testimony this morning
that you admit that Goldman Sachs possessed nonpublic information on
Penn Central. Is this correct?”

LEVY: “Yes, sir.”

QUESTION: “You knew at the time, in 1969 and 1970, that Goldman Sachs
possessed nonpublic information on Penn Central, is this correct?”
LEVY: “Yes, sir.”

QuEsTION: “You did not instruct disclosure of that information to the
commercial-paper customers of Goldman Sachs, did you?”

LEVY: “It was our policy, Mr. Pollack, not to disclose confidential infor-
mation on any of our issuers or any of our corporate clients.”

MR. PoLLACK: “Your Honor, I expressly ask that the witness be directed

to answer the question.”
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THE coURT: “I think the question should be framed with respect to these
three plaintiffs, Welch Foods, Younker, and C.R. Anthony.”

QUESTION: “Mr. Levy, you did not instruct disclosure of this informa-
tion to Welch Foods, Younker Brothers, or C.R. Anthony Company,
did you?”

LEvY: “I did not. It was against our policy.”

MR.POLLACK: “I move that everything after ‘T did not’ be stricken as not
responsive, your Honor.”

THE COURT: “Yes, I will strike it.”

QUEsTION: “Penn Central financial officers did not ask you to withhold
this information from Welch, Younker, and Anthony, did they?”

LEVY: “Not to my recollection.”

QUESTION: “On another subject, Mr. Levy, is it a fact that you had no
opinion yourself of your own as to the creditworthiness of Penn Central
in 1968, 1969, or 19702 ”

LEvy: “Well, it is true I relied primarily on the credit judgment of
Mr. Wilson and his credit man, Mr. Vogel, but obviously I was involved
February 5th and 6th—rather, February 6th—and I followed the
credit memorandums, so I had some idea what was going on and I knew

alot.”?

In another cross-examination, John Weinberg, the partner to whom the
commercial-paper division reported, explained that he got many pages of Green
and Blue Sheets, seldom more than skimmed them, and promptly tossed them
into his office wastepaper basket, saying in the straightforward way that usually
established his credibility with all sorts of people but this time would backfire with
the jury: “I throw them away. I’'m a big wastebasket man.” Pollack would return
to this phrase. It had a real impact on the jurors in his summation to the jury.

Pollack began his summation by asserting that the “test of basic honesty is
clear: treat your clients as well as you treat yourself.” Then he took advantage
of Weinberg’s candor about top-level supervision not being careful or close: “In
supervising and controlling the profitable commercial-paper business, where
was Mr. Weinberg, who was responsible for management and oversight? Where

was—and I quote—the ‘big wastebasket man’?”
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Then he summarized the way the jury should proceed in its deliberations:
“The North Star in this case is clear and simple: did Goldman Sachs know—and
not tell? If you find that they knew and you find they did not tell their clients, then
those clients are entitled to full recovery.”

In a lengthy opinion, the court ruled that there was ample “objective data to
lead a reasonable observer” to conclude that Penn Central’s commercial paper
“was not prime.” The judge brushed aside Goldman Sachs’s argument that it was
so rated by Dun & Bradstreet’s National Credit Office: “The private determina-
tion of that branch of Dun & Bradstreet cannot bind investors or the courts.”?’ He
then pointed out that there was at least some evidence of circular reasoning: that
National Credit Office had based its prime rating on Goldman Sachs’s continuing
to offer the paper, plus Goldman Sachs’s assurances of Penn Central’s wealth in
real estate.”

Inlate October 1974, the jury of three men and three women, after the month-
long trial, found unanimously that Goldman Sachs knew or should have known
that the railroad was in financial difficulties that would put it in bankruptcy, and
ordered the firm to pay back the three million dollars the plaintiffs had paid for
Penn Central commercial paper between January and April 1970, plus nearly one
million dollars in interest.

In defense of the firm’s failed trial strategy, a partner contended, “We drew
an anti—Wall Street judge, so we went for a jury trial, with Sullivan & Cromwell
advising that the firm would be okay because commercial paper is specifically
exempted from the Securities Act, so it is not a security. However, the issues were
too complex and too subtle for the jury to parse, so Goldman Sachs lost.”

In March 1975, Goldman Sachs settled out of court, for $1.4 million, a suit
by Getty Oil that had sought two million dollars plus five hundred thousand dol-
lars accrued interest for losses on Penn Central commercial paper purchased five
months before the bankruptcy.?? The settlement at fifty-eight cents per dollar of
face amount plus accrued interest—more than double any previous negotiated
settlement in the Penn Central bankruptcy—was apparently made because of the
federal court’s jury award at 100 percent plus accrued interest five months earlier.
This left nearly twenty lawsuits worth twenty million dollars still pending.?

In October 1976, Goldman Sachs lost another suit as Judge Morris Lalter of

the federal district court in New York decided against the firm and awarded six
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hundred thousand dollars plus interest to the University Hill Foundation, a fund-
raising unit for Loyola University of Los Angeles.

In December 1975, after a nine-day trial, Goldman Sachs was ordered
by Federal District Judge Charles M. Metzner to pay five hundred thousand
dollars—100 percent of the claim made by Franklin Savings Bank. The president
of Franklin had called Goldman Sachs on March 16, 1970, expressing interest
in buying $1.5 million of commercial paper, and was offered five hundred thou-
sand dollars of Penn Central paper due to mature June 26, 1970, and one million
dollars from a different issuer.”* The judge said Goldman Sachs didn’t disclose
its self-protective actions to Franklin Savings before the bank bought the Penn
Central paper, and added that while such disclosure might have done great harm
to Penn Central, Goldman Sachs had an obligation to either make the disclosure
or abstain from trading in or recommending the securities concerned.

“I understand the reluctance of Goldman Sachs possibly to be the cause of
such calamity to our economic structure,” Judge Metzner wrote. “In addition,
it had close business if not personal ties to the Penn Central management which
would be jeopardized in the event of collapse. However, it is disclosure of just
such information...to which the antifraud sections of the securities laws are
directed.” The judge added that he believed this to be “the perfect example of an
omission to state a material fact necessary to make the statement not misleading.
When Goldman Sachs sold the commercial paper, it was understood that it was
holding out the paper as creditworthy and high quality. The information that it
failed to disclose was clearly material.”

In August 1977, another decision—a decision in favor of Goldman Sachs—
was reversed. Back in June 1976, the firm had won its first victory as Federal Dis-
trict Judge H. Kenneth Wangelin had said that Alton Box Board Company was
not “a widow defrauded in a blue sky scheme,” but rather a “sophisticated inves-
tor,” and had dismissed Alton’s $625,000 claim.” However, the Circuit Court
of Appeals overturned that ruling and ordered Goldman Sachs to pay Alton
$599,186 plus 6 percent interest, noting that the firm had confidential and undis-
closed information about the railroad it did not disclose to Alton and that eight
days before the sale, the firm had been told by Penn Central of an impending
heavy loss in the first quarter.

Gus Levy’s friend I. W. Burnham summarized the end result: “Penn Central



114 - THE PARTNERSHIP

really hurt Gus—and came awfully close to seriously hurting Goldman Sachs.”
If all the investors in Penn Central’s commercial paper had gone to trial as effec-
tively as Welch’s, C.R. Anthony, and Younker Brothers, the firm could have
been liable for financial settlements far beyond its capital. The adverse publicity
that would have come with large losses at trial would have badly hurt the firm’s
long-term efforts at reputation rebuilding after Goldman Sachs Trading Corpo-
ration. Moreover, with the sharp downturn in the 197374 stock market, the firm
was running at only breakeven. For a partnership, the combination of break-even
operations and a large cash settlement could have been severely destabilizing, and
the history of Goldman Sachs could have been, in a word, derailed.

But that full nightmare did not develop. The firm lost less than thirty million
dollars spread over several years.

George Doty found a silver lining: “Some real good came out of it. All the
partners pulled together to work through a life-threatening situation. There were
no recriminations and no fault-finding. The firm was seriously challenged, and it
rose to the challenge. Another benefit was less obvious: Humbled and chastened
by Penn Central, Goldman Sachs avoided the disease of arrogance that did long-
term harm to other firms on Wall Street.”

John Whitehead later acknowledged, “Penn Central really hurt and did real
harm to the reputation of Goldman Sachs. Naturally, we increased our controls
to prevent such events, and in particular made a clear division of responsibility
between credit approvals and client service.” The firm operated for ten years
under the terms of the SEC consent decree.

Senior debt held by the firm was converted into Penn Central stock at zero
cost basis. With the firm’s partners all in the 70 percent tax bracket, the loss was
partly covered by insurance and partly written off. Years later, at a much lower 25
percent capital gains tax rate, the shares regained some value and were sold, and
Goldman Sachs came out ahead. As Gus Levy laconically commented, “We may
have made some money on all this, but I can assure you, it was not the approved
method.”

Daniel Pollack, attorney for the plaintiffs in the decisive New York trial,
served Foster Grant Corporation as a director. So did Gus Levy. After the trial,
Pollack was quietly advised that when his term ended at the next annual meeting

he would not be renominated.
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Less than a decade later, an entrepreneurial initiative would have Goldman
Sachs establishing an important relationship with the federal organization that
had taken over Penn Central’s railroad operations. In 1981, Mike Armellino of
Goldman Sachs, Wall Street’s leading railroad analyst, read an official notice
in the Federal Register that Conrail would at least consider going public. This
large-scale transition would involve a complex series of transactions and would
provide a splendidly lucrative opportunity—if all went well—for a major Wall
Street firm to act as lead underwriter. While Goldman Sachs had virtually no
business record in railroad finance, other than its notorious experience as Penn
Central’s commercial-paper dealer, Armellino reckoned that, if the firm could get
involved in an advisory capacity well in advance of any public securities offer-
ings, it would be poised to compete for a lucrative position in any future under-
writing. He wrote an internal memo recommending his idea and asking if anyone
could lend a helping hand. Within days, a copy was back on his desk with a long-
hand comment from John Whitehead saying he knew secretary of transportation

Drew Lewis quite well and would be glad to arrange an introduction.

G oldman Sachs became investment adviser to the Department of Transpor-
tation in 1982 with a team composed of Armellino, Don Gant, and Eric
Dobkin, who recalls: “Winning the business? Absolutely. That was my mission
in life. T ~ad to win!”

In late 1986, Morgan Stanley attempted to force its way in as co-lead man-
ager by going through Congress to get legislation requiring a reconsideration,
but Transportation simply went through the motions and then chose Goldman
Sachs again to lead six investment banking firms that all participated equally in
the sale for $1.6 billion of 85% of Consolidated Rail Corporation—one of the
largest public offerings of that era, with commissions estimated at $80 million.”’

Though wounded by the Penn Central trials, Gus Levy soon seemed back
in form. “Gus never reached his limit, never topped out, was always increasing
his capacity,” observes Whitehead. Doty agrees: “Gus was always changing and
growing. He was still growing; his judgment was still improving—and so was

his effectiveness.”



GETTING GREAT
AT SELLING

y the 1960s Goldman Sachs was already well along in developing one of its
decisive competitive strengths—selling securities more effectively than
the rest. But that strength began as a real weakness.

Although a member of the New York Stock Exchange, the firm hardly had a
sales force in the thirties and forties. Half a dozen old and tired men—too old and
too tired to switch to better jobs during the Depression and the war—were really
just order takers, serving out time. As Bob Menschel remembers, “Institutional
investors were not active in the market and were being very lightly covered by a
group of older guys who sold anything and everything—stocks, bonds, convert-
ibles, and municipals—but their approach to sales was not at all effective.” In the
department then called retail sales (later securities sales and later still the equities
division), Goldman Sachs’s weaknesses were so obvious that they presented an
opportunity. As partner Ernest Loveman sardonically observed, “We’re so far
down, if we change at all, we Aave to rise.”

At most Wall Street firms, the majority of front-office people were “family”
or “money” or children of clients, and each group brought its own form of office

politics and resistance to change. But for those who had little and were hungry to
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get ahead, even small changes could be seen as interesting possibilities. As out-
siders, the people of Goldman Sachs had little to lose by taking the risks of being
different.

So in the fifties, when Ray Young, widely recognized within Goldman
Sachs as a great team captain, began looking for ways to develop a sales force
that would concentrate on building the firm’s business with the still small but rap-
idly growing “institutional” investors, his plans encountered little resistance.' By
contrast, entrenched retail salesmen at many other brokerage firms greeted simi-
lar efforts with turf-protecting fights and internal squabbles that often seemed
interminable.

Traditionally, the business to be had from retail brokerage customers was
most definitely not controlled or “owned” by the brokerage firm. Accounts with
individual investors were jealously guarded by the individual brokers who had
found them, prospected them, and brought them to the firm where they happened
to be working. Each broker would split the brokerage commissions generated
from each of Ais accounts with whichever firm provided him the best support ser-
vices, such as space, statistics, custody, executions, and record keeping—and the
best deal on the commission split. The firm did not choose the broker; the broker
chose the firm. If the broker could not get the deal he wanted with the firm he was
at, he simply moved to another firm—and took his accounts with him.

At firms with well-established retail sales forces, a “good producer” would
concentrate on his core business with traditional retail accounts—doctors, law-
yers, entrepreneurs, and those who had inherited wealth. He might have a few
institutional accounts—banks, insurance companies, or investment companies—
where he had an in with one of the decision makers, but most institutions were
house accounts that the broker could not take with him, and for these, the broker
was expected to meet the institution’s modest expectations for routine service and
little more. He understood reality: He had no good way to increase institutions’
volume of business. The typical retail broker didn’t compete for a large share of
the business done by the institutions he covered for his firm—he didn’t have the
abilities or the social acceptability to do much more than not screw up. But times
were changing,.

Institutional investors were getting larger and more active, and the commis-

sions they generated were also getting larger—and larger. For their ballooning
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commissions, institutions wanted more service and better service, particularly
thorough research on the economy, major industries, and specific companies. The
traditional retail stockbroker’s abilities were not competitive with the research-
and service-intensive approach being taken by a new group of specialized institu-
tional brokers.

The need for conventional brokerage firms to reorganize to compete bet-
ter was real. Still, the retail broker would fight to hang on to his institutional
accounts, even if he was seriously underproducing with these accounts, because
their scraps of business were lucrative: The broker got 30 percent to 40 percent of
the gross commissions collected by the firm. Some of the major retail firms were
still fighting account by account over these turf issues twenty years later. Reso-
lutions of these disputes were typically grudging compromises—determined by
short-term political considerations but clearly not optimal for building a vibrant
long-term business.

Goldman Sachs had few conflicts over who “owned” each institution because
it had few retail salesmen with assigned accounts. The firm was free to organize
its institutional business in the way Ray Young wanted, and Young took full
advantage of this opportunity to innovate. He had all of the institutional units
reporting to him—research, research sales (salesmen who merchandised the
firm’s research to institutions), and sales trading (salesmen who developed impor-
tant relationships with institutional traders and managed their market orders).
“Ray really got us started,” said John Weinberg appreciatively. “He was a great
recruiter and trainer.” While Gus Levy—with his penchant for foisting the sons
of his friends onto sales—could be a problem for Young, nobody else would dare.
Young was recognized as tough and absolutely straight-arrow, particularly in the
management committee, where it mattered most. No matter who was in an argu-
ment, everyone in sales accepted Young’s judgments. They had to. “I've heard
you,” Young would say. “Now, I’ll tell you what we’re going to do.” And if facial
expressions suggested Young’s conclusion was not fully accepted, he would add:
“You should consider immediate and total acceptance of my decision an absolute
condition of employment. Period.”

“Ray Young knew that in a service business, the client a/ways comes first,”
recalls Bob Menschel’s brother Dick, also a partner. “He was always explaining

to us that putting the client first was always—over the long term—Dbest for the
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firm and for each individual. Ray was beloved. He was scrupulously fair and non-
political within the equities division and was known and trusted to be a strong
advocate-representative for the division on the management committee because

Gus and L. Jay both respected Ray, and everyone knew it.”

Ray was all about integrity and clients,” partner Lew Eisenberg recalls. “He
came to my desk one day, collaring a young sales trainee, and asked: ‘Is
this kid with you?’ I said yes, and Ray laid it on the line: “You have one hour to
decide whether he’s out or he stays,” and strode away. The trainee had gotten a
really good order in Allied Chemical—and then was heard taking about it in the
elevator to another trainee. Ray was very clear about the rules, and rule one was
that nobody ever talks about clients or clients’ business. Half an hour later, after
a very serious talk with the trainee, I told Ray my judgment was we should keep
the kid. Ray called us both down to his office and asked the trainee gruffly: “What
have you learned?’ The answer showed he had gotten the message: “To keep my
big mouth shut—sir.” That was acceptable to Ray—this one time.”

Young called one of his salesmen, Eric Dobkin, late one morning. “Are you
going out to lunch with a client?”

“No, I'm eating at my desk.”

“Come on up. I'm in town.” And that’s how Dobkin was told he was going to
Chicago—for six years. At the end of those years Young phoned Dobkin again,
again asking if he was free for lunch. “But since I’'m in Chicago, he can’t mean
today,” Dobkin recalls, “so I ask, “What about tomorrow?’ So I flew to New
York City for a meeting with Ray, Richard Menschel, and Jim Timmons, who
had been running the [SEC Rule] 144 restricted-stock business and was leaving
the firm. They wanted me to take Jim’s place. All T wanted to know was if I'd be
able to make partner. “That seat has a partner now’ was all they said—and all I
needed to hear.”

Young was decisive, a characteristic that salespeople appreciated. He built a
strong sales team partly because he really knew the business and partly because
everyone knew he believed entirely in the code of loyalty up, loyalty down.
“Once when I was thinking about firing a salesman,” recalls partner Jim Kautz,

“Ray asked me, ‘Have you ever been fired?’ I said no, and Ray said, ‘I thought
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not. Always remember, when a guy gets fired, he never forgets it—for the rest of
his life.” Ray understood salesmen and sales management and was instrumental in
the firm’s hiring MBAs into sales.”

The strategy to build strength into sales was to get really close to the cus-
tomers, looking for ways to be helpful and asking for a chance to show what
Goldman Sachs could do. “If we could get a start, a foot in the door, we knew
we could prove we were decent, likable guys doing business in a truly profes-
sional way,” remembers Bob Menschel. “We really lived with our customers—at
IDS, Fidelity, Capital Research, Dreyfus, Morgan, and the insurance companies
in Hartford. Over and over again we suggested, ‘Give us a try. When none of
the other firms can do your trade, we believe we can. If you ever have a difficult
block, we’d like a chance to show what we can do.” Many, many threads had to be
found and pulled together to make the whole really work well. Goldman Sachs
had very little franchise in those days, and we were always looking for an entry
point. We put together a group of enthusiastic younger guys who liked the securi-
ties business, enjoyed sales, and wanted to do a professional business. Our group
wanted to do everything differently—and started by buying out the older guys
with one- and two-year guarantees of their past level of business. Then we turned
our attention to building a real business, knowing we would have to do things
very differently.”

Harold Newman, a particularly effective salesman, adds that the people
recruited into securities sales, as the department was known in the sixties, were a
breed apart from the conventional stereotype of a stockbroker: “We were identi-
fied as people with standards and focus who were creative and spoke straight.”

A trip to Las Vegas in 1963 was the beginning of a practice that contributed
mightily to Goldman Sachs’s later success: teamwork in sales. For years, a group
of friends within the fledgling securities sales group had gone to Las Vegas twice
every year—in March with their wives and on their own in October. Included
in the group were Young and two retail salesmen, Harold Newman and David
Workman. Speaking for the pair, Newman proposed to Young that they would be
more productive if they could combine their efforts—with one man always in the
office to take customers’ orders, while the other was always out prospecting for
new business—and then pool all their commissions as partners with a fifty-fifty

split. “David did not like cold-calling, but I didn’t mind it,” recalls Newman. “But
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when I was out I needed someone to cover for me if one of my customers called.
So our proposition was that we’d work as a team and one of us would always be
in the office to take the calls while the other was always out drumming up new
business.”

Richard Menschel, knowing the usual problems of such an arrangement, was
strongly opposed. “Conflicts will abound. You’ll never work it out. The details
will lead to arguments that will ruin you.” But Young was game to try it. The
proposition fit well with Gus Levy’s dual emphasis on individual performance
and teamwork—and it worked so well that more pairs of salesmen, and then
larger and larger groups, were soon going “joint.”

Before, each salesman had typically been on his own with a “you eat what you
kill” approach to work and compensation. Bob Menschel worked out a teamwork-
motivating system of compensation for institutional sales. First, Menschel got
agreement from the firm that sales would get payouts of 15 percent of gross com-
missions. Then the group agreed that all institutional commissions would be put
into one pot and each salesman on the team would get a certain percentage of the
total for the year—with annual percentages reset by Menschel. Recognizing that
it would be difficult to predict who the winners would be for the coming year,
Menschel reserved a third of the total so he would have managerial discretion
over a significant part of the pool and could reward those who did the most for
the sales partnership, which grew to over forty participants. With this innovative
compensation structure, “everybody focused on one thing: total gross credits,”
recalls Bob Menschel. “We all saw all the tickets because sales and trading sat
next to each other. For the true team player, with this setup the opportunities
were virtually unlimited.”

While Bob Menschel developed institutional-sales teamwork through com-
mission pooling, his brother Richard organized the high-net-worth sales force
for focus. “Dick Menschel conceived of specializing in sales,” recalls partner Lee
Cooperman. Menschel believed in covering a specialist buyer with specialist sales-
people for research or trading or convertibles or preferreds, particularly if any
competitor firm had a specialist salesman covering a specialist buyer. Research
sales was separate from sales traders, and listed sales traders were separate from
OTC sales traders. But if five or six salespeople covered a major account, they

pooled all their business and shared the total in previously agreed percentages.
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Pooling commissions in partnerships became an increasingly important part
of the Goldman Sachs way. Another important part of the firm’s compensation
was simply that Goldman Sachs salesmen were paid more. They believed they
were special, took pride in their work, and knew they worked harder and for
much longer hours than most competitors.

“We had very low turnover,” recalls Eisenberg—usually only 5 percent a
year when at other firms it was 20 percent or higher. “Some might even say our
turnover was too low.” But the customers did not complain. They liked conti-
nuity with highly motivated, entrepreneurial salesmen always looking for new
and better ways to be helpful. The firm’s typical salesman-customer relationship
was well developed, comfortable, and important to both sides, while competitors’
relationships were often new and still “in development.” The difference was huge.
Goldman Sachs was the number one stockbroker for a large majority of all insti-
tutional investors, including nearly all the largest and most active institutions.

“We were particularly focused on recruiting very smart people who really cared
about and wanted to be part of a real team,” says Dick Menschel. “We were thor-
ough in our interviews, and lots of interviews were required before you could gain
admittance to our team. Knowing how hard it was to get accepted, we all respected
anyone who had passed the intensive screening of all those interviews. If they had
passed that process successfully, we knew they belonged. And we all had staying
power. Teamwork was crucial. We were always backstopping each other—and we
liked each other. We had a passion for the business and lots of fun.”

Menschel hired salesmen carefully. His screening criteria were always the
same: Candidates had to be very presentable and very bright. If a candidate made
it past the first round, judgments centered on one key driver: How hungry was
he, how much did he need to succeed? Having some family money—in the six-
ties, still the first screening criterion at most firms—was not a positive at all: It
was a real negative. Menschel wanted driven people, because he wanted a driven
sales organization that would accept his strict discipline.

In 1968, when ten million shares of trading volume was a good day on the
NYSE and a block cross of ten or twenty thousand shares would certainly be the
event of the day, Eisenberg got a call from an excited trader at a major institu-
tion in Hartford with an outsize order: Sell fifty thousand shares of American

Cyanamid!
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Quickly, Eisenberg, Bob Mnuchin, Ray Young, and Gus Levy huddled and
decided to position the block at a price half a point below the market. They made
their bid, and the institutional trader, clearly pleased, said, “Printit.” As the trade
showed on the tape, Eisenberg felt a wave of private pleasure. A few minutes later,
Gus Levy came by and silently patted Eisenberg’s back. Ray Young took the new
hero out to lunch, a rare and therefore significant sign of celebration.

All very satisfying. But not to last.

Returning to his station after lunch, Eisenberg found twenty pink message
slips—all from the same institution’s trader. Eisenberg called. The trader blurted
out: “You're not gonna believe this. I'm virtually certain to get fired. I messed up
on that order. It was not an order to sell. The order was to uy. And if you think
that’s bad, here’s what’s really bad: I added a zero. It was for five thousand shares,
not fifty thousand!”

Eisenberg slumped in his seat, astounded. He had to tell Levy right away.
But tell him what? As he moved to Levy’s dark-glass cubicle, he knew he’d have
to tell it straight. “Gus, there’s a terrible problem. There was an error on that
big trade.”

“Whose error?”

“The account’s. The order was totally incorrect.”

By this time, the market price of the stock had moved up one and a half
points, or more than seventy-five thousand dollars.

“How well do you know him? Is he stupid or a crook?”

“Gus, I believe the guy simply made a dreadful blunder—a straight-out, very
big mistake.”

“Okay. Then we’re gonna make him into a very good client of ours. We’ll
take the error. The loss is ours.”

Eisenberg assumed his career was virtually over and was thinking how to
tell his wife that night. But he was wonderfully wrong. Within a week, the insti-
tutional trader and his boss were taking Eisenberg to lunch to thank him: “You
and Goldman Sachs have shown us the utmost professionalism. And we will
demonstrate our appreciation to you by being a very major client of Goldman
Sachs for a long, long time.” The institution proved true to their word.

Speaking of Levy, Young, and their sales teams, Al Feld says, “They weren’t

gods; they were only human. But when push came to shove, they would always
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do what was rea/ly right.” Leaders are known by two things: the people they hire
and bring together and the beliefs they hold to when they really have to choose.
You only know what a person rea/ly believes in when he chooses to do something

even though it costs him—Dbecause he really believes it’s the right thing to do.

When Ray Young retired in the seventies, Dick Menschel took over sales
management.” There were no middle managers: Everybody in sales
reported directly to Menschel, who had exact knowledge of each salesman, his
accounts, and his standing at each account. “Menschel was a motivating men-
tor,” recalls partner Bill Landreth, “precise in his memory of specific details. He
insisted that every memo have the correct middle initial of both the writer and the
addressee. It might have just been another dimension of his controlling style, but
we all believe e believed it showed greater respect.”

While every other firm worked to maximize cooperation between sales and
trading, at Goldman Sachs securities sales was separate from trading because Dick
Menschel and Bob Mnuchin couldn’t get along. Their personalities and their ways
of working were just too different. Menschel was all about process and the value
of details, facts, and accuracy, while Mnuchin was disruptive and often deceptive.
As one partner explained, “Dick never allowed any swearing or funny business,
while Bob ran a locker room, where guys played games, and cursed the stars.” For
management committee meetings, Menschel would prepare meticulously for six to
eight hours and arrive with a series of rigorous questions about details; Mnuchin
would come to the meetings with his copy of the preparation papers still unopened
and, perhaps just to twit Menschel, would deliberately make a show of opening
them for the first time at the meeting table. Menschel kept careful records of his
personal expenses, while the firm’s bookkeepers couldn’t close their accounts
because Mnuchin had several paychecks shoved inside his desk drawer uncashed.*

By the 1970s Dick Menschel had further differentiated Goldman Sachs’s
sales operation from the pack by developing a comprehensive training program.
New salespeople rotated through all the firm’s business units for on-the-job train-
ing, with formal sales training sessions twice every week. Cases and role-playing
were used, and the sessions were taped. The whole group would critique each

trainee’s performance. It was fun and professional. Training ran for six or seven
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months, with retraining required every five years. Starting with a dozen trainees
in the early seventies, the program peaked with nearly forty in the late eighties,
then dialed back to two dozen in the early years of the new century, when changes
in the markets reduced the need. Scheduled from 5:30 to 7:30 p.m., always on Fri-
day night, New York’s major social evening, the sessions invariably started late,
usually around six or six thirty, and then ran until eight or eight thirty. Menschel
was then single, so he was okay with running late, but others had waiting families
and dinner commitments. Most students thought running late was deliberate—
another way to test each person’s determination to master the business and show
deep commitment to the firm.

Addressing a large group of trainees, partner Roy Zuckerberg once asked:
“Are you bullish on the market—or bearish? ” As he went around the room, call-
ing on one after another of the trainees, each gave his answer to the question.
Some were bullish, some were bearish—all with good, sometimes complex rea-
sons. Finally, he called on a Japanese trainee who was so exhausted from his flight
in from Tokyo that he was unable to keep from dozing off in class. Zuckerberg’s
questioning gaze focused on the trainee as his neighbors poked him awake. Still
groggy, he blurted out: “I'm bullish. I’'m always bullish.”

“Right!” exclaimed Zuckerberg. “In the securities business there’s only one
way to be—and that’s bullish! 4/ways bullish.”

The main feature of each week’s Friday session was role-playing with inten-
sively critiqued mock presentations to prospects or customers—with Menschel
or Zuckerberg pretending to be the hypothetical customer and asking all sorts of
difficult questions. Some questions were information difficult; some were per-
sonality difficult; some were policy difficult—and some were difficult in multiple
ways. As Bill Landreth recalls, “If Menschel and Zuckerberg were taking sadistic
delight in torturing their students, they couldn’t have made the experience more
challenging—or more educational.”

Menschel, pretending to be a big fund manager, would give a role-playing
final exam. The sales trainee would come into his office, tell him what stock he was
going to recommend, and launch into a sales pitch. After five minutes—when the
salesman might be just one-third of his way through his presentation—Menschel
might cut in and say, “That’s wonderful. Really interesting. You’ve done a great job

of research. I'm really interested. Why don’t you buy me ten thousand shares?”
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If the trainee wrote that order down on his order pad and returned to giving
his presentation—no matter how brilliant and articulate—he would get a failing
grade. Why? Because he had already gotten the order and was now, by continu-
ing to talk on affer getting the order, running the risk of perhaps saying some-
thing that might unravel the buyer’s conviction. If that happened, there would be
no sale: The salesman would have “bought it back.”

In a typical role-playing session, Zuckerberg would be on the phone, with
everyone in the training program listening in. One night, the student salesman
whose assignment was to convert this prospect into a new customer for the firm
had been kept in the training program for more than the usual six months, so he
felt strong pressure to finally “make it” by showing he had developed the skills
and competence to pass the test and get going on his career.

Zuckerberg’s hypothetical prospect was typical: a man in his early sixties
who owned a small but profitable business—in this case, a nursery for residential
landscaping. The pitch was also typical: Goldman Sachs is an unusually capa-
ble organization with many capabilities, enjoys considerable stature within the
industry and an outstanding reputation, and is interested in helping this particu-
lar prospect build his net worth through investments. The firm wants to build an
important relationship with this man, so the salesman wants to know how best to
be helpful now so they can get started working together.

The trainee was determined to achieve a win-win with this prospect and had
been doing well in the early minutes of the call, so Zuckerberg picked up the pace
and the challenge.

“Young man, you say you really want to help me do well, is that right?”

“Yes sir! We at Goldman Sachs want to work for you and with you. We want
to help you do well—very well, sir!”

“You know my business is growing fine shrubs and trees for residential
landscaping?”

“Yes, sir.”

“And you’d like—ryour firm would like—to help me. Right?”

“Yes, sir. We want to help you.”

“Well, I know one way you can help me—even while I'm helping you. Are
you interested in helping me help you?”

“Yes, sir!”
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“Good. Here’s our plan. You send me a list of your senior people with their
home addresses and phone numbers and then I’ll call and tell them what we can
do to help them make their homes truly beautiful. This will be good for them—
and, as you say, will help us too. Okay?”

“Yes, sir!”

Buzz! Buzz! Buzz! “You failed! You got it a// wrong! You're on the phone
for one reason—and only one reason! Sell securities! You dumb schmuck,
you’re not supposed to buy anything—and certainly not supposed to set up the
partners of the firm as prospects for some goddamn plan: salesman by giving
away their home phone numbers and addresses! How dumb are you? Class

12

dismissed

D elaware Management was one of the largest and most active institutional
accounts in Philadelphia when Eric Dobkin was assigned in the late sixties
to see what could be done to increase Goldman Sachs’s share of its business.
Knowing that the people at Delaware already thought well of Goldman Sachs,
Dobkin needed to find a specific lever to increase the firm’s business signifi-
cantly, so he made an appointment to see John Durham, Delaware’s top portfolio
manager, after the NYSE’s close and asked him what should be done to earn more
business. Durham answered, “Tell me your best research ideas.”

“I’ll do that—and I’ll do even better,” replied Dobkin. “After the close each
day, I'll call you with a complete—and unique—rundown on which stocks are
being bought and sold by the really smart institutional fund managers.”

“Call and Stephanie will put you through.”

]

“For the next ten days,” recalls Dobkin, “I called and Stephanie put me
through. I gave Durham the rundown on what the major institutions were doing,
but there were no direct responses to anything I’d been saying. So, to move for-
ward, I asked very respectfully, ‘How am I doing?’

‘Fine.’

‘So John, what are you doing?’

Click. Durham hung up.

“I was obviously wasting time and getting nowhere,” recalls Dobkin. “I

needed a different approach. So I studied the Delaware Fund prospectus and its
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list of stockholdings and put myself in Durham’s position, trying to guess what he
might be buying or selling.”

Dobkin calculated that if he could give Mnuchin a good indication of what
Durham might be buying or selling, Mnuchin would give him five thousand
or ten thousand shares to work with. If Durham took the bait, Goldman Sachs
would know which way Durham was moving, so the firm could go out to find the
other side and create some sizable block-trading business. “I gave Mnuchin my
best sense of what Durham was doing. Bob enjoyed playing cat and mouse, and
pretty quickly we created better and better trading volume with Durham, and the
classic more-the-more phenomenon [the more business you do, the more business
you get] took hold and our commission volume really took off. We did increasing
business in blocks, options, converts, and we were soon number one across the
board for Durham and Delaware.”

On another occasion, Goldman Sachs had “positioned” a two-hundred-
thousand-share block—over eight million dollars’ worth—of a Midwest utility’s
thinly traded stock and had found only one institution that might be a buyer of
that much: Delaware. But Delaware’s trader was not ready to pay the price. Gus
Levy was convinced it was the right price. They were only an eighth of a point
away from a cross, but each side was waiting for the other to move. Gene Mercy
was on the call and was feeling the pressure coming from Levy. Mercy decided to
take a risk and go over the trader’s head and speak with John Durham.

“John, we’ve done a lot of trades together over the years. In putting them
together, I've come your way when you needed some help. Do I have any chits
that I might call in?”

“Probably.”

“Okay. I need you to come up an eighth on this utility block, John.”

Pause.

“Okay.”

Gus Levy a/most smiled and a/most said something.

In 1979 Mnuchin and Dobkin developed a new niche product—debt-equity
swaps—and did a lot of business. “Then we invented installment sales, which

became a very big business for the firm. With a forty-nine-percent tax rate on
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short-term capital gains, when a takeover involved a cash tender offer the install-
ment sale enabled the selling shareholder to defer the date on which the IRS
recognized his gain, so he got a lower tax rate. This arrangement was a very easy
service to sell, and we usually knew which investors to go after. We went around
to all the best law firms, explaining exactly how it worked, so they would bring us
any potential customers we’d missed. We met many interesting people and inter-
esting families—when [former deputy secretary of defense] Paul Nitze’s family
sold the Aspen ski resort we ‘installed’ their sale. In our best year, installment
sales accounted for a full three percent of the firm’s total earnings and was a very
good feeder of extra business for PCS [Private Client Services].”

Being a broker, even a major broker, is not comparable to being the number
one broker for a major institutional account. Over and over again, the typical
large institutional investor does about 12 percent or 13 percent of its total com-
mission business with its number one broker, 10 percent with number two, and
8 percent with number three. If Goldman Sachs focused all its skills and energy
on being number one while other major competitors averaged third or fourth
rank, the firm would generate a full 50 percent more business—at a much higher
profit margin because its costs were nearly the same as the competitors’. And in
trading, “them as gots, gits,” so even in one of the most open and competitive free
markets in the world, it would be possible to build up a defensible and sustainable
competitive advantage. Goldman Sachs’s continuity of sales coverage and supe-
rior sales skills enabled it to be number one broker for many, many institutions
that grew larger and larger in terms of assets under management and commis-
sions generated. As in every service business, continuity and strong relationships
matter.

That’s not all. Goldman Sachs decided in the eighties to focus on the giant
accounts—the one hundred largest accounts in the world. This was not as narrow
a focus as it might seem at first. In the United States the fifty largest institutions
now execute 50 percent of all the trades on the New York Stock Exchange and
an even larger proportion of the equally large volume, in underlying dollar value,
traded each day on the Chicago Board Options Exchange. And these same giant
accounts are even more important in the distribution of new-issue underwritings.

Not all the largest accounts were in America. One was in the Middle East.

In London, Bill Landreth was in an important telephone conversation with John
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Buchman of the Kuwait Investment Office, and Buchman could hear Mnuchin on
Landreth’s SS1 squawk box in the background.

“Bill, what was Bob talking about?”

“We have a big sell order in GE. It’s for 750,000 shares.”

“Bill, is it for sale at the market?”

“Yes.”

“Bill, we’ll take it.”

That meant a perfect cross—with Goldman Sachs dealing for both buyer
and seller and earning commissions on both the buy order and the sell order. That
meant commissions on 1.5 million shares of stock. In market value, it was the big-
gest trade ever done—with no capital and no risk. Right people, right place, right
time. Stars and moon in alignment. All within minutes. For Mnuchin, it was just
too much. The iron man was blown away. He had to get an explicit confirmation:
“Bill, I'm calling you right away on a secure line. Be ready for my call.”

Kuwait Investment Office soon became a major account. “They were good
traders—and good buyers,” remembers Landreth. They were great clients, too.
Kuwait helped save Goldman Sachs from what could have been one of its worst
embarrassments. When Landreth offered to introduce the bizarre British pub-
lisher Robert Maxwell—who was doing a lot of trading—Kuwait Investment
Office executives had no doubts. No doubts at all. “No deal, Bill. We won’t work
with that man or his company. Period. Ever.” Later Kuwait Investment more
directly helped Goldman Sachs by buying a major position the firm had gotten

stuck with in underwriting British Petroleum.

ill Landreth got a call late one night in 1979—just before midnight. “Bill,

B this is important. Very important. You’ll have to trust me because I'm abso-

lutely sworn to secrecy—so trust me and get dressed and come now to Heathrow

Airport. I’ll give you the exact address. It’s the strictly confidential location of a
safe house. And, Bill, come alone.”

Landreth dressed, got in his car, and drove through the nearly empty streets

of London to the area near Heathrow and the safe-house address he’d been given.

Bodyguards were obviously everywhere. Landreth was patted down and taken

inside and into what was clearly a very private room. Through another door, a
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slim man of average stature in a well-tailored suit entered: a representative of
the shah of Iran. “The shah is going to sell his entire portfolio of U.S. stocks—
for immediate cash payment. The certificates are held in custody at a major Swiss
bank. Knowing this is an unusual transaction, I am prepared to accept a thirty-
percent discount from the market. Will Goldman Sachs bid for this ‘cash now’
portfolio transaction?”

“Iunderstand the question,” Landreth replied, “but before I can give you an
answer for my firm, I’ll need to speak with my partners in New York. May I use a
phone?” It was already past 7 p.m. in New York, but people were still in the Gold-
man Sachs trading room, attending to details of the day’s trading and preparing
for the coming day’s activity. Fortunately, Bob Mnuchin was still there.

Landreth spoke with Mnuchin. The appeal was obvious: At a 30 per-
cent discount, Goldman Sachs could buy a hundred-million-dollar portfolio
of diversified blue chip stocks and sell them as blocks at prices sure to be more
than 40 percent above the early morning bid. The firm could make over twenty-
five million dollars!

The reward was clear—but so was the risk. In a few days, the shah would
not be the shah anymore. Ayatollah Khomeini would be in authority, with ample
power to present extraordinary nonfinancial risks—Ilike explosives in Goldman
Sachs offices or cars or homes. Too much “specific” risk. So the decision became
obvious: pass. It was the first and only time Goldman Sachs refused to bid on
a record-breaking trade. If any other firm took on the trade, the news stayed
secret.

During the late 1980s and early 1990s, the equities division was a major
contributor to the firm’s profits, but with competition continuously pressuring
commission rates down to lower and lower levels and costs rising and electronic
trading networks taking larger and larger shares of the available business, divi-
sion profitability would fade away. During the golden years of institutional stock-

brokerage, however, the firm had made the most of its opportunities.



BLOCK TRADING

THE RISKY BUSINESS
THAT ROARED

ob Mnuchin took the call one morning in January 1976—the most impor-

tant call any block trader had ever taken: a one-billion-dollar order that

confirmed Goldman Sachs’s leadership in block trading. The firm was
being asked to execute the largest block-trading operation in history.

The head of New York City’s pension fund' had decided to convert a five-
hundred-million-dollar portfolio of common stocks into a specific portfolio of
stocks that would replicate the stock market—an index fund. This massive change
required five hundred million dollars of stock sales and another five hundred mil-
lion dollars of stock purchases. Goldman Sachs would have to bid a single price to
buy the whole portfolio and create the exact new portfolio the city’s pension fund
manager specified—and to do so not as an agent, but as an “at risk” principal.

The firm would commit to a total exposure of half a billion dollars. A prin-
cipal trade this big obviously had to have the approval of the management com-
mittee, so Mnuchin and his team went, prepared for a thousand questions. “They
asked only five questions,” remembers Mnuchin. “And each question was laser-
like in its focus on a key trading factor. We answered the five questions and there

was a moment of silence and then everyone agreed. It was a go!”
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With large yellow pads, Mnuchin and his team worked the whole weekend
with price charts, recent research reports, and all their years of market trading
experience, plus all the bits and pieces of information they could pull together
about what each of dozens of major investing institutions might be willing to buy
or sell. “Then we had a plan.”

Starting with closing prices on February 4, Goldman Sachs guaranteed the
pension fund that the maximum total cost of executing trades of nearly twenty-
five million shares would not exceed $5.8 million—including the risk of paying
more for purchases or getting less on sales than the closing prices on February 4.

“Wall Street is a very small community,” says Mnuchin. “[Normally] you
can’t make a major move without everyone knowing it. It was so very big, it was
like everyone at a World Series game getting up and leaving Yankee Stadium in
the second inning—and nobody noticing anything.” To avoid being noticed—
particularly by competitor firms—Mnuchin and his team worked out a careful
strategy. As Mnuchin recalls: “We agreed we would be active every day—no
matter what—and that we’d never let the total buying and total selling get sepa-
rated by more than $5 million. Security was obviously essential—any leaks and
the other brokers would trade ahead of us—so a code name was used: Operation
Eagle. Small blocks of at least some holdings were sold every day, but for each
particular stock, the firm was active one day and then quiet for two or three days.
One block of 330,000 shares was sold in seventy-eight separate lots, of one hun-
dred to thirteen thousand shares. Over five weeks, twelve million shares in fifty-
two positions were sold and 231 positions purchased in Operation Eagle.”

When the last trade was finally executed, Mnuchin picked up the hotline
phone to announce, “Eagle has landed.” In mid-March, New York City’s pension
fund announced that Goldman Sachs had secretly finished executing the largest-
ever purchase and sale of stocks. The final cost to the New York City pension sys-
tem for transactions totaling one billion dollars was only $2.9 million—Iess than
one-third of 1 percent—for the largest and one of the most complicated trades in
history and an apt demonstration of Goldman Sachs’s prowess in block trading.?

Most major securities firms shunned block trading. Indeed, they didn’t
understand and didn’t like the whole institutional business, for several reasons.
The leading and most active institutional investors were young, irreverent, well

dressed, and well educated—admiringly dubbed a new breed on Wall Street—with
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limited respect for people they considered old fogies or for the traditional hierar-
chy of Wall Street. These newcomers wanted new and different services that were
expensive to produce, such as in-depth investment research on all sorts of com-
panies and industries, and they wanted much more sophisticated sales attention
than most firms were willing to provide, especially to MBAs they considered too
young, too irreverent, too well dressed, and too overpaid.

Among the many services these young new-breed fund managers wanted,
block trading seemed surely a sucker’s game. The “money” partners at most firms
saw no reason whatsoever to get involved in such a certain money loser. They
were agency brokers and underwriters, not risk-taking principa/ market makers
and dealers. Buying what smart institutional investors wanted to sell was danger-
ous: The sellers might know something important. Why take a big risk that the
stock really should be sold? And why tie up the firm’s limited capital buying and
holding, for days or weeks, big blocks of stock that nobody wanted? Most firms
had no interest in the trading business, and buying big, dangerous blocks from
aggressive young hotshot institutional investors looked like the worst bet of all.
The august partners didn’t do trading themselves and looked down on their firms’
traders as mere employees. Why should they entrust their family wealth to a mere
trader—someone they would never take home for dinner?

As Bob Menschel explained, “Bobby Lehman had the capital at Lehman
Brothers, but he could not live comfortably with having his personal fortune put
at risk by somebody else, particularly by one of his employees—and all the traders
were just employees. In block trading, the money must not know who owns it.
You can’t afford to be too personally involved, particularly in an emotional way,
any more than a surgeon should ever operate on his own children. Block trading
is a business: It requires lots of rational business decisions being made in a very
nonemotional, businesslike way.”

At the New York Stock Exchange, commission rates had always been set in
terms of one-hundred-share “round lot” transactions with fixed rates per one hun-
dred shares that varied only with the share price.” Commission rates were set, natu-
rally enough, at levels considered appropriate for a rezaz/ stockbrokerage business,
because retail activity had always dominated the stock market. Daily volume aver-
aged less than one million shares through the 1930s and 1940s and just over one

million shares a day in the 1950s. Overall, commissions covered a securities firm’s



BLOCK TRADING - 135

costs. All the profits came from underwriting new issues. During the Depression
and World War II there was little underwriting, so firms had learned how to avoid
all unnecessary costs. The demands of serving institutional investors—particularly
block trading—appeared to bring very unnecessary costs.

Then, in the 1950s, the stockbrokers’” world began to change. The profile
of the “typical” investor was changing, from the moderately affluent individual
investor occasionally buying or selling a few shares through his retail stockbro-
ker to the continuously active, professional institutional investor who was active
in the market all the time, buying and selling positions in dozens of different
stocks every day. Because the institutional investors were growing and manag-
ing portfolios more intensively, the volume and price of trading increased again
and again. In 1960, NYSE daily volume averaged nearly two million shares. By
the end of the decade, average daily volume doubled to four million shares as
institutional investors, competing for “performance,” increased their buying and
selling. Daily volume growth continued to expand, reaching 1.5 billion shares a
day in 2007—one thousand times the volume fifty years earlier.

Institutional investors were and are very different from individual investors.
Their decisions are much larger. Orders are not for one hundred shares, but for
one hundred thousand shares—and they want to execute their large transactions
quickly and at a definite price. Their new demand produced an opportunity for
Goldman Sachs and a few other firms that were led by aggressive, experienced
traders to create a whole new kind of business: block trading.

When a portfolio manager wanted to sell fifty thousand or a hundred thou-
sand shares of a particular stock to raise cash to pay for another, more promis-
ing stock, he contacted one of his major stockbrokers (who were getting well
paid—often more than a million dollars in commissions every year—for exe-
cuting the institution’s high-commission, risk-free agency orders). If the block-
trading stockbroker could not find the other side for an agency trade, he would be
expected to buy or “position” the block with the firm’s own money and take the
risk of a sudden trading loss.*

Block trading was clearly risky business, because the institutions had reasons
to sell—often compelling factual reasons such as a company’s serious earnings
shortfall. If the selling institution had just found out about a real problem and got

out slightly ahead of the crowd by selling a block to a Wall Street firm, everyone
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knew that other institutions would soon learn the same bad news and become
sellers too. The price of that block might suddenly drop, so the pain of loss on
a “positioned” block of stock could be sudden and awful. As long as no buyers
were found, the firm’s capital would be tied up, which could put the firm, at least
temporarily, out of the trading business. As Dick Menschel explained, “The mer-
chandise has to be moved swiftly. Otherwise, it ties up your capital, which means
you're out of the business flow until you get liquid again. But also, tired merchan-
dise can go rotten awfully fast and cause big losses.”

Time clearly is money in block trading. If firm A doesn’t “create” a trade
very quickly, firm B or firm C or D will try to steal the trade away. With high
fixed-rate commissions, the incentives were powerful. A broker with an order to
sell ten thousand shares of a typical stock would earn a commission of forty cents
a share, or four thousand dollars for the block. For one hundred thousand shares,
the commissions were forty thousand dollars. If the broker was able to find a will-
ing buyer and execute the trade as a cross—acting for both buyer and seller, he’d
earn the commission on both the buy side and the sell side—they were a total of
eighty thousand dollars. If a firm could execute a single hundred-thousand-share
cross every trading day for a year, the extra annual revenues would be twenty mil-
lion dollars, with little or no incremental costs. Adding two such crosses would
add forty million dollars. Adding one 250,000-share cross each day would add
fifty million dollars. As Senator Everett Dirksen might have said, “Pretty soon
you're talking real money.”

“Gus stands out as a real innovator in block trading,” says Dick Menschel.
“Gus was well positioned to do this for two important reasons: He knew the arts
of successfully ‘positioning” blocks through his experiences with block trades
and taking on positions when running arbitrage, and he knew the skills needed
for what we now call the capital markets business—who owned and might sell;
who might buy and why; how the market did work and could work; and how to
develop others’ trust so he could ‘make it happen’ on specific trades.” From 1955
to 1965, Goldman Sachs had had almost no competition in block trading. Levy
worried about other firms getting into the business. As one way to keep competi-
tion away, Goldman Sachs partners would often bemoan publicly how tough and
costly the block-trading business could be—and never acknowledged how prof-

itable it really was. Meanwhile, Levy was bolder and more aggressive than any
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other block trader. As his friend I. W. “Tubby” Burnham would recall, “Gus was
making markets for far bigger blocks than any other firm. Gus liked and under-
stood risk.”

The “secret sauce” of the block trading business was to attract the business
by developing a reputation for having capital and being ready to commit it to
position blocks of stock whenever an institution wanted to sell, while at the same
time not using the firm’s own capital. It was often possible to find the other side
of a pure agency trade, usually within hours and often within minutes, by being
constantly in touch with all the potential buyers. The risk-control imperatives for
success in the business of block trading were clear. First, buy blocks only from
institutional traders whom the broker could trust to treat his firm fairly and who,
if the position nose-dived, would make up a firm’s losses by doing extra business
later. Second, be able to resell blocks very quickly so the inventory kept turning
over. Ideally, business would be attracted by the availability of capital and would
be priced as a risk-taking principal trade but then executed quickly as a no-risk
agency trade.

The keys to swift reselling were market information and close client con-
tacts at all the major institutions. In addition to a sales team that could quickly
man the phones, searching among dozens of institutions across the country for
potential buyers, Goldman Sachs also needed a systematic way of knowing who
was about to become a buyer and how to encourage potential buyers to “get real”
and take action. A firm that is known to have the se//ers will attract the buyers,
and a firm known to have the duyers will attract the sellers. In market making,
business begets business. And perception matters greatly: If the important buy-
ers and sellers perceive that a particular firm is the place to go, that firm will have
the decisive competitive advantage of getting the first calls. If a firm gets the first
calls, particularly the first calls on important blocks, that firm’s reputation as the
go-to firm goes up and up.

Block traders worked to develop “the other side” with the NYSE floor spe-
cialists by inviting specialists, who regularly made markets of a few hundred
shares for the traditional retail investor, to participate in larger institutional blocks
for, say, one thousand or five thousand shares. Block traders also worked with
floor traders (exchange members who roamed the NYSE trading floor, “taking

the other side” when an excess volume of either buying or selling temporarily
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distorted the market) by welcoming them to make a market in that stock for that
trader.

To become that go-to central clearing firm for buying and selling, a wide-
ranging communications network of good, active contacts is essential. The qual-
ity of contacts is measured by the institutions’ speed in taking a particular firm’s
calls and their willingness to show trust by opening up and talking about what
they are doing or might be doing. The other key factor is the ability to influence
potential buyers (or sellers) to commit to action now. The best way to reduce the
risk of getting caught with a block that can’t be moved is to increase the order
flow—the volume of buying and selling that the firm sees and can participate
in. The best way to increase Goldman Sachs’s order flow was to develop supe-
rior service relationships with the traders and portfolio managers at the major
institutions and convince them that Goldman Sachs was the go-to firm for block
trading—that Goldman Sachs would provide the most help when an institutional
trader needed to sell a particularly difficult block of stock. “Somehow, it all came
together,” says Mnuchin. “A group of really quite extraordinary people of great
talent at a time when the basic nature of the business was changing very rapidly.
Teamwork. Working together. Focusing on customer needs and how to solve
their problems. That’s what we were all about in Trading.” Teamwork at Gold-
man Sachs was becoming a whole-firm phenomenon. As partner Gene Mercy
explains, “We did trades the desk didn’t want to do because a salesman had been
working on a particular customer for weeks, and this was our first chance to show
what the firm could really do.”

Levy drove Goldman Sachs to be the dominant firm in institutional block trad-
ing, creating supply or demand or both to trade ever larger blocks of stock—ten
thousand shares, fifty thousand, and more. Levy organized, inspired, and drove
the firm’s sales traders to develop the closest working relationships with every
major institution’s senior traders and to make more calls more quickly to more cus-
tomers than any other firm. Goldman Sachs matched this effective service organi-
zation by committing its own capital to buy or sell millions of dollars of almost any
stock to match supply and demand and “do the trade, get the business.”

Levy rose to prominence on Wall Street as block trading emerged from being
just an offbeat occasional specialty into being the most important part of the insti-

tutional stockbrokerage business. During the 1960s and 1970s, block trading
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gathered momentum as mutual funds and pension funds grew rapidly in assets,
shifted the mix of their ballooning portfolios toward equities, and increased the
speed of portfolio turnover in their accelerating competition to achieve superior
investment performance. The rapidly expanding business of block trading was
concentrated with the few stockbrokers who were willing to take risks by using
their firm’s own capital to “take the other side,” buying what institutions most
wanted to sell or selling what institutions most wanted to buy.

Still, block-trading risk takers were unusual on Wall Street. Most Wall Street-
ers kept thinking of the trading business in one historically valid but increasingly
obsolete way: Every trade was separate from every other trade; nobody owed
anybody any favors; caveat emptor and caveat vendor. If an institutional seller came
to a dealer looking for a bid, the dealer and the account both knew they were
adversaries in a zero-sum game—just as they are today in commodities, fixed-
income securities, currencies, and derivatives. Most Wall Street firms were so
used to thinking of their business in this day-by-day and trade-by-trade way that
they were unable to see the business that could be developed by combining inten-
sive service with risking capital and accepting occasional losses as a necessary
cost of developing profitable long-term relationships with the major institutions’
senior traders. Nor did they understand that executing a large, repetitive share of
each institution’s continuous and increasing flow of commission business would,
over weeks and months, earn large profits. The institutions’ senior traders needed
the block-trading firms to satisfy their portfolio managers’ liquidity require-
ments, and only a few firms could and would provide that liquidity consistently.

Levy’s unrelenting drive to do the business—a// the business—was so
intense that customers would actually commiserate with the Goldman Sachs trad-
ers and salesmen covering them, crying and laughing together at the intense pres-
sure Levy put them under. One example of the fun to be had was a cross-stitched
“sampler” that Bob Menschel had made up, framed, and placed prominently in

the institutional sales department adjacent to the trading room:

A 250,000 SHARE
BLOCK A DAY
WILL KEEP GUS LEVY
AWAY
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A thousand copies were made up and sent out to clients. Hundreds of clients
proudly put them on the walls of their trading rooms all across the country.

With such incentives, as more and more shares were traded in blocks, all the
block traders made special efforts to develop close relationships with the institu-
tions’ senior traders, flying to Boston for dinner at Locke-Ober’s or to Chicago
for hockey or basketball games or going fishing, golfing, or skiing—and always
by calling and calling and calling, sometimes calling the same buy-side trader at
an institution fifty or more times in a single day. Soon hotline direct wires were
installed at the institutions’ trading desks, connected directly to the trading desk
at Goldman Sachs. Having hotlines became so important that one institutional
portfolio manager managed trading relationships with masking tape—taping
over the lines of block-trading firms he thought were underperforming.

Competition between stockbrokers developed in two ways of particular
importance to the largest and most active institutions: research and trading.
Research was increasingly important to the institutions. While most individual
investors’ buying and selling were primarily “informationless” trades occasioned
by nonmarket events such as receiving a bonus or an inheritance or needing
money to buy a house or pay college tuition, the institutional investors were in the
market every day buying and selling shares. They based their trades on the rela-
tive attractiveness of the stocks they owned versus stocks they were considering,
so they wanted to be well informed about what they might buy or sell and why.
They demanded accurate, detailed, up-to-the-minute information and shrewd
analysis of important trends that could affect a company’s future earnings.

Gus Levy made markets for bigger blocks than any other trader because he
understood risk and liked taking risks. Goldman Sachs’s main rival as king of
the hill in block trading was Bear Stearns. Sy Lewis, managing partner of Bear
Stearns and a fierce competitor in block trading, was Gus Levy’s personal rival
and personal friend. Both men were determined to win the competition—and
winning was not just a matter of pride. They were competing for control of a
big, profitable business. Just as Olympic gold medals are often won by differences
of less than a tenth of a second, small differences between block-trading firms
were often decisive. That’s why Levy was unrelenting in his pursuit of every pos-
sible piece of business. “God forbid you missed a trade and Bear Stearns got it,”

remembers partner David Silfen, “because Gus knew he’d be playing golf on
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Saturday with Sy Lewis, and Gus didn’t want any razzing from Sy or from the
others in their group.” Nor did he want any razzing from his partners about tak-
ing losses in block trading.

When the firm incurred trading losses eatly one year, Levy told Institutional
Investors, “The only reason we ran in the red any month was not because of nor-
mal business, but because of inventory losses. And that’s the nature of this busi-
ness. If you're in the dealing business, you know you have to lose some money
sometimes. It’s not major; in fact, it’s very unmajor. I think we’ve learned a les-
son. We’re not going to be so high, wide, and handsome next time. This means we
will turn our inventory, or try to turn it, quicker. We aren’t going to play wishful
thinking. There is an adage, and it still holds true on Wall Street: something well
bought is half sold. That’s the trick of the trade.” Within the firm Levy made it
even clearer: “A good trader eats like a canary and shits like an elephant.”

In addition to courting the institutions’ senior traders, Goldman Sachs and
the other block-trading firms made direct contact with the portfolio managers,
who told the senior traders what they wanted to buy or sell. At the same time,
to serve the institutional investors’ needs for information and knowledge, a new
group of “research” brokerage firms built their business with a heavy emphasis
on in-depth investment research communicated through long, detailed reports,
conferences, telephone calls, and personal visits by their expert analysts. Their
research enabled the best of these brokers to gain market share in the rising tide of
institutional transactions. Still, the best competitive position was to have strength
in both research and trading. That’s what Levy insisted on at Goldman Sachs, so
it became the leading institutional stockbroker.

Levy worried that other firms, particularly Salomon Brothers, with its bold,
risk-taking trading reputation in bonds, would muscle in on his lucrative block-
trading business in stocks. His fears were realized in the seventies. “When Billy
Salomon decided to learn the equity block-trading business,” recalls Bob Men-
schel, “he offered to put up the capital to take on half of all our positions. We
all knew that meant Solly was going to get into the stock business with the same
competitive intensity they were showing in the bond business. But, as I told Gus,
‘He will do this with somebody, so why not with us for now?’ So we were soon in
business together.”

Levy wanted “all our share” (and he really saw no need for the second and
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third words in that short phrase) of the ballooning institutional business, so he
took three bold initiatives. First, Goldman Sachs would allow any institution to
allocate all or part of the total commissions on a trade executed by Goldman Sachs
as a “give-up”—paid by the firm’s check to another broker for its research.’ This
shielded institutions from pressure to trade blocks through research brokers to
pay for their research services, or to compensate retail brokers for selling mutual
funds, or to compensate the brokerage firms for maintaining large bank balances
with them. It also discouraged research firms from developing block-trading
skills and becoming direct competitors.

“When give-ups came along, other firms fought it,” recalls Menschel. “We
accepted reality, saying ‘So be it,” and sought to make the best of it, welcoming
the chance to do the trades and then sending out the give-up checks to other bro-
kers. We were confident that if we executed the trades, we would maximize our
breadth of inquiry [the future trades that would come to Goldman Sachs first].”
While the rates at which brokerage commissions were charged were fixed by the
stock exchange, the proportion that would be given up was fully negotiable. Years
later, the commissions themselves would be made negotiable.

Second, Goldman Sachs would commit large amounts of its own capital to
position blocks of stock that the institutions wanted to sell, accepting the inven-
tory risk of buying the unwanted block before other institutional buyers could be
found or rounded up, and before competing brokers could jump in and “steal the
bacon.” Levy’s team would work the phones, urgently striving to find potential
buyers and bringing them to the point of decision so the positioned block could
be resold. With Levy’s driving leadership, with thirty million to forty million
dollars of firm capital made available for positioning blocks, and with an extraor-
dinarily effective sales organization covering all the active institutions, Goldman
Sachs set record after record for giant trades. In October 1967, Levy traded at the
close of trading a block of 1,153,700 shares of Alcan Aluminum at twenty-three
dollars, off 1% from the previous trade. Valued at $26.5 million, it was the largest
trade that had ever been done. On one day in 1971, Goldman Sachs did ten blocks
of seventy-five thousand shares or more, including four over two hundred thou-
sand shares; that year, largely on the strength of block trading, the firm earned
record net income. In 1976 it traded over one hundred million shares in blocks on

the NYSE.
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“In evaluating leaders,” says Dick Menschel, “the central question has to be
“Who made a difference?’ and on this criterion, Gus Levy stands out as a real
innovator in developing the business of block trading.” Levy and his key lieuten-
ants had that unstoppable drive to build a major, very profitable business, and
they built the organization that would do it. One part of that firmwide focus was
the buildup of research, but research was always a means to better trading, not an
end in itself.

Levy insisted his salespeople make frequent direct contact with the portfolio
managers and analysts who originated investment decisions that the traders exe-
cuted. The question was how? The answer was investment research, but not the
research on “interesting small companies” in which Goldman’s research depart-
ment had specialized under partner Bob Danforth, looking for investment ideas
for the partners’ personal accounts. Research had to focus on the major public
companies, the ones most of the major institutions owned most and traded most.

Already, portfolio managers at Levy’s largest trading accounts—Dreyfus,
Fidelity, J.P. Morgan, and State Street—were pointing out that Goldman Sachs
was their largest broker, often doing as much as 15 percent of their total brokerage
business, but was not providing anything like an equal portion of the investment
research they needed on large corporations. If Goldman Sachs didn’t change and
become far more helpful in research on major companies, Levy’s largest accounts
bluntly told him, Goldman Sachs would not continue doing neatly so much of
their trading business. They would cut him back—way back.

Levy knew that any reduction in order flow would harm Goldman Sachs’s
ability to create the other side of block trades and to generate the liquidity to get
out of unsold block positions by selling smaller lots on the market. Any unwinding
of the “more, the more” compounding of Goldman Sachs’s block-trading business
would be costly: Block trading was the real money spinner at Goldman Sachs, and
because block trading was Ais business, it was an important part of Levy’s strength
as the firm’s leader. So his third initiative was to transform research. As usual,
Levy got the message quickly and was soon saying, “One mistake we made in
research is that we really didn’t—with the exception of IBM and a few others—
concentrate on the big stocks. That has been a very big mistake.” Goldman Sachs
had to become a leader in research on large corporations now, not because anyone

really wanted to, but because Gus Levy said they had to.
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Having research that really mattered to the institutions would give Gold-
man Sachs the powerful advantages of #zzme and access. If the firm’s analysts and
salespeople were recommending Merck or Sears or IBM through in-depth writ-
ten reports and one-on-one visits to the analysts and portfolio managers at all
the major institutions, they would know more and sooner which institutions were
most likely to become buyers if Goldman Sachs had a large order from a seller—
or sellers, if the firm had a big buyer. Combining valued research with intensive
service at all levels of the decision process, the firm was often able to anticipate
what the traders at these institutions would otherwise find out about only sev-
eral days later. Having insight into potential buying or selling decisions well in
advance of their actually being made was a wonderful advantage in getting more
and more of those big orders.

Simultaneously, Levy decided that Goldman Sachs was capable of serving
as investment banker to large corporations—particularly the new conglomerate
companies. The conglomerates were doing most of the acquisitions and thus were
most often in the capital markets for financing and most eager to know what the
arbitrageurs and key people at the major institutions were thinking and doing,
and likely to do.

In 1969 Levy announced, in his “no questions expected” way, that from then
on, Goldman Sachs would concentrate on major companies in a// its work—and
obliged each of his key lieutenants to lead in making this new strategic commit-
ment work in research, trading, and investment banking. Not only did the change
mean deliberately abandoning the firm’s traditional focus on smaller companies
in investment banking and in research, it meant committing the firm to a busi-
ness strategy in which other larger and more prestigious investment banks were
already well established.

Fortunately for Levy and Goldman Sachs, America’s major corporations
were entering a strong growth phase and not only needed more capital, but also
were adding investment bankers to their traditional syndicates. As the tide of
institutional investors’ interest turned from “small caps” to “large caps,” Gold-
man Sachs was ready and caught the wave. The firm’s underwriting business
expanded rapidly, capitalizing on the powers of institutional distribution devel-

oped through equity block trading. As he did so often, Levy visibly led the
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charge, convincing one major company after another to make more and more use
of Goldman Sachs

Investment Banking Services, the business development organization that
had become increasingly effective under John Whitehead’s leadership, was now
prepared for the challenges of competing with the major establishment firms
that made up the formidable “bulge” bracket—the recognized leaders in invest-
ment banking. In addition, advice on mergers and acquisitions was beginning to
develop as a separate product line under the leadership of Steve Friedman. The
profitability of this business could and would be stunning. Still, even as other

divisions blossomed, the core of Goldman Sachs’s business was block trading.

[k

Iwant you in Gus Levy’s office—now!” Bruce McCowan, who had replaced
Danforth as partner in charge of research, was about to get direct, absolute,
imperative instruction on where research stood in the hierarchy from the dean,
Bob Mnuchin. Less than an hour earlier, McCowan had been asked for a research
perspective on a stock that Trading was working on as a block trade. McCowan
had been distracted by a customer’s call. When asked just a few moments ago for
an update, he had said he would now be returning to the matter and would call
when he had an answer. That would oz do. Not at all. That’s why he got the com-
mand call to be in Levy’s office—now.

Once inside Levy’s small glass office on the trading floor—as Levy watched,
solemnly puffing his cigar—Mnuchin poked McCowan’s chest to command atten-
tion and laid it on the line: “When I say jump, you say ‘How high?’ This is where
the firm makes its money. This is where everything and everyone must focus.” No ifs,
ands, or buts. None at all. Research was only important when it served trading.

Mnuchin’s waiting periods rarely extended beyond “right now.” The morn-
ing call every day was at eight thirty in New York. But that was 5:30 a.m. in
California, so one of the sales traders in Los Angeles would listen in from his
home and then drive in to work. One day, Mnuchin had a series of major positions
he wanted to sell and called each office to hear what help they could give him.
When he called L. A, the trader’s wife answered and said he was taking a shower.

Mnuchin went nuts.
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I n building up the block-trading business, which in the early 1970s produced
over two-thirds of the firm’s annual profits, Gus Levy had plenty of help.
Among the people who performed strong roles as members of the “phalanx” were
two standouts: Mnuchin, who ran the institutional block-trading desk, and L. Jay
Tenenbaum, who managed the overall trading department, which included over-
the-counter brokerage, convertible bonds, and risk arbitrage.

“L. Jay Tenenbaum worked under Gus,” explains John Whitehead. “Gus was
never abusive, but you wouldn’t work with Gus, but for Gus. L. Jay stayed as long
as he could stand working under Gus. They were very close in many ways, but
the cumulative pressure of the moment-to-moment intensity of working for Gus
was very hard to sustain indefinitely.” Levy would frequently call members of
his team at home—Dbefore seven in the morning and after eleven at night, or even
two in the morning—usually saying only, “Gus—is he there?”

Mnuchin was ambitious and cheerfully admits that “partly by assignment
and partly by initiative, I began to back Gus up.” From the first, Mnuchin had
hustle. Recalls a colleague, “Whenever a trader went to the bathroom, Bob was
in his chair.”

One day, Levy was out of the office for a few hours when a call came in from
an institution that wanted to sell seventy thousand shares of RCA, a tremendous
block in those days. “I wasn’t second or third in command,” Mnuchin recalls,
with a grin like the old-time comedian Joe E. Brown’s that comes easily to him,
“I was just there. I called some accounts, but I couldn’t get a firm bid. So I made
a bid—forty-nine and a half, I think it was, three-quarters of a point down from
the last sale. Then I called back the one institution that had showed a real inter-
est and asked if they would now buy at that price. I held the phone for at least five
minutes. You don’t know how long those five minutes lasted. But they bought it.
When Gus came back, he was very complimentary.” And Mnuchin was in.

While never close personally, Mnuchin and Tenenbaum had great profes-
sional respect for each other. Tenenbaum, whose mother, like Mnuchin, had been
a champion bridge player, observed, “[Trading] involves the same skills—the
ability to determine where all the cards are sitting and the way the bidding is

going and the ability, too, to keep all the separate situations clear.”® Mnuchin
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himself observes that a big factor in block trading is memory—“training yourself
to retain facts, the almost unconscious ability to have a mental filing cabinet.”

It was a long time before institutions found it as natural to ask for a block
offering when they wanted to buy stock as they found it to ask for a bzd when
they wanted to sell. In the eatly days, they tended to use block trading only when
they were selling—and their selling tended to be in down markets. As Mnuchin
explains, “The entire habit or process of active institutional transactions—of
their revisiting their portfolios and making changes—was in its earlier stages.
So, if you had, for example, a block of twenty-five thousand shares you wanted
to sell at forty-nine dollars, it was very unlikely that you would find another
institution that wanted to buy that size block at that specific price at that specific
time. The frequency of finding the other side of a trade was small, very small,
but this created opportunity. Once block trading became a product with a rela-
tively broad base, as opposed to an occasional pick-your-spot situation, the posi-
tions we wound up holding were not a profit center in themselves, but the volume
we created and the aggregate commissions we generated—minus the loss on
positions—for the most part became, overall, a profitable business.”

The real risk in block trading comes when things suddenly go wrong and
the block trader has bought or sold a block and cannot find the other side. “The
hardest aspect of this business is the problem position,” says Mnuchin. “When
you can get out of a stock that you're long at a small loss and buy back a stock
you're short at a small loss, that’s an easy decision. It is painful when there isn’tan
apparent opportunity to unwind a position or the price moves farther and faster
away. Then you hesitate. Then you pray. You hope that it will get better—or you
use the wrong judgment and believe that it wi// get better. Those were situations
when it was absolutely fantastic to work with Gus Levy.”

Mnuchin recalls Levy’s support “during the hardest single time I had before
becoming a partner in 1965.” An institution wanted an offer on Motorola for
what was then a very large block, about 100,000 shares. He offered to provide
the stock at nearly a point above the price of the last sale, and they said they’d
buy it. “Well,” he says, “you never know which trade is the one that will not
create supply and demand. On this particular transaction, no supply of Motor-
ola filled in. We were short a// of it. I handled the position very badly, and the

stock was just a steamroller. It wouldn’t stop. We did this transaction at a price
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in the mid-sixty-dollar range, and, if I recall properly, we covered the last shares
of the short at $109 or $110. It was a monumental loss—significant seven fig-
ures. I wasn’t thinking about my partnership prospects—I was worried about
my employment prospects. I had some genuine concern that I'd be fired as a result
of this Motorola deal. Well, Gus was absolutely terrific about this one. Instead of
getting fired, I was shortly thereafter made a partner.”

Known as the Coach for his hands-on, “get the customer on the phone and
start talking—and stay with it” management style, Mnuchin would do much the
same sort of thing for others on the team that Levy had done for him. “It may
sound corny,” he says, “but this business is really like a football team. I'm the play-
ing manager. Or maybe the quarterback. Good quarterbacks are only made by
good teams, and I like to think I'm a good quarterback. And a good quarterback
can sense when his linemen are blocking hard and when they’re just blocking. You
have to get yourself up for this business every day. You have to be up emotionally,
and keep everybody else emotionally keyed up, all the time. You’ve got to drive
and motivate people. If you're placid or a little bit tired or depressed, you won’t
turn the routine calls into something. You won'’t create the big business.””

Mnuchin, as everyone in that part of the business did, used smoke and mir-
rors and said slightly different things to different people, but he could keep all
those differences clear in his head and always knew exactly what he’d said to each
account—so he never got caught. Bob Rubin once observed, “Bob had tremen-
dous charisma within the firm. When, every once in a while, you’d have a time
when markets would fall apart on you, Bob would go on the trading desk, be sup-
portive and keep everything going.” Adds partner Bill Landreth, “On the SS1
open-line communications system, Bob Mnuchin’s commitment and the motiva-
tion he inspired in his global sales organization were truly electric.” It would have
been an exasperating and frustrating existence if he hadn’t loved it so. “And I do
love it,” avows Mnuchin. “I think to be good at it, you have to. It’s not a science.
There’s no one right way to do things, no contract with specifications. Every
piece of business is different, and you never know what’s coming down the pike.
And aside from the money you make, it’s tremendously exhilarating when you
do a big trade—when everything works.” Mnuchin enjoyed playing the block
trader’s equivalent of “chicken,” calling institutional traders and offering to buy

blocks—any blocks—at either the last sale or on an uptick.
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Mnuchin laughs knowingly: “Some of our worst trades have resulted from
pride. When it goes wrong;, it is a lonely, desperate feeling, even though the part-
ners are terrific and supportive. There’s a tendency to be either very high or very
low. So when I’'m high, I temper it, knowing another day will come. And when
I’'m low, I temper that, too, so I don’t make it worse emotionally. Then afterward,
I try to learn from the defeats and repeat the victories.”®

In a rare compliment, Levy observed, “Bob is the best trade-putter-together
I know of in the business.” The senior trader at a major institution, reflecting the
intensity experienced by those on the receiving end of the Mnuchin treatment,
said, “Mnuchin is the most aggressive guy on the Street. He’ll move heaven and
earth to get a trade.”’

Levy’s focus on what was best for Goldman Sachs could, on rare occasions,
cause him to be badly out-traded—most obviously during the SEC’s drive for
negotiated commissions. The Antitrust Division of the Department of Justice
fired the first warning shot when it concluded in the late sixties that fixed rates
were a monopolistic practice; it wrote a letter to the SEC asking why fixed rates
should not be disallowed, particularly since firms were clearly discounting them
regularly to favored institutional customers. Caught off guard, the SEC rushed
to get organized and initiated a major study of institutional investing and related
brokerage practices. Levy was not only the head of Goldman Sachs, he was also
the chairman of the New York Stock Exchange, so he might have felt he was con-
flicted in serving two masters. Most exchange members wanted to keep fixed
commissions as long as possible—preferably forever. Knowing the other major
block-trading firms had a special-interest reason to be against give-ups, Gene
Rothberg, a smart, tough senior SEC staffer,"” saw an opening and gave Levy
a choice: The give-ups were really a form of price negotiation, so Levy should
either agree to negotiated commission rates or give up give-ups.

Since “where you stand is where you sit,” and Goldman Sachs was distribut-
ing many millions of dollars of give-up checks to other brokers, Levy immedi-
ately saw that Goldman Sachs would be far better off by giving up give-ups—so
he went for it. What he didn’t recognize was that this would be the fulcrum on
which the government would eventually oblige “voluntary” acceptance of nego-
tiated commission rates. Nor did he recognize that he had just been strategically

out-negotiated.
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In Levy’s second round with the government, he took another loss: He spoke
in favor of negotiated rates because he really thought commissions—particularly
for the large, difficult trades in which Goldman Sachs was the undisputed
leader—would go up if they were no longer fixed. He just knew that the other
firms could not keep up with Goldman Sachs, so for Levy, it stood to reason that
his firm would gain market share and would be able to insist on higher rates for
doing the tougher trades if rates were negotiable. Later on, Levy could see that
rates would probably decline some, but he still believed Goldman Sachs would
gain revenue and profits overall, because he was sure he would gain market share.
In the days before May Day in 1975, Levy toured the major institutions, confi-
dently saying, “If commissions drop more than twenty percent, we’ll get a// the
business.” He was very wrong. During the first day of negotiated rates on very
large trades, senior trader Bill Devin called from Fidelity: “We’re seeing a lot
more than ‘down twenty’—and from good firms.” It was the start of a thirty-year
collapse in commission rates from forty cents a share to well under four cents.

The persistent search for opportunities to do business—to dominate and
control the market, partly to maximize volume and partly to preempt any busi-
ness going to any competitor—can be illustrated many, many times in the ambi-
tious development of Goldman Sachs. One example was in the sale of stock by
corporate “insiders,” which was strictly limited by the SEC’s Rule 144 to 1 per-
cent of NYSE trading volume in any six-month period—unless the seller was
responding to an unsolicited bid. On Dick Menschel’s initiative, Goldman Sachs
developed a specialty business of showcasing its institutional block-trading activ-
ities to large individual holders of “Rule 144” stock. Far from feeling pestered or
annoyed by calls from Goldman Sachs salesmen, corporate executives with Rule
144 stock saw these calls as an invitation to be included in the action—and as a
potential source of those valuable unsolicited bids.

As the leader of the firm’s Rule 144 business unit, partner Jim Timmons lim-
ited his calls to people with at least twenty million dollars in stockholdings to stay
focused on his prime prospects. To gain maximum coverage of the whole mar-
ket, Timmons got weekly reports from a Washingtonian who rode his motorbike
to SEC headquarters each week to be the first to receive the regularly released
insider stock activity reports, which were available only there. And in New York

City, he organized an innovative information network on which the firmwide
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business development operation was based. He made Goldman Sachs the clear
leader in Rule 144 business and fed good new-business leads to the Private Client
Services brokers. An executive who sold a block of Rule 144 stock suddenly had
five million dollars—or ten million dollars, or more—of cash to reinvest.

Another niche market tapped by Goldman Sachs was the business of corpo-
rations’ repurchasing their own common stock. Goldman Sachs built up a busi-
ness specialty that required no investment in research, put no capital at risk, and
was a productive feeder for other businesses of the firm. While most stockbrokers
considered share repurchase just a minor sideline, at Goldman Sachs the minor
sideline grew to generate high-margin, risk-free business with annual revenues
of one hundred million dollars.

The firm had regular access to corporate treasurers through its large
commercial-paper business, and treasurers whose companies had large-scale
programs to repurchase their own shares found accepting Goldman Sachs’s calls
offering a block of stocks doubly attractive. The treasurers saw buying blocks as
far more convenient and cost-effective than a long string of hundred-share pur-
chases could ever be. In addition, they could avoid intraday price disruptions. If
Goldman Sachs could get a corporation’s buy order for a large-block share repur-
chase, it could then scour the institutional market, looking for a willing seller—

and another block-trading “crossing” opportunity.

When “NSI 100,000” appeared one day in the early seventies on the illu-

minated, outsize ticker tape that dominated the far wall of the trading
room, Timmons was stunned. This was supposed to be 4zs block of one hundred
thousand shares of Norton Simon common stock. He had been promised the trade
by the company as part of its share-repurchase program, and he had been able to
find a willing seller for a perfect cross and a full commission of seventy-five thou-
sand dollars. Even more important, Timmons had confidently assured the others
in the trading room nearly a week ago that he had it all set up—and far more
important, he had given that same confident assurance to Gus Levy.
Now, having lost the trade completely, he’d have to face Levy. But first Tim-
mons reached for the phone to call Norton Simon Inc. When the treasurer came

on the line, Timmons spoke quietly and directly: “One hundred thousand shares
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of NSI just printed on the tape. You promised that trade to me five days ago.
I’m calling to ask your help. You've got to explain it to me, because I have to go
explain it to Gus.” Timmons was no clerk; he was a Goldman Sachs partner.

“Jim, I owed business to Bear Stearns. This trade was my best way to give
them some business. I knew one of us would have to face getting chewed out by
Gus. Better you than me, Jim. So yes, I lied to you.”

Timmons put down the phone, pulled himself up out of his chair, and began
the long, long walk across the trading room to the darkened-glass cubicle. Levy
didn’t look up when Timmons got to the door. Timmons stood waiting for the
usual slight indication of recognition, but there was none. As more and more sec-
onds passed, Timmons knew he wasn’t going to be acknowledged.

Levy rose from his desk as though he were alone, moved past Timmons, and
walked deliberately to the center of the trading room where he silently took up a
position next to Bob Mnuchin. Not dismissed, Timmons stood frozen as he real-
ized the obvious: Levy was not going to speak to him.

Feeling the full burden of failure, Timmons began the long walk back across
the cavernous trading room toward his seat. As he passed the desk of Bob Rubin,
known to be one of Levy’s few favorites, Rubin’s barely audible voice gave this
saving counsel: “He only does that with guys he knows he can trust.” Levy’s les-
son was clear and indelible. Never, ever ease up on the unrelenting execution of
any transaction until after it has been absolutely completed.

A quarter-century later, Timmons’s memory of that experience, and the les-

son learned about how to get business done, was still vivid.
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REVOLUTION IN
INVESTMENT BANKING

he Ford stock offering, a triumph for Goldman Sachs and Sidney
Weinberg, also helped launch the career of John Whitehead. With his
friend and partner, John L. Weinberg, Whitehead would lead the firm
in decisively changing the basic structure of Wall Street and advance Goldman
Sachs from the cluster of firms in the lower middle ranks of investment banking
all the way up to global leadership. Unusually talented, shrewd, and classically
upwardly mobile, the good-looking, soft-spoken Whitehead was typecast for
Wall Street leadership and ambitious for his firm and for himself. As a competitor
later summarized, “John was the consummate investment banker of his era.”
Successful people and successful organizations seldom favor change, partic-
ularly change in their own sources of success in accumulating great wealth. They
oppose disruption and strongly favor stability, consistency, and reliability in the
business norms and personal behavior that they know best and that have worked
so wonderfully well for them as individuals. Investment banking was steeped in
traditions that had brought great wealth to many. Over fifty years, the ways of

Wall Street had been more and more carefully developed in greater and greater
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detail and had become increasingly stable. Nothing was more codified on Wall
Street than respect for other firms’ client relationships.

Through the 1970s, proudly traditional Wall Street firms would not deign to
solicit business. “Nobody called on corporations,” explains partner Jim Gorter.
“It just wasn’t done. The old school ties governed, and changes, if any, came
very slowly. For example, Motorola [founded by Paul Galvin] used Halsey Stuart
because Mr. Galvin had a personal friendship with Mr. Stuart. That’s the way it
was and the way it had always been. Investment banking firms expected clients
to come to them.” Even into the late 1970s, elite firms like Morgan Stanley and
First Boston would send engraved invitations to specific corporations—and even
the government of Mexico—informing them that they would now be welcome
to make an appointment to visit the firm at its office to discuss the possibility of
becoming clients.

Within all the leading investment banking firms, individual partners had
their client corporations, on whose boards of directors they usually served. Thus
they would always know well in advance if any financing were to be done; they
would be involved from the beginning in shaping the nature and timing of that
financing and be alert to repel any competitors that might presume to offer their
services. And while syndicates were organized firm by firm, the economics of
every firm depended on the productivity of the individual partners. They jeal-
ously guarded their particular clients because in an “eat what you kill” world,
their incomes depended on the business they personally brought in.

As Whitehead recalls, “Back in the old days of the forties and fifties, the
‘historical” syndicates of underwriters were taken terribly seriously and were
considered absolutely sacrosanct. Once a firm was in a particular underwrit-
ing syndicate as a major, it was a major for life. Changes came very rarely. I can
remember resenting quite bitterly the fact that Kuhn Loeb and Dillon Read—
which I considered at the time to be old-fashioned and not up to Goldman Sachs
in their talents—were included in the ‘bulge bracket’ as leaders in all the under-
writing groups that Goldman Sachs was not in. Nobody was willing to face the
reality and change those historical structures.”

Attentive service to each firm’s own clients was extremely important. There
was little or no shopping around for different investment bankers and very little

price competition. Moreover, few companies, other than utilities, turned regu-
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larly to the capital markets to raise either debt or equity capital, and if they ever
did, they certainly wouldn’t abandon their long-standing traditional banker and
risk such an important transaction with a different firm—particularly a small,
stigmatized, second-tier firm like Goldman Sachs.

During their time together working on the Ford offering, Whitehead had
earned Sidney Weinberg’s confidence. Even though he was not yet a part-
ner, he was able to get Weinberg’s okay that a study of Goldman Sachs’s new-
business activities might be worth undertaking. The study was authorized on
January 20, 1956, and completed several months later. But on the advice of his
friend John Weinberg, Whitehead cautiously kept in his desk drawer the crucial
report—which explained the risk of depending on one single person, even one as
remarkably effective as Sidney Weinberg—until afzer his formal admission to the
partnership.! Whitehead says knowingly, “Rocking the boat did not pay off with
Sidney Weinberg.”

Whitehead’s memorandum advocated a complete change in the firm’s orga-
nizational structure—a change that would, in time, decisively accelerate Gold-
man Sachs’s becoming the nation’s and then the world’s preeminent investment
bank, and in time would cause every major competitor in the investment banking
industry to restructure too.

Redefining a business and reinventing the firm—often very substantially
changing itself and its way of doing business—are themes in the extraordinary
growth and expansion of Goldman Sachs. Yet almost always the firm projected
smooth consistency that masked its unrelenting determination to advance in
competitive position and increase profits.

The most sincere business compliment is when competitors change their
strategies and organizational structures to imitate another firm’s business strat-
egy and the structure through which that strategy is being realized. The com-
pliment of replication is all the more substantial when competitors believe the
particular business they are adjusting is the crucial core of their own strategies
and when their previous organizational structure has been the pathway by which
their senior executives have achieved their prominence, power, and affluence. At
Goldman Sachs, Sidney Weinberg had been succeeding greatly within the old,
established structure. In his irreverently unique way, he had become a master

of that traditional structure, and it had enabled him to become accepted as an
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effective, powerful leader. So why would he be open to making any change, let
alone endorsing major change?

Into this unpromising environment, Whitehead proposed to separate execu-
tions from solicitations and to have everyone in investment banking at Goldman
Sachs work either on soliciting business and managing relationships or on execut-
ing specific transactions. Nobody would do both, even though that was the way
it had always been done on Wall Street. The idea of soliciting business with a
team of people who did nothing else was entirely new and different for investment
bankers. It was distasteful to many—including Sidney Weinberg, who knew how
important e was—and to many it seemed a sure waste of money because it could
not possibly be effective. Who, after all, could compete with Sidney Weinberg
or with any of the other leading bankers at Wall Street’s leading firms, who as
professionals all took pride in delivering the services they sold and sold only the
services they themselves delivered? Everyone knew that all investment banking
business had always been done at the highest executive levels and could only be
handled by skilled and experienced partners. Weinberg naturally believed he had
unique skills and abilities to develop relationships—skills and capabilities that
were not about to be matched by a mere commercial-paper salesman. Like other
traditional investment bankers, Weinberg believed that only the banker who
would actually execute the transaction could possibly fully understand what to
promise or propose, and he saw soliciting other firms’ clients as unprofessional.
Sidney Weinberg would see no merit in making any change.

He certainly made no response to the copy of Whitehead’s memorandum he
eventually received, and Weinberg was none too pleased when he learned that
copies had also been distributed in blue covers with a spiral binding to each of
the firm’s partners. However, since Whitehead’s proposal had been developed
in response to Weinberg’s own written directive, it was automatically on the
agenda for the next partners’ meeting. After Weinberg’s dismissive introductory
observation that “Whitehead has some crazy project on his mind,” Whitehead
explained his plan.

As he presented the proposition, it was simple: Pointing with deference to
Mr. Weinberg’s formidable success in bringing business to the firm—and making
no mention of the obvious risks in Weinberg’s clearly getting older—Whitehead

explained that if zen men were out selling and each of them could produce just
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20 percent of what Mr. Weinberg produced, they could, as a group, produce twice
the business the firm was then getting through Mr. Weinberg,.

In suggesting the separation of the sales and service function from the pro-
duction function, Whitehead used the example of manufacturing companies like
Ford. The successful automobile salesman doesn’t go out on the factory floor
to make the product; he goes back to sell more and serve his customers because
that’s what he is best at—while others do what they do best: make cars. “Pro-
duction and distribution are quite different,” Whitehead said. “Building relation-
ships to bring in the business is one function; executing the specific transactions
is a very different function. The different functions need different skills, drives,
and personalities. Demand versus supply. Most people—Dby skills, interests, and
temperament—are better at one or the other, and the opportunity for manage-
ment is to match each person to the role where he has the best fit, will have the
most interest, and will do the best work.”

For Whitehead, there were two important dimensions to the problem with
Wall Street’s traditional practice of just one investment banker doing it all for his
client. First, sales and selling were not demeaning; they were the vital strengths
of a great organization and should be so recognized. It takes time and thoughtful
attention to each client organization to become an expert on the opportunities and
problems that particular client must deal with successfully; to understand how
those problems and opportunities are changing and might change as time passes
and circumstances develop; to keep all the relevant people at each client fully
informed about and confident in the firm’s special ability to serve effectively;
and to make them confident and comfortable that the firm to use for each major
transaction is, naturally, Goldman Sachs.

Second, selling should be separated from manufacturing to be sure the best
manufacturing skills are dedicated to making the best product. Producing the
best-manufactured product is key to delivering the best service, and there are
just too many specialized products in investment banking for anyone to be a true
master of each and all of them.

Weinberg briefly expressed offhand skepticism in the meeting and was
clearly not supportive. “He rather obviously ignored the whole idea,” recalls
Whitehead, “but it was important that he did not explicitly reject the idea either.”

No formal vote was taken. With no direct opposition, Whitehead boldly and
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quietly decided to act. “Since there was no vote,” he explains, “we had not voted
no. So I just went ahead.”

Weinberg never did endorse Whitehead’s concept.

Jim Gorter, who built the core of Goldman Sachs’s national power in the
Midwest and ran the firm’s important Chicago regional headquarters for many
years, explains: “While the actual implementation was somewhat different from
the proposition as written, this was the decisive event in the development of Gold-

2 <

man Sachs and of investment banking as an industry.” “Of course,” acknowledges
Whitehead, “it would take ten years and several false starts to get the proposition
all worked out in operation, but it was clearly different. And we knew that Gold-
man Sachs had to be different to make a real change in our competitive position in
the business.” Observes Jim Weinberg, “Most great ideas develop rather slowly
with a few lucky breaks and then gather momentum. Only later do they appear to
be the stroke of genius.”

So that there would be no incremental cost for the firm—which could
provoke objection—Whitehead’s first step in the early days was to invite two
commercial-paper salesmen to add some of the firm’s other products to what they
were already offering in their regular marketing territories. “As salesmen, they
were naturally interested in this enlarged opportunity,” says Whitehead. (Years
later, he acknowledged that it was “a rather sleazy gambit” to start with the firm’s
commercial-paper salesmen, but it was a start and there were no alternatives.)
Whitehead soon added men from the buying department, such as Alan Stein in
California and Fred Weintz in the Midwest, and called his unit the new business
department—TIater renamed Investment Banking Services and called IBS. IBS
men became more and more effective in developing relationships and winning
business, and success in executing transactions deepened their confidence that
the product professionals they represented were so intensively specialized and
experienced in their particular product that they must be among the best in the
entire industry. The central question became, where should the firm’s relation-
ship managers concentrate so they could be most productive?

“As we looked at the overall market, the hundred largest corporations were
all pretty much locked up by the leading Wall Street firms,” says Whitehead.
“Most had just one major investment banker, and often a partner of that firm

was already sitting on their board of directors, determined to protect his firm’s
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relationship and keep all the available business—so there wasn’t much chance in
those early days to get them to change to Goldman Sachs. But there were many,
many other corporations, so we focused on them.” Into the mid-1970s, Goldman
Sachs concentrated on smaller and midsize corporations, the so-called Fortune
Second 500—and many even smaller companies. Whitehead’s group initially
worked with a list of five hundred companies. This list was soon expanded to
one thousand and then to two thousand. As more people were added to IBS, the
list each covered was cut from two hundred down to one hundred companies,
so more and more companies were covered more and more intensively. By 1971
every one of the four thousand U.S. corporations earning one million dollars or
more had an investment banker at Goldman Sachs responsible for trying to do
business with it. In the five years between 1979 and 1984, the firm added five hun-
dred new clients, literally doubling its clientele. Within a generation, every major
firm on Wall Street was obliged by competitive realities to adopt Whitehead’s
organizational concept.

Having gotten their selling experience in the commercial-paper business,
the commercial-paper salesmen knew the disciplines of patience, persistence, and
procedure. They had to build comprehensive credit files on prospective issuers
long before they did any business so the firm could respond swiftly if and when
a company might call to say it had decided to issue commercial paper. As Fred
Weintz recalls those early days, “An IBS man would write a report to the buy-
ing committee explaining the company and what it wanted to do with the capital.
Then there would be extensive checks with competitors, suppliers, and customers
to find out what the company and its management were really like. I was always
making new calls, but we wanted to develop relationships and would try like hell
to do a good job for each client. We knew that if we did our work really well for
each client, more business would follow and we’d get recommended to others.
Our competition for underwriting consisted of Blyth, Merrill Lynch, First Bos-
ton, and McDonald.”?

But Whitehead wasn’t looking for mandates to sell just commercial paper: “I
was always looking for some other things we could sell. So I might see a possibil-
ity at one of the companies for, say, a debt private placement and say, ‘Ted, why
don’t we also sell these folks a private placement?” And Ted would try it out on

his next visit and write it up in his call report. And then I"d say to Bob and others,
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‘Did you notice that Ted’s already talking to company X about a private place-
ment? Looks like a good idea.” And pretty soon, Bob would report on Ai:s call
reports that he was recommending a private placement to company Y”—with
Whitehead deliberately and repeatedly taking note of Bob’s good initiative when
talking to the others in IBS and to Bob himself.

Acknowledging how closely he monitored the sales effort, Whitehead recalls,
“I read all of the call reports, often sending them back with notations like, ‘Did
you try to offer them service A2’ or ‘Did you ask about service B?’ Soon enough,
one of the men somehow got a mandate to study a company’s dividend policy for
a fee of twenty-five thousand dollars. Not much of a fee, even in those days, but
recognized as business we’d never have had except for his efforts. A memorandum
celebrating this wonderful accomplishment went to all the partners. The triumph
for a whole year would be that Goldman Sachs had persuaded some company
not to use Lehman Brothers for some issue and instead to use Goldman Sachs, or
to add Goldman Sachs as a joint manager in addition to their historical banker,
Morgan Stanley. Those small gains were celebrated as great achievements.”

Whitehead was optimistic—and determined. As he recalls those years,
“Pretty soon we’d get another mandate and do another transaction, and would
celebrate that fine achievement rather widely and visibly. We kept doing this until
the whole team was engaged in selling our broader and broader product line.”
With Whitehead’s persistent and cautious “prune losers, feed winners” style
of management, the whole IBS organization became constructively infected
with commitment: first to specific actions and transactions and later to an over-
all strategy—and eventually to a firmwide culture and a commitment to a new,
organized way of doing business.

By making relationship management conceptually equal in stature to execut-
ing transactions, Whitehead was able to recruit skillful people into an organiza-
tion that became notoriously effective at finding business and distributing new
product ideas. It gave Goldman Sachs a decisive competitive advantage over
other Wall Street firms, plus a growing reputation for competence and commit-
ment among corporate prospects and clients. No other firm could match it. Even
competitors called it “the machine.”

Whitehead recalls with a smile how the business was built: “We would, of

course, defend and protect our own clients, taking full advantage of our being
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their traditional investment bank, and saying to a CEO who had just come into
office ata firm client, ‘Oh sir, you wouldn’t even think of changing your company’s
long-established investment banking relationship, because this is something that
has gone on for generations before you came on the scene. You’ll be CEO for
only a few years, but the relationship between Goldman Sachs and this company
will certainly continue on forever.” But then with other firms’ clients, of course,
we talked a very different line, saying “Who does Morgan Stanley think they are,
to claim that they own you? You are an independent company. You have every
right to pick your own investment banker based on whoever you think is the very
ablest, and not be bound by past history.””

Whitehead’s first task was to build IBS into an organization that could suc-
cessfully initiate, develop, and build business relationships with many, many cor-
porations. The second and simultaneous task was to elevate the stature of IBS
within the firm to equal the traditionally dominant buying department where
skeptics and resisters were numerous. This equality in stature would depend on
the ability to recruit and keep exceptionally talented and ambitious profession-
als working in IBS for their full careers. For several years, Whitehead led the
recruiting each year at Harvard Business School. He was also always looking for
unusually capable commercial bankers who might transfer for more opportunity,
and he recruited people from other firms, concentrating on ambitious younger
people who had good training and experience but might feel stymied in their
careers. Whitehead would offer them the opportunity to have their own accounts
and a promotion to vice president.

Fred Weintz recalls how things were: “Not long after John Whitehead put
forward his plan to establish a new business department, Jim Weinberg persuaded
me to apply for a transfer from commercial-paper sales. Commercial paper was
not very profitable, but it was a good way to get started with a company while
looking for a chance to do a future public offering if the company earned at least
one million dollars. And obviously, it had to be a quality company to pass with
Sidney Weinberg. The firm was also trying to recruit commercial bankers on the
theory they knew how to call on companies for financial business, and was offer-
ing them twelve thousand dollars a year. But when I was taken on as an internal
transfer, it was for only $7,500 because the firm’s cost controls were so very strict.

Following the pattern used for commercial-paper sales, we were organized by
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geographic areas, with five men in New York, two in Boston, one in Philadelphia,
and one in St. Louis. I had Ohio and Indiana—except, of course, for any compa-
nies in the territory that were Mr. Weinberg’s. We were always striving to ratio-
nalize our business and the operation of the new business department. We knew
we were nowhere in oil, and Morgan Stanley and First Boston had most of the top
one hundred corporations. Goldman Sachs had a few in the top one hundred list,
but most of our clients were spread across the next thousand. We had group meet-
ings all the time trying to figure out ways to improve our business.”

Whitehead recalls, “Since there were hardly ever any changes in investment
banking relationships in those early days, our task of breaking in was daunting.
We would evaluate our performance by how many new clients we added in a year
versus how many we lost. After a long year’s work, we might be up three or up
six or something like that.” It didn’t seem to work at first. New Business took the
credit for things, and the overheads went up, and small gains were celebrated as
great achievements, but the flow of business did not really increase. The idea that
commercial-paper profits would “finance” the expanded new business organiza-
tion looked to some like wishful thinking. As George Doty observed: “Goldman
Sachs’s new business development organization was by no means an overnight
success. For several years, it was a money loser. That’s one of the main reasons
other firms did not duplicate it. Who wants to duplicate an experiment that is a
radical departure from the tried and proven, and doesn’t seem to be working all
that well?” It would take ten years and several false starts before Whitehead’s
innovation worked out. Sidney Weinberg never did like it or support it and was,

according to Whitehead, “number one in new business until the day he died.”

hitehead gave more and more of his attention to things managerial, par-
Wticularly business planning. One day in late 1963, Gus Levy, the intuitive,
forceful, deeply engaged frontline leader, had cornered Whitehead in the hallway
to bemoan the dreadful news that with all its hiring of people, the firm was now
saddled with a huge annual overhead of twelve million dollars. Levy worried
aloud, “We’ll have to take in a million dollars every mont just to break even!”
Whitehead offered reassurance that, with some planning, this apparently

awesome cost burden could actually be covered by normal and expected opera-



REVOLUTION IN INVESTMENT BANKING - 163

tions. For starters, Whitehead said he would estimate that the investment bank-
ing part of the firm would do at least one private placement a month—and,
taking a pad of paper, wrote down “12x $50,000” to record the fees that might be
expected from this line of business, which, at the time, was a major product line
for the firm. Then he added a line for commercial paper and then another line for
a third service and so on until he had accumulated six million dollars in expected
revenues, all from investment banking,.

Then he asked Levy, who ran both arbitrage and stockbrokerage, “And what
would you guess you can expect to do?” Responding to an implicit competitive
challenge and quickly catching onto the play of the game, Levy ventured an esti-
mate of the commissions to be generated by each of his twenty-five largest stock-
brokerage clients—and then those likely to come from the next fifty—and then
added something for arbitrage. As each new item was put forward, Whitehead
wrote it on his pad. Then, noting that the total came to more than the previously
daunting twelve million dollars, Whitehead had a rough business forecast for the
coming year and wrote across the top, “1964 Budget.” With this simple start,
the discipline of planning was on its way to becoming a hallmark of the firm.
Revenues were soon twenty million dollars, with expenses at fourteen million

dollars—and pretax profits were six million dollars.

The investment banking business began to change in the 1960s as the volume
of underwritings and the mergers-and-acquisitions business both picked
up and institutional investors rose to dominance in the debt and equity markets.
Even more important, major companies wanted more than one banker, and they
began to use joint managers for their underwritings. More and more, investment
bankers lost their “captive” clients.

Investment bankers traditionally prided themselves on being generalists who
could execute any transaction or perform any banking service that client compa-
nies might want or need. Whitehead’s organizational innovation was to divide
and conquer. By focusing each banker on one specialty, Goldman Sachs would
be able to deliver the best of both and do so over and over again, eventually any-
where and everywhere. Pairs of specialists—one expert on the product or service

and one really knowing the company and all its key people and how they made



164 - THE PARTNERSHIP

decisions—could beat the generalist investment bankers from traditional firms,
occasionally at first and then, increasingly, time after time.

“Pretty soon the system began to work pretty well,” recalls Whitehead with
characteristic understatement. “Prestige for this group would necessarily come
later—with the results.” If the rest of the firm had doubts about the stature of
the group, that was resolved decisively by Whitehead’s persuading Sidney Wein-
berg’s highly regarded elder son, Jim, to leave Owens-Corning Fiberglas and
join IBS, where he was very successful and a Weinberg. In addition, as the years
went by, others within the IBS group were promoted to partnership.

After an IBS new-business relationship manager won a mandate, he would
turn over full responsibility for the execution to a specialist in that particular type
of transaction. The relationship manager who developed the business would con-
tinue to be responsible for seeing to it that the client was pleased with the trans-
action and for seeking additional business. Meanwhile, the execution specialists,
as they accumulated more and more experience, became leaders in their special-
ties. They could focus all of their time, skill, and energy on what they did best,
knowing that the relationship professionals would bring in more—and more
interesting—work for them to do on behalf of major clients who would already
be committed to the undertaking. As Whitehead summed it up, “When our sell-
ing people knew they were representing the very best, most experienced, and
most skillful product specialists, they could speak with pride and conviction when
advocating a specific transaction to one of their clients. And they also knew they
could turn the execution entirely over to the firm’s product specialists, while they
continued to devote all their time and energies to doing very well what they did
best: working closely with each of their clients to be sure they kept bringing in the
most business. They knew their prospects and their clients would get ‘best execu-
tion’—and it was always easier to brag about a colleague than about yourself.”

The combined strength of pure relationship managers doing what they did
best, matched by pure product experts doing what they did best, would, in time,
give Goldman Sachs a decisive—“unfair”—competitive advantage and a steadily
growing reputation for competence and commitment among corporate prospects
and clients. Gradually but steadily, the transaction specialists became confident
that the relationship specialists really knew their companies and were good at

finding and developing business opportunities and would call them in only when
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a company was genuinely interested in their transaction specialty, so their time
would always be well used. And the relationship specialists steadily gained confi-
dence that the transaction specialists had more experience than their counterparts
at other firms in their particular product specialties and knew the inside stories on
all the most recent transactions—which gave them special credibility in compet-
ing for new business. As both groups eventually learned they could depend on each
other, this was good for esprit de corps. And this interdependence fit well with the
Goldman Sachs culture of teamwork and the subordination of “I” to “we” that had
originated with the Sachs family, was consistently advocated by Gus Levy, and

was always insisted upon by John Whitehead and John Weinberg,.

S pecialization by industry—in addition to specialization by geography—
began institutionally in the early 1960s with partner Dick Fay focusing on
finance companies. Then Burt Sorenson, also a partner, started to focus on utili-
ties. When Barrie Wigmore, a Canadian, joined the firm in 1971, Whitehead’s
strategic objective was to accelerate the pace at Goldman Sachs by recruiting peo-
ple like Wigmore, who wanted to achieve something special in their careers, were
more than willing to work long hours and weekends to make it happen, and saw
change as exciting and fun.* The original plan was to pair Wigmore with Charlie
Saltzman, a retired general who had served at a senior level in the State Depart-
ment before he was hired into the firm by Sidney Weinberg. Already in his sixties,
Saltzman was near retirement, so Wigmore was in line to take over coverage of
his companies in a year or two. But before that change ever took place, Whitehead
decided it would be better to put Wigmore in charge of trying to develop business
for Goldman Sachs in the huge public-utilities business.

Corporate-bond issuance was dominated by public utilities, but Goldman
Sachs had no fixed-income research and no strength in bond sales. Moreover,
most utility issues were competitively bid; Goldman Sachs historically had little

interest in that low-margin business. But Whitehead still saw possibilities.

* Wigmore was surprised by the pace he found. Used to working on weekends, he came in on Saturday to find the
doors to Goldman Sachs closed and locked. Nobody came in back then on Saturdays. Similarly, late-afternoon meet-
ings would be brought to an abrupt end in those days by statements like, “Uh oh, time for my train!” Wigmore’s

readiness to extend the workweek was seen as an inconvenient nuisance by others at the firm.
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To Whitehead, utilities represented a major opportunity—not because they
did over half of the total public securities offerings by corporations; not because
they were sure to continue to be major users of Wall Street underwritings in good
economies and bad; not because there were so many of them; not because they were
located all over the country; and not because utilities were important to such pres-
tigious investment banking firms as Morgan Stanley, First Boston, Merrill Lynch,
White Weld, and Salomon Brothers. In Whitehead’s view, utilities represented a
major opportunity because Goldman Sachs had almost no business with utilities—
so “the opportunities were unlimited.” Whitehead explained the opportunity:
Wigmore could develop his own strategy, wasn’t expected to spend time protecting
existing business with old clients, and could go anywhere and do anything.

The one utility that the firm did any business with in the early seventies was
the right one: Telephone. In truth, AT&T was not a firm client; it was a Gus
Levy client. AT&T habitually sold common stock on rights offerings through
warrants, and this automatically created an arbitrage situation involving the
“when issued” shares. Since Levy headed the firm’s arbitrage desk, he auto-
matically became an important participant in the underwriting process and soon
established a reputation with AT&T as an expert on share pricing—an expert
whom AT&T wanted to consult before setting the terms of each new offering.
Levy, who was chairman of Nelson Rockefeller’s campaign finance committee,
had become a member of New York Telephone’s board of directors, so his firm
frequently was listed as a comanager of AT&T’s new issues—but never as the
lead manager. Levy had developed such a strong relationship with AT&T’s trea-
surer that even though Goldman Sachs lacked retail distribution and was weak in
bonds, it would get a call announcing how much business it would be getting in
each new underwriting—prestigious business the firm was glad to have.

So AT&T was a start. But would there be any followers? Wigmore took an
inventory of his weak strategic position: Utility stocks were of no interest to most
of the firm’s institutional clients—and all of its important accounts. The firm had
none of the small retail customers who traditionally bought utility stocks. The
firm itself had little interest. Ray Young, head of sales, was clearly opposed: “We
have no business in selling utility stocks.” The firm’s total revenue from utility
business in 1970 was only twenty-five thousand dollars. Every utility already

had long-established, stable investment banking relationships, and utilities were
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notoriously cautious about changing their sources of finance. Changing these
settled relationships would be difficult. The firm didn’t know the complex ins and
outs of the many and arcane utility regulations—regulations that were important
and differed from state to state and from one type of utility to another. Wigmore
didn’t know anything about the rating agencies and how they did their work—
except that they were important. And Wigmore didn’t know the lawyers of the
utility bar, but he did know he had to get to know them. Wigmore didn’t know
any utility executives, and they didn’t know him.

Barrie Wigmore was a long, long way from his family home in Saskatch-
ewan. But things were changing at Goldman Sachs. Under Whitehead’s leader-
ship, the investment banking department was developing a new aggressiveness.
New-business developers were calling on clients and nonclients alike in search
of business, and the specialty departments around the firm were encouraged to
provide a constant stream of new ideas. Thanks to an unparalleled recruiting pro-
cess, a lot of smart young people were generating ideas.

Structural changes are always resisted and always difficult to implement suc-
cessfully, and the firm had a long-established tradition of all relationship bankers
being generalists. This was important from a management perspective because as
different opportunities waxed or waned, people could easily be moved around and
redeployed. This tradition added two key elements to Goldman Sachs’s strategy: low
fixed costs and ample resources with which to pursue and maximize gains from any
unfolding opportunities. People at other firms would say, “We should do this for the
prestige” or “for our rank in the league tables” or “to protect our relationship” or “to
show our commitment.” Not at Goldman Sachs. Goldman Sachs has always been
more clearly and more consistently focused on profizs than the other firms.

Goldman Sachs was also more consistently aggressive, as illustrated by Wig-
more’s pursuit of an appointment with an important prospect in the early 1980s:

“Sorry, Mr. Wigmore, my whole day is fully booked.”

“When do you start your day?”

“Six o’clock.”

“If I came in at five forty-five a.m., could you see me?”

To develop business with utilities, Wigmore knew he would have to outflank
the established firms and be innovative, so he searched for ways to differentiate

his business-development initiatives and capitalize on firm strengths that had not
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yet been applied to utilities. As an outsider, he had to be ready for possible breaks
when and where innovation might be welcome. Wigmore’s team eventually
included over thirty professionals—analysts, IBS relationship managers, and
product execution experts. Every Monday morning, they all gathered at 8 a.m.
for breakfast and open discussion, reporting on every aspect of the unit’s business
and probing guests from other departments for new ideas. While the specifics
would differ each week, the agenda was always the same: What’s new and chang-
ing? What smart, new things are competitors doing that we can learn from? What
opportunities might be developing?

Everyone was encouraged to come up with new ideas, no matter how far out,
and to test them. “It was good for business and great for morale. We tried out all
sorts of ideas,” recalls Wigmore. “Some were nonstarters. Some were crazy. But
some of them really worked. It was exciting to be in the hunt, and it was really
exciting when we developed a winner. Pretty soon, we were earning a reputation
in the industry for being well informed and imaginative, so more and more people
wanted to talk with us and hear what we had to say and work with us on develop-
ing new ideas.”

Most of the new ideas applied to the capital-hungry electric utilities industry.

Some of the new ideas that worked:

e The firm arranged the first nuclear-fuel lease with commercial-paper
backup. In these transactions, the firm bought nuclear fuel in a special sub-
sidiary, Broad Street Services Corporation, financed it with commercial
paper guaranteed by bank letters of credit, and then leased it back to the
utilities. This used the firm’s strengths in commercial paper and in leasing,
an unusual specialty few competitors knew much about. A similar oppor-
tunity was found in equipment leasing.

* Pollution-control revenue bonds capitalized on the firm’s strength in tax-
exempt finance.

o The aggressiveness of the private placements department opened up new
opportunities. When an institutional investor told one of the Goldman Sachs
private placement experts that he wanted a specific type of bond, Wigmore’s
team would quickly scour the utilities side of the market, asking, “How

would you like to borrow ten million dollars now at such and such a rate?”
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This unorthodox approach—the exact opposite of the traditional approach,
where a borrower prepared an elaborate offering statement and initiated the
process—worked well and soon made Goldman Sachs a go-to intermediary
in this new and fast-growing segment of the capital market.

* Eurobonds, sold through the Netherlands Antilles, opened another niche
market and provided a way for American utilities to get their names and
creditworthiness known in Europe’s expanding capital markets.

o SAMA—the Saudi Arabian Monetary Authority—had huge cash flows to
invest in the late 1970s, and interest rates were not as important to SAMA
as credit quality. Through the contacts of partner Thomas “Dusty”
Rhodes, the utility group arranged two- to five-year private placements
with SAMA for many of the highest-grade U.S. utilities.

* Utilities that wanted coal-fired power plants could negotiate long-term sup-
ply contracts with coal-mining companies. But the coal companies could
not afford the investment—as much as one hundred million dollars—in
the outsize dragline equipment sometimes needed to mine the coal. Nor
did the coal companies have enough taxable income to use the huge depre-
ciation charges from such an investment. Solving this problem was easy:
The utilities would arrange the financing for their coal suppliers through
Goldman Sachs—and another financing specialty with good profit mar-
gins was developed and systematically offered to every utility that was a

potential user.

These innovations were successful and profitable for the utility group, but
they were all concentrated in the debt markets. Innovations there might gain
Goldman Sachs respect and business within the utility industry, but common-
stock equity financing was the utilities’ lifeblood and ultimately determined
whom they considered to be their investment bankers. Goldman Sachs needed
to penetrate the equity market. But the effort faced big obstacles both outside the
firm—competitors were entrenched and determined to defend the business—and
inside. Things began to change, however, when Ray Young, the leading resister
inside Goldman Sachs, retired, and Dick Menschel became head of sales. Open to
new ideas, Menschel listened to Wigmore’s proposition: “The sales force doesn’t

know much about utilities. If you’ll give me one guy—part time—so we can teach
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him all about utilities so other sales people can feed off his knowledge, I'm sure
we can really do some business in utility stocks.” Fortunately, Menschel assigned
Tom Tuft to work with the utilities group. Tuft would become the leading insti-
tutional seller in the country of electric-utility stocks and go on to become the
chairman of the firm’s equity capital markets group.

Working with the research department, Tuft and Wigmore developed an
easy-to-use sales tool that could be run off the computer every day. It showed, in
rank order, the deviation in every utility stock’s yield from its historical relation to
the industry’s average yield. Taking the simple assumptions that the market was
usually right on its pricing of each utility relative to a// utilities and that reversion
to the mean would tend to bring any “wanderer” back toward the norm, money
could be made by selling the “highs” and buying the “lows.” Casualty-insurance
companies—able to exclude from taxes 85 percent of dividends received as
income—Ilearned to use the information. Trading off the model, they became
increasingly active trading customers with, of course, Goldman Sachs.

For Goldman Sachs, with its leadership in block trading, the next steps were
easy, at least in retrospect: Offer blocks of new-issue utility stocks to institutions
it knew were buyers, without the cumbersome, expensive, and time-consuming
process of organizing a retail-oriented, multifirm underwriting syndicate and
conducting a road show all around the country. Now, through just one firm—
Goldman Sachs—utilities could raise fifty million to one hundred million dollars
of low-cost equity capital in just one day. There was none of the usual “market
uncertainty.” And the execution cost to the issuing utility was compellingly low:
only 1 percent to 2 percent instead of the customary 3.5 percent underwriting
spread.

The next step would be continuous offerings. The firm persuaded the utili-
ties that doing one big offering every year or so was not as likely to achieve their
objective of low-rate financing as using a shelf registration (one registration state-
ment covering several future issues of the same security) and taking advantage of
market opportunities as they developed. Recalls Wigmore, “We began this sort
of offering with medium-term notes, which were just one step along the maturity
curve from the firm’s great strength in commercial paper.”

Advancing to longer-term debt and then to equity offerings was, at least in

retrospect, a natural progression. If an institutional investor was interested in
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buying one hundred thousand shares of common stock, that buyer interest would
be taken directly to the utility as an offer. With its stock facing none of the market
pressure so often caused by a major syndicated equity offering, the issuing util-
ity typically got a better price for its shares. Goldman Sachs became known as
unequaled in efficient execution of institutional stock purchases, and this added
to the firm’s overall credibility.

With these new underwriting tools and Tom Tuft’s leadership, the firm
gained new respect in the equity arena. It could increase its business by getting
a bigger share of each underwriting—which it pursued vigorously. The turning
point came on a deal for Florida Power & Light, traditionally one of the smartest
companies in the industry, when it agreed to do a major nonsyndicate offering
through a three-firm team: Goldman Sachs, Merrill Lynch, and Salomon Broth-
ers. “Goldman Sachs was absolutely focused on placing those shares. The two
other firms were not so focused on making it happen. This gave us a real oppor-
tunity,” recalls Wigmore. “First, we sold all of our own allotment. Then we took
back a// of Merrill Lynch’s allotment—and sold one hundred percent. And then
we went to Salomon, who told us they still had eighty percent of their allotment.
So we took that back and sold all of it, too.”

Of course, this aggressiveness upset established underwriters like Merrill
Lynch and Morgan Stanley as Goldman Sachs began picking off more and more
business from ‘their’ clients, but it was great business for Goldman Sachs. No
underwriting risk. No capital tied up. And no disruption to an established busi-
ness relationship. “The utilities loved it too,” recalls Wigmore, “so they began
giving us other business as well. It was great, really great.”

The firm’s experience and effectiveness in distributing utility securities in the
United States spliced nicely with its drive to build up business in the United King-
dom, where, starting in 1979, Margaret Thatcher’s new government was strongly
committed to privatizations. If Goldman Sachs could win those enormous, highly
prestigious assignments from the British government, it would be taking a giant
step forward in establishing itself in London and on the Continent. The firm had
several things going for it. First, it was no stranger to UK institutional investors
that were experienced, major investors in utilities. Scottish institutions in Edin-
burgh, Dundee, and Glasgow had been especially regular customers for utility

underwritings, so they had gotten to know the firm and the firm knew them.
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More important, Goldman Sachs had been developing expertise in underwriting
offerings for investor-owned utilities. As Wigmore says, “We really understood
the investors; we knew the market.” Wigmore demonstrated Goldman Sachs’s
usual competitive intensity—flying over on the red-eye, meeting for luncheon in
London with senior UK Treasury officials, and then coming right back to New
York on the late afternoon flight. Her Majesty’s Treasury got the message: Gold-
man Sachs was committed.

Almost simultaneously, Tom Tuft, frequently working with Bob Rubin,
had success in utility privatizations in Mexico and Spain. The utility group had a
parallel success with the gas-pipeline industry. Because the firm still had a weak
hand with electric utilities, Wigmore concentrated at first on the pipeline indus-
try, which had a more industrial mind-set that suited Goldman Sachs’s traditional
skills. Fortunately, White Weld, one of the traditional pipeline investment bank-
ers, was in decline at the time, and other firms were slow to specialize in pipeline
business. In new issues by pipeline companies, the firm went from zero to ranking
number one. “But at first,” says Wigmore, “we started, as always, beating our
heads against the wall with the intensity of our calling and calling.” Fortunately
the pipeline companies saw themselves as industrials, not utilities, so they liked
that Goldman Sachs was an industrial underwriter.

As pipeline companies tried to diversify, Wigmore saw the opportunity to
apply the firm’s mergers-and-acquisitions skills in the gas industry. Then, in the
mid-1980s, when unfriendly tender offers became popular, Wigmore had a rev-
elation: “The pipelines were sitting ducks—targets for hostile takeovers. The
numbers were staring me, and anyone else who would look, right in the face.” So
he made the rounds of the pipeline companies to warn them: “You’ll get raided—
or LBOed!” This warning was more correct and timely than even he realized.
When Cities Service was forced to sell off its gas pipeline in 1984, it attracted an
astonishing twenty different bidders. “It was so obvious what that meant: The
whole pipeline industry was now in play. All I could say was the obvious: ‘Watch
out! Here it comes!””

As one of the first units organized to serve investment banking clients in a
single industry, the utilities group broke the firm’s traditional geographic mold—
because, by intense specialization, it made more profits. In 1985 the merger of

American Natural Resources and Coastal States Power produced the largest fee
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the firm had ever earned. Then Northern Natural Gas merged with Houston Nat-
ural Gas. The utility merger business exploded. M&A bankers like Mack Heller,
Mike Overlock, and Peter Sachs joined in, and the transformation was under
way. As volume continued to expand, the firm could justify forming more and
more industry-focused groups. David Leuschen started the highly successful oil
and gas unit. Joe Wender started the banking group, which soon expanded into
all finance industries. Other specialties included telecom, retail, health care, and
forest products—each of enough size that it could flexibly adapt to opportunities

developing within its industry.

Whitehead’s “phalanx” organization—ad hoc combinations into effective
teams of interchangeable specialists—was virtually unstoppable against
any competitor organized in the old-fashioned “one banker does it all” star sys-
tem that divided each banker’s time and experience between executing a variety
of different kinds of transactions and developing numerous client relationships.

Fortunately for Goldman Sachs, the effectiveness of Investment Banking
Services was well established before the proliferation during the 1970s of invest-
ment banking products. The investment banking business changed then as the
volume of underwritings and the mergers-and-acquisitions business both picked
up. Investment bankers lost their captive clients as companies wanted more than
one banker and increasingly chose to use joint managers for their underwritings
and other firms for specific specialties. With the professionalization of the debt and
equity markets through the increasing dominance by large, sophisticated insti-
tutional investors, the traditional power of the investment banker was no longer
determinant. The markets themselves were increasingly dominant because the rise
of active institutional investors made them faster, cheaper, more price-certain, and
responsive to innovation. Companies could choose different investment bankers
for different services, shopping for the best firm for each transaction.

This opening-up played directly into the expanding array of capabilities at
Whitehead’s Goldman Sachs. While another firm might have better individual
bankers, they could not be masters of every product specialty, and while a tradi-
tional banker concentrated on executing a transaction, he could not be out solicit-

ing more business or defending a client relationship with extra services. Goldman
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Sachs was designed for competitive advantage, and with each passing year, that
advantage got stronger and stronger. No matter how brilliant a competitor’s
banker might be, he found it harder and harder to keep up with the IBS machine.

Whitehead’s IBS organizational structure also made it possible for Gold-
man Sachs to follow a low-risk and high-impact “fast follower” strategy on new
products and services. Let other firms be first with new ideas, absorbing the costs
and pains of being on the “bleeding edge” of innovation. Study what worked and
improve it if possible; sort quickly through more than a thousand client relation-
ships to select the most likely prospects for the new service; then, using IBS as
the delivery system, take the transaction specialist to all the most promising pros-
pects; and finally, by outselling the innovating competitor, come from behind
quickly to do the most business and become the recognized experts in the new
service.

Sidney Weinberg’s very individual way of building relationships and execut-
ing transactions made him the best banker of his era, but his way never would
have worked in the greatly changed business of the sixties, seventies, and eight-
ies. Ironically, Sidney Weinberg had mastered the investment banking business
that his protégé, John Whitehead, made obsolete. Each man, in his own way,
was crucial to the success of Goldman Sachs in his own era. Intermediaries, par-
ticularly in a dynamic, fast-changing business like wholesale financial services,
must always be changing and reinventing themselves and their ways of doing
business to advance against the strongest, most skillful and aggressive compe-
tition in what economist Joseph Schumpeter accurately described as creative
destruction—even when what’s being destroyed is a firm’s own business.

While understandably proud of the deals and transactions he brought in for
execution and of the client relationships he developed, Whitehead acknowledges
that his principal and most enduring contributions came from his organizational
initiatives, particularly reorganizing investment banking. Still, he was very effec-
tive as an aggressive, frontline competitor for business.

Surprised once to learn that another firm had proposed a financing and that
one of his best clients had decided, since it fit their needs, to go forward with the
competitor’s proposal, Whitehead immediately called the company’s CFO. After
the personal pleasantries typical of close relationships, Whitehead turned to the

real purpose of his call: “Having just learned of your decision to do this specific
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financing, would you be okay—if, of course, this other firm would agree—since
we are so well recognized by investors as your principal banker, to comanage this
particular offering? I'm confident that, with both of us working together, you
would get a better market reception and, most probably, a better price.” Natu-
rally, with nothing to lose and potentially a real benefit, the company agreed, if
the other firm would go along,.

Whitehead than called the banker at the competitor firm. “We’ve been bank-
ers for a very long time for this company and it would be awkward for us to have
your firm acting as the sole senior manager on a public offering by the company.
I’ve spoken with my friends at the company and, while they like your initiative on
this particular financing, they would have no trouble at all with our jointly man-
aging this offering. Of course, as we both know, there are always many, many
ways for friendly firms in Wall Street to help one another as the years go by. And,
candidly, it would mean a lot to us at Goldman Sachs if you could see the merit in
not excluding us, since we are their traditional investment banker.” Whitehead
went on a bit more, but the other banker had already gotten the message, and
knew he would be wise to accept reality and to do so promptly: “John, why don’t
we agree right here and now to comanage?”

At the company’s headquarters, Whitehead and the competitor banker
met with the CFO to determine the terms of the transaction. Graciously,
Whitehead—apparently recognizing the competitor’s having initiated the trans-
action—said, “Why don’t you begin with your thoughts on pricing?” The bait
was out and the other banker went for it. “We think the interest rate we can go to
market with is fifteen and a half percent, and that at this rate we can raise twenty
million dollars.”

“Why not develop how you arrived at your pricing conclusion,” prompted
Whitehead. So the other banker explained his reasoning, making it clear that, in
his firm’s carefully considered opinion, this was the very best possible price—and
maybe even a bit of a stretch. This locked him into his position and made it easy
for Whitehead to go right around him. “At Goldman Sachs, we look at this issue
and the market somewhat differently. If that’s the best our fine competitor can
do, then I'm pleased to say that we at Goldman Sachs are prepared to offer a full
twenty-five basis points Jower cost to our good client.” Two weeks later, Goldman

Sachs was sole manager of the offering.
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When they saw each other again a year later, the competitor said, “John,
you taught me a lesson—a very expensive lesson.” Whitehead replied: “Maybe
it seems expensive to you in the short run. But in the long run, you’ll never leave
yourself so open to a competitor. You’re young. Over the years ahead, I'm sure
you’ll profit from the experience.”

Shortly thereafter, Whitehead invited the banker to luncheon in one of the
firm’s private dining rooms. This time, his interest was more personal: White-
head wanted to know if he might be interested in joining Goldman Sachs. This
inquiry was not unusual. Over the years, Whitehead developed the practice—
and strongly encouraged all others in IBS to join him—of recruiting the best
people at competitors. This concept soon became codified: It was almost okay to
lose an important transaction if you recruited to IBS the competitor who won.

Whitehead recognized eatly on that dividing the spoils, or allocating credit
for transactions among Goldman Sachs people, could easily become divisive.
After all, how and why would relationship specialists fully appreciate all the con-
tributions that had been made by transaction experts—and how and why would
transaction experts fully appreciate all the important contributions made by the
relationship specialists to the firm’s overall success? So Whitehead installed a win-
win approach to compensation that would help avoid confrontations and help build
strong teamwork and encourage everyone to concentrate on making the phalanx
system work: 100 percent credit for each transaction would go to ot/ sides. If a
client assigned to Murphy did a transaction with the firm, Murphy got full credit,
whether Murphy actually did anything or not. So there was zero reason to try
going around Murphy or to ask potentially ugly questions about whether Murphy
was 60 percent responsible or only 50 percent, or merely 30 percent, responsible
for the completed transaction—“delineation perfection” that could easily hurt
feelings and distract people from focusing 100 percent on working for the client.

After each transaction, an internal memorandum would detail the specific
contributions of each banker. So all got recognition for what they had done, and
all saw the importance to the firm’s success of all the other contributions, clearly
emphasizing the importance of the firm’s commitment to teamwork. As White-
head explains, “Talented people want recognition and respect for their skills and
their achievements even more than they want money. They need and appreciate

»
acceptance and respect.
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When approaching the annual compensation review period, Whitehead
would send a memo to all members of IBS asking for input, “so we’ll be sure
to know all you’ve done this year.” Each person would write up his own report
card, which Whitehead and others would carefully study. While other firms
concentrated on “production”—the volume and profitability of transactions—
Whitehead established at Goldman Sachs that half of a banker’s bonus depended
upon evaluations from others of how helpful he was to them, a compensation
process that strongly encouraged everyone to focus on making the firm’s pha-
lanx system work well. These evaluations were written and collected into what
became known ironically as the “slam book.” To encourage reaching out across
organizational lines, compensation for teamwork across organizational boundar-
ies was celebrated and rewarded. So were individual achievements: “Of course
we all care greatly about real teamwork,” Whitehead would say, “so we’re very
glad you gave a lot of credit to so many other people. We just want to be sure you
know how very much we really appreciate all the good work we know you have

done!”

I f there was a fault in Gus Levy’s management style, it was that he was not a
very good delegator,” says Whitehead. “Gus was not a planner; he was a day-
to-day operator. To Gus, short range was what’s happening this morning—and
long range was what’s going to happen this afternoon. He felt that Wall Street was
a constantly changing field in which it was hard to plan, maybe almost impossible
to plan. You just sort of took advantage of the opportunities when they appeared.
It was a trader’s instinct that created his success. And so others of us, rather than
Gus, were the ones who thought in terms of looking ahead and what activities we
should go into.”?

Planning concentrated the partners’ energies on generating the firm’s
growth. To get closer than competitors to the market, planning meetings were
held not in October and November as at other firms, but in January and Feb-
ruary. To avoid taking productive people away from their line responsibilities,
these planning meetings were held on weekends—actually, three consecutive
weekends—when plans were presented, challenged, and revised until approved

for immediate action. This was a two-sided coin. On one side was the intense,
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hands-on engagement of the partners in every aspect of the firm’s operations that
had made Levy such an effective player-leader. But on the other side was the risk
of simply projecting incremental improvements in the same old businesses, not
reaching for significant discontinuous change and innovation. Some plans were
too cautious, some were too ambitious—depending on the personality of each
department head. To overcome this, financial reporting during the year matched
plans to actual revenue and actual costs. “Soon both the cautious and the dream-
ers learned to do better and better annual planning and execution,” says White-
head. While remarkably sophisticated in later years, the planning process was
ponderous in the beginning. After sitting through branch-by-branch reviews of
each and every line of business, Whitehead decided, “By God, that’s the last time
I’ll sit through plans for both Albany and Detroit.” He decentralized the firm’s
planning process to the divisions and departments.

In sustained pursuit of his strategic goals, Whitehead combined disci-
plined planning with reserved affability. He was quite unconcerned about being
demanding of others. Smoothly rational rather than emotional, he never frater-
nized with the troops or had pals within the firm. Respected, but not loved or
even particularly well liked, and often considered aloof from the others, who reg-
ularly socialized together, Whitehead was called, behind his back, the great white
shark. He never cajoled or coddled and could be hard on investment bankers who
sought praise or had a high need for ego celebration. Whitehead calmly obliged
conformance in large matters and small. To ensure completion of call reports and
expense reports, Whitehead once simply instructed the financial manager to hold
onto everyone’s monthly paycheck—partners included—until each person’s call
reports and expense reports had been correctly filed.

“Investment bankers are quite sensitive to public versus private critique,”
says partner Roy Smith, who played a key role in the early years of building Gold-
man Sachs’s international business. “They’ll accept private criticism, but never
public ridicule. John could twit bankers in public, and they didn’t like it one little
bit. They resented it.”

Whitehead not only designed and staffed his productive organization, he
made it work, saying to one banker after another, “You can do it,” and always

» «

clearly implying, “and if T hold you to it, you wi// do it.

John was almost regal

in the way he acted,” says Smith. “I never met anyone else like that in my life.
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It’s really quite amazing. He tells you exactly what he wants you to do; gives you
the clear understanding you have no alternative and must do it; then proceeds to
encourage you to believe you might very well be ab/e to do it; and then continues
on to give you the feeling you might even enjoy doing it, particularly if you com-
mit your every effort to be sure you’ll succeed.”

“We had no big and bad ideas,” explains Whitehead with evident satisfaction
as he reflects on the firm’s development. “We knew it would take a generation to
complete the change of our position in the marketplace. Doing thousands of little
things, day after day, inching along as consistently as you can, in the right direction
as best you can tell, is management—and motivating or inspiring everyone to work
together for long-term purpose is leadership.” Whitehead didn’t waste any energy,
gaining force and effect through the “no waves” consistency of his commitment to
a few long-range objectives and his steady, rational approach. The firm’s develop-
ment was not organized around grand strategies, but grew out of a continuously
aggressive drive to move ahead. “As we made changes almost continuously, we
had many, many failures,” concedes Whitehead. “But they were almost always
little failures that could be stopped without harm to the firm. We never felt the way
to go forward was with a handful of superstars or some big acquisition.”

If Goldman Sachs wanted to get into a business, it preferred to give the chal-
lenge to some of its own most promising young people. “When, as we rarely did,
we decided to go outside the firm for talent, we avoided hiring whole groups or
teams. Instead, we would identify the very best people, get to know them well,
and bring them over individually. These new individuals would learn the Gold-
man Sachs culture and either blend into the firm or they would not make it at
Goldman Sachs. We always tried to be creative with the new techniques and new
financial products, but I never thought we had to be first with everything. I was
perfectly happy to have another firm be first with a new idea because I was confi-
dent that with our superior marketing organization, we would improve the prod-
uct and then achieve dominance through distribution, while those other firms put
their reputation at risk if it didn’t work. We control our growth rather tightly so
things don’t get away from us.”

Whitehead remembers Gus Levy saying, “We're greedy, but long-term
greedy, not short-term greedy.” “Gus,” he says, “wanted to do what was right

for Goldman Sachs in the long run and didn’t deny that he was greedy for that,
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but he didn’t want to be greedy in the short runifit . . . well, you can see what the

phrase implied.”

As George Doty noted, “Gus would never have retired.” On October 26, 1976,
as always working himself much too hard, Levy flew on the red-eye from
the May Department Stores board of directors meeting in Los Angeles to New
York City for a full day at Goldman Sachs plus a meeting of the New York Port
Authority. During that meeting, he had a stroke. Nobody noticed at first, assum-
ing his blank stare was partly fatigue and partly his ability to tune out for a while to
focus on some problem—but then he collapsed. He was in a coma at Mount Sinai
Hospital for several days and then died on November 3. He was sixty-six. “Gus
killed himself by working so very hard,” said John Weinberg, “knowing he had a
bad heart. But he wouldn’t have been willing or able to live his life any other way.”

While Levy lay in a coma, Weinberg went to visit and was there when an
elderly American Indian quietly entered the room. Weinberg spoke first: “Hello,
I’'m John Weinberg, a longtime friend of Mr. Levy’s. Can I help you, sir?”

“No, thank you. I'm here to help Mr. Levy find his way to the happy hunting
ground. No help will be necessary, thank you.” The Indian, perhaps a Navajo
remembering Levy’s long-ago service to the tribe, spread out the prayer rug he
carried, knelt on it, and softly began praying. Two days later, after Levy had died,
he rolled up his rug and left as quietly as he had come.

Bob Mnuchin had worked under Gus Levy for nineteen years. Their rela-
tionship was marvelously productive in business results, but through all the daily
pressures of doing the business as they did it, their personal relationship had
absorbed the many stresses of the block-trading business. Levy had traditionally
begun the morning call that engaged all nine regional offices in a concerted cam-
paign to do a// the business that might be doable that day. Mnuchin traditionally
came on the speaker system second. Now he was alone.

Mnuchin was direct: “As you’ve all heard, Gus Levy died yesterday of a
stroke. There’ll be time to discuss his contributions at a later time. Right now, as
he taught us so well, it’s important that we all get on with our work and the job to
be done today. That’s what Gus would have wanted.” Mnuchin then turned to the

work of the day.
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At Levy’s funeral, over two thousand people came to the imposing Temple
Emanu-El on Manhattan’s Fifth Avenue. The prayer was given by Cardinal
Cooke, and one eulogy was given by I. W. Burnham, Levy’s old friend and a Wall
Street leader. The other eulogy was given by one of the richest men in America
and one of the great powers in the Republican Party, particularly in New York,
Governor Nelson Aldrich Rockefeller. His repeated theme in his eulogy for Gus
Levy caught the sense of the congregation: “Oh, what a man he was!”*

“Gus was always gruff—and always very fair,” recalled a former partner. “He
could put the fear of God into you if you missed a trade. But you knew he wanted
you to do well and you knew if you ever needed him that he’d be there for you. One
Friday after Thanksgiving, I took my young son in to see the firm and showed him
around. I called Inez to see if it would be okay to go down to the trading floor, and
she called back to say it’d be okay at lunchtime. While we were there, I noticed
Gus’s cubicle was empty, so we went over. Just then, Gus came along and naturally
wanted to know what was going on, so I introduced my son. Gus shook his hand
and we left. Back home, my son drew a picture of a stick figure with a big cigar and
wrote “Big Gus Levey” under it. A few days later, I asked Inez what she thought of
my giving it to Gus, and she thought it was a great idea. Years later, after Gus died,

she was cleaning out his desk—and there it was. He’d saved it all those years.”

fter he and John Weinberg jointly succeeded Levy as head of the firm,

Whitehead’s effectiveness on high-level strategies and policies was matched
by a focus on clients’ operations. “John was consistently very clear-minded and
insightful,” said partner Jun Makihara. “When we brought TGIF, a fast-growing
restaurant chain, to the executive committee and presented all the great numbers
for this fast grower, John said, ‘I’ve never been in one of these restaurants, but
this is clearly a fad. It can go as fast as it has come. We need to watch closely—
and report to this committee—same-store sales every month.” He was certainly

focused on the right thing. Within months, problems were starting to show, but

* The eulogy was written by Goldman Sachs’s public relations manager, Ed Novotny, who met briefly with Gov-
ernor Rockefeller just before the service began to give him the text, as requested. “I can’t read this!” exclaimed
Rockefeller. “I'm dyslexic!” The text was quickly retyped on a special typewriter so the governor could read it at the

appointed time during the service.
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they were only visible on the one measure John had made us focus in on. You
learn a lot when people like John Whitehead are reviewing your work.”

Looking ahead, Whitehead had no great plans to change—just to improve.
“We will continue to expand internationally. However, we must be careful not to
let the firm grow too big and lose the intimacy that we and our people treasure.”

Later others would argue that Whitehead’s deliberate, careful approach
was not as aggressive as the firm should have been, partly because the increas-
ingly competitive markets were changing and partly because Goldman Sachs had
been changed by Whitehead and Weinberg so it could be more aggressive and
more innovative. “John Whitehead believed in the IBM approach,” says Steve
Friedman. “Develop superior, strong relationships with the maximum number of
clients and be conservative with new product and service introductions because
they don’t all work and you don’t want to harm those relationships that took years
to develop and that you’ll want to come back to again and again. This leads to
cautious incrementalism on the product side and no big, breakthrough innova-
tions, because if you're not looking hard for innovations you certainly won’t find
them. And the general feeling was: Don’t innovate. It’s not wanted and in fact
was clearly unwanted. So innovators were taking career risk, and risk was the
major no-no.”

In 1985, after thirty-eight years at Goldman Sachs, Whitehead was asked to
become deputy secretary of state to George Shultz and served until early 1989.
He has since served in a broad range of powerful public positions—chairman of
the New York Federal Reserve Bank; chairman of Lower Manhattan Develop-
ment Corporation, the organization responsible for rebuilding and revitalization
after 9/11; and trustee of an impressive set of educational, artistic, international,
and social institutions. His corporate activities have been confined to AEA Inves-
tors, a private-equity investment company, where he “can see lots of old business
friends roughly my own age.”

EXCELLENCE, reads the small sign on Whitehead’s desk. He had it with him
throughout his years at Goldman Sachs. He also had it on his desk at the State
Department, where many spoke French and some asked: “Is it a noun—or a

title?”
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PRINCIPLES

he longest-lasting, most visible, and perhaps most important of John

Whitehead’s contributions to Goldman Sachs materialized in just one

Sunday afternoon in the late 1970s when he was alone at his home in New
Jersey writing longhand on a legal pad. In writing, recalls Whitehead, “I tried to
be direct, even pithy—and tried very hard to avoid anything that might read like
motherhood.” Contemplating the growth of Goldman Sachs, he had realized
with concern several weeks before that even with the firm’s remarkably low staff
turnover of just 5 percent, steady increases in business were producing a 15 per-
cent annual increase in staff. In just three years, over half of all the firm’s people
would be new. Thinking through the implications, Whitehead became uneasy.
With the firm steadily getting larger and more diverse and adding so many new
people, the traditional but inherently slow one-on-one “apprentice” approach of
passing along the core values of Goldman Sachs would surely be overwhelmed by
the number of new people. Without appropriate action, the core values could not
be successfully passed on to the increasingly large and diverse staff. The firm’s
unique culture, which Whitehead believed was crucial to its growth and success,

would be put at risk by the firm’s own success and growth.
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Whitehead kept coming back to a gnawing question: “How could we get the
message to all those individuals who were new to Goldman Sachs in such a way
that they would understand our core values, come to believe in them, and make
the firm’s values their values in everything they did every day?”

Whitehead collected what he thought were the existing but unwritten prin-
ciples of Goldman Sachs, thought about them for weeks, and then spent that
Sunday afternoon writing them out longhand. The list began with ten major
statements, but Whitehead soon heard from George Doty, a devout Catholic,
that that seemed sacrilegious. A list of ten principles was too close to the Ten
Commandments—so the list was expanded.

With a few changes by other partners, “Our Business Principles” was set in
type and copies sent to all employees and their families at their home addresses. As
Whitehead explains, “Our annual review was being issued at just this time, so I
made sure we clipped ‘Our Business Principles’ on the front and had copies sent to
all Goldman Sachs employees’ homes. And, just to be sure, envelopes were care-
fully addressed to John Smith & Family, so they and the members of their families
could read them and enjoy reflecting with some pride on the nature of the firm with
which they were associated. We thought the wives and children of our employees
would enjoy seeing what kind of firm their men were working for and what values
they lived by at work, recognizing that many were absentee fathers. We got great
feedback on this, particulatly in quite moving letters from spouses.”

The Principles have been featured in every subsequent annual review pub-
lished by Goldman Sachs. For example, the firm’s 1990 annual review stated:
“Our Business Principles are inviolate. They are the core around which every-
thing else has been built. One of the major tasks in the 1990s will be to ensure that
these values are clearly understood in our increasingly complex, international
firm. Teamwork, integrity, placing our clients’ interests first, and the other core
values expressed in these Principles are the center of our competitive strategy and
represent the only kind of firm at which any of us wants to work.”

Despite major changes in the firm’s size, organizational structure, and busi-
ness, the Principles, with minor changes for political correctness over the years,
have endured. Featured somewhat self-consciously in each year’s annual report
and referred to frequently, they have taken on totemic significance within the

firm. The Principles now are:
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. Our clients’ interests always come first. Our experience shows that if we

serve our clients well, our own success will follow.

. Our assets are people, capital, and reputation. If any of these are ever

lost, the last is the most difficult to regain.

. We take great pride in the professional quality of our work. We have an

uncompromising determination to achieve excellence in everything we
undertake. Though we may be involved in a wide variety and heavy volume

of activity, we would, if it came to a choice, rather be best than biggest.

. We stress creativity and imagination in everything we do. While recog-

nizing that the old way may still be the best way, we constantly strive to
find a better solution to clients’ problems. We pride ourselves on having
pioneered many of the practices and techniques that have become stand-

ard in the industry.

. We make an unusual effort to identify and recruit the very best person for

every job. Although our activities are measured in billions of dollars, we
select our people one by one. In a service business, we know that without

the best people, we cannot be the best firm.

. We offer our people the opportunity to move ahead more rapidly than is

possible at most other places. We have yet to find the limits to the respon-
sibility that our best people are able to assume. Advancement depends
solely on ability, performance, and contribution to the firm’s success,

without regard to race, color, age, creed, sex, or national origin.

. We stress teamwork in everything we do. While individual creativity is

always encouraged, we have found that team effort often produces the
best results. We have no room for those who put their personal interests

ahead of the interests of the firm and its clients.

. The dedication of our people to the firm and the intense effort they give

their jobs are greater than one finds in most other organizations. We

think that this is an important part of our success.

. Our profits are a key to our success. They replenish our capital and attract

and keep our best people. It is our practice to share our profits generously
with all who helped create them. Profitability is crucial to our future.
We consider our size an asset that we try hard to preserve. We want to be

big enough to undertake the largest project that any of our clients could
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contemplate, yet small enough to maintain the loyalty, the intimacy, and
the esprit de corps that we all treasure and that contribute greatly to our
success.

11. We constantly strive to anticipate the rapidly changing needs of our cli-
ents and to develop new services to meet those needs. We know that the
world of finance will not stand still and that complacency can lead to
extinction.

12. We regularly receive confidential information as part of our normal client
relationships. To breach a confidence or to use confidential information
improperly or carelessly would be unthinkable.

13. Our business is highly competitive, and we aggressively seek to expand
our client relationships. However, we must always be fair competitors
and must never denigrate other firms.

14. Integrity and honesty are at the heart of our business. We expect our peo-
ple to maintain high ethical standards in everything they do, both in their

work for the firm and in their personal lives.

“I was simply putting down on paper the things that we really lived for there
as long as I could remember, and tried to foster,” Whitehead said. In a follow-
through typical of his persistence, each department head was told to assemble all
his department’s employees for a public reading of the Principles—“Our clients’
interests always come first.” . . . “If we serve clients well, our own success will
follow.” . . . “We stress creativity.” An open discussion in small groups of what
the Principles really meant in that particular department’s day-to-day working
experiences was to follow, so everyone would see how those abstractions could be
made operational in their own particular work. The discussion might run: “On
bidding for blocks of stock, for example, if the price is really good for our client,
the institution, is it really the right price for Goldman Sachs to buy at? And what
if the price drops after we’ve bought it?” Formal minutes of these discussions
were to be prepared in some detail and submitted by the department head to the
management committee for review. Even Whitehead’s admirers are skeptical that
such obedience was ever fully achieved, but it would be hard to find any other
organization where so much prominence and serious attention is given to a cor-

porate belief statement for so many consecutive years.



PRINCIPLES - 187

“The Business Principles were not just about the style of the firm or its cul-
ture,” explains Roy Smith. “They lay out a series of dicta about how to conduct
business and how to be truly professional. Considering that John was then an
important but not a leading partner, it was all the more audacious to compose
and promulgate this set of rules for success.” Whitehead, mentioning that he’s
still somewhat surprised by the organizational significance the Principles have
acquired, says: “Since investment banking skills are pretty much comparable
among the major Wall Street firms, it helps to be recognized as a firm that is
unusual in its focus on being ethical.”

The Principles are an easy target for those who think they are too many.
Some argue that nobody can implement so many beliefs with sufficient rigor and
vigor to make all of them equally important. As Steve Friedman put it years later:
“When you are waked up in the middle of the night, how many principles can you
rattle off while you’re just coming awake—three? Maybe four? That’s where we
should all focus so they are always on our minds and in our thoughts.” Others
appreciate the comprehensive construction. As Roy Smith puts it, “Those prin-
ciples are a complete prescription of the firm’s business strategy. No other firm in
the securities business—and almost certainly, no other firm in any business—
can say and mean those statements because they cannot commit to and live by a//
of them. But those simple declarative sentences describe the essential nature of
Goldman Sachs. And they explain how and why the firm really works.”

The Principles not only imply an overarching business strategy for Goldman
Sachs, they provide clear guidance on operational tactics. “My commitment to the
corporate culture at Goldman Sachs is certainly not religious,” says Gene Fife.
“It’s because it’s a very smart way to do very good business.” While some other
banking firms tried to manage and control with top-down rules, a rules-based
management couldn’t possibly keep up with the speed of change in the securities
business and couldn’t penetrate the complexities of many different lines of business
in many different markets to address specific situations where values-based deci-
sions might be needed. With a principles-based management, responsibility for
decisions is pushed down to the men and women on the firing line. Since they know
the concepts of the Principles and they know the detailed realities of their specific
business, they can be held accountable for knowing and doing the right things in

the right way. Hard decisions about doing the right thing are always in the gray
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zone and usually somewhere in the middle of that gray zone—and they come up
for action much too quickly for leisurely deliberation. Action must be swift. The
tight-loose management that is so clearly expected and expressed by the Principles
distributes decision-making responsibility very widely throughout the firm with-
out senior management ever delegating its final authority. Trying to formulate all
the rules that might be needed would produce such inconvenient bulk—Ilike the
IRS Manual—that only a few could ever figure things out even if they had all the
time in the world. The Principles have become totemic because they work.

Never content to be a one-trick pony, Whitehead put out another set of
guidelines or tactics for IBS business development in 1970—and these were ten

commandments:

1. Don’t waste your time going after business we don’t really want.

2. The boss usually decides—not the assistant treasurer. Do you know
the boss?

. It’s just as easy to get a first-rate piece of business as a second-rate one.

. You never learn anything when you're talking.

. The client’s objective is more important than yours.

. The respect of one person is worth more than acquaintance with 100.

. When there’s business to be done, get it!

. Important people like to deal with other important people. Are you one?
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. There’s nothing worse than an unhappy client.

10. If you get the business, it’s up to you to see that it’s well handled.

The real culture of Goldman Sachs was a unique blend of a drive for mak-
ing money and the characteristics of “family” in ways that the Chinese, Arabs,
and old Europeans would well understand. More than any other Wall Street
firm, Goldman Sachs became tribal: To be successful, it was important to have
a “rabbi” who would coach you, sponsor you, and protect you. Teamwork and
team play were celebrated—and required. Individuals—]Jim Gorter and Terry
Mulvihill in Chicago, Steve Kay in Boston, Ray Young, Fred Krimendahl, and
L. Jay Tenenbaum in New York, George Ross in Philadelphia—were especially
admired as culture carriers and exemplars. Some expressions of “our crowd” were

simple. As Terry Mulvihill admonished young partners: “Go to every employee’s
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major life events—every wedding, every funeral, every bar mitzvah. Always get
there early and make sure you’re visibly social.” More than at any other firm, the
partners of Goldman Sachs turned out, over and over again, for weddings, funer-
als, and other family events.

Absolute loyalty to the firm and to the partnership was expected. While
strong feelings—including personal dislikes and flashes of anger—were evident
to the partners within the partnership, an impenetrable wall of silence kept almost
all internal tensions invisible to outsiders. No other major firm came even close.
One remarkable demonstration of the we-they separation between insiders and
outsiders was the speed and clarity with which long-serving partners who left
went from being insiders to being outsiders and were soon forgotten. While this
may have strengthened the internal bonding, it was an obvious missed opportu-
nity for the organization—and a personal loss for those who, after devoting the
most important years of their careers to the firm, were now almost ignored.

The answer to one key question again and again dominated both tactical and
strategic decisions: “What is best for the firm?” Even though divisional profit
was clearly of great importance—divisional profits eventually drove partner-
ship percentages and the stature of individual partners—partners would time and
again defer to other partners if that would make money for the firm.

Personal anonymity is a/most a core value of the firm. Most things that other
firms might celebrate or dramatize are deliberately understated. Morgan Stanley,
for example, has elaborate, large, neon-lighted signage with stock quotes visible
from several blocks away. In New York, London, or Tokyo, there is no indication
whatsoever of Goldman Sachs’s presence—other than well-dressed young men
and women coming briskly into the building early and going out late.

The Sachs family believed public relations was a bad thing and would have
none of it. This was the background within which John Whitehead proposed to
compile and produce an annual report on Goldman Sachs. As he explains, “The
limits necessary to achieve a compromise seemed pretty strict: no financials;
plain, no frills; and a list of our services. And, on advice of Sullivan & Cromwell,
we were prohibited from using the terms ‘bank’ or ‘investment bank.” The text
began with this sentence: ‘Goldman Sachs is today a leading firm in the invest-
ment business.” The back page said only, ‘Established in 1869.””

Walter Sachs’s reaction to Whitehead’s plan for distribution was not positive;
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it was “No!” The slim reports would not be mailed out. Copies would only be
given out by hand, if and when appropriate. Modesty and understatement were
matters of principle at Goldman Sachs.

With actual capital of thirty million dollars, the firm’s claim—the only even
tangentially financial detail in the report—was restrained: “over $20 million in
capital.” Goldman Sachs continued to use this figure even when actual capital had
accumulated to over one hundred million dollars.

The firm does produce annual reports, but except for the two top executives,
all employees are clearly shown not as individuals, but grouped as members of
the team. The principal responsibility of those who labor in public relations is to
minimize the number of articles about the firm, to discourage pieces about indi-
viduals, and to project a tone of modesty and moderation. The head of public
relations over many years, Ed Novotny, was not even an employee. Even though
fully dedicated to the firm, he had a separate office and phone and styled himself

as just a consultant.

The firm’s precepts didn’t stop with the written ones. Making money—always
and no exceptions—was a principle of Goldman Sachs. Nothing was ever
done for prestige. In fact, the prestigious clients were often charged the most.
Every banker was expected to succeed on two standards: Serve the client and
make money. Both were top priority—always. No exceptions. Be strong. If you
must cut fees to win or keep business, do not cut fees.

Cost discipline was another principle. Fly coach. Staff leanly, because with
the very best people, you can be lean and cost-effective—and therefore more
profitable.

Open dialogue was another principle. Part of this was posting: keeping
everyone informed. Part was the deliberately flat organizational structure. During
the seventies, the firm initiated monthly meetings of partners. Any partner whose
area was doing better or worse than anticipated would be expected to stand and
explain the difference. If the difference reflected a problem, then the solution was
also expected.

Aggressive salesmanship was obviously a principle. So was working harder

for much longer hours than the people at any other firm.
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Deliberately taking risk—and being first to learn how to take and manage
risk in any emerging new market—was also a matter of principle. In investment
banking, the firm continued to avoid risk as a cautious “fast follower,” but in trad-
ing, while most competitors tried to avoid or minimize risk, Goldman Sachs was
almost always alone in the eatly days of new markets. Therefore it was able to
earn high risk-adjusted profits and learn how to succeed in each market over the
long term.

Goldman Sachs’s capital kept growing, but the firm always needed more cap-
ital than it had because its people were so entrepreneurial. The tension between
supply and demand provided a constructive discipline.

Independence or freedom to decide was balanced with authority and respon-
sibility as a matter of principle at Goldman Sachs. When a tough negotiator was
trying to bully young partner Barrie Wigmore on the terms of an offering, one of
his colleagues left the room where they were meeting and called the office. The
management committee was meeting, and he was put though on a speaker phone.
After hearing his description of the negotiations, the committee decided not to
accommodate the prospective client—while Wigmore was continuing to negoti-
ate. When his colleague returned with the decision of the firm’s senior manage-
ment, Wigmore—who was all of thirty-one—said, “No! What business is it of

3

theirs? Pricing a service is my responsibility,” and that was that.

Independence and responsibility were pushed out to those on the firing line
because they knew the most. But independence did not mean everyone for him-
self. Responsibility included responsibility for any negative side effects on other

divisions of the firm.
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us Levy’s unexpected death, at the peak of his powers inside and out-

side the firm, left Goldman Sachs with no clear answer to the urgently

obvious question of who would now be the senior partner. More pre-
cisely, which of the Two Johns would take over leading Goldman Sachs? John
Weinberg, popular and decisive, managed most of the firm’s major corporate cli-
ent relationships, most of which had been his father’s, and to many it would be
fitting for him to lead what was still widely considered Sidney Weinberg’s firm.
John Whitehead was older and had been at the firm longer, but while he had
strong advocates, he also had silent skeptics. The Two Johns worked well together
and had great respect and affection for each other, but both were alpha males. A
contested choice between the two natural leaders could have hurt the firm.

John Whitehead’s long-standing interest and leadership in strategic plan-
ning; the increasing success of his innovations in investment banking; his consid-
erable visibility in Washington and in the Investment Banking Association; and
his initiatives within the firm in promulgating the Principles and in recruiting,
public relations, and organizing and upgrading internal operations—all these

made him, in his own mind and the minds of others, the natural first choice. But
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Whitehead had to know he could only succeed in the senior partner role if he had
the explicit support of his friend. He knew that many partners had strong positive
feelings about Weinberg—warm, affectionate feelings that differed from their
cool, respectful feelings about him.

Outside the firm, Whitehead was generally recognized as the strategic and
conceptual leader. Insiders liked Weinberg better. “John Whitehead was clearly
a brilliant strategist,” said one partner. “But he didn’t have that ‘connectedness’
that’s so often vital to great leadership.”

“John Weinberg understood people better than anyone else in the firm,” said
Ray Young. “Like his father before him, John would get it right with people. They
knew they could trust him and his decisions. John Whitehead was very ambitious
and always had his own agenda. We were all ambitious, but our ambition was for
the firm. John Whitehead cared about recognition for his personal achievements
and his charitable contributions. Later in life, John Weinberg probably gave just
as much—but always anonymously.”

The consistently cool and articulate Whitehead, aptly described as a

»]

“gentleman’s-C’s type who gets straight A’s,”' was calmly guarded and one step
removed from others as he concentrated on policy and strategy, in contrast to
Weinberg’s spontaneous emotional directness and earthy candor as he concen-
trated on transactions. Whitehead inspired respect; Weinberg inspired trust and
affection. Everyone at Goldman Sachs knew where and why Weinberg stood on
every decision, but many wondered about the core hidden many layers behind
Whitehead’s smooth exterior. It was amusingly ironic that Whitehead, the
patrician, had to work his way through school while Weinberg, the Common
Man, had been raised in affluence and gone to all the “right” schools: Deerfield,
Princeton, and Harvard Business School.

With Levy gone, everyone expected the Two Johns to resolve the leadership
succession. Whitehead had a sensible solution: The Two Johns would take turns.
He proposed a “first me, then you” sequence in firm leadership. As the senior of
the Two Johns, he would succeed Levy now and would then, after some years,
pass the baton to Weinberg and move on to a career in Washington or at a major
corporation.

But Weinberg didn’t buy it.

What could easily have become a personal “him or me” confrontation
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became instead one of the great personal combinations in management as White-
head deftly offered a different proposal: The Two Johns could lead their firm
together as co—senior partners. Forcing a “him or me” choice would have caused
division within the firm when it was most vulnerable. It wasn’t clear who would
have won, and in any case there was too much important work for any one leader,
particularly if there were any hurt feelings—and there surely would have been
some. Weinberg, who was so often almost instinctive in his good judgment,
agreed immediately to what must have seemed a most improbable and unwork-
able managerial proposition to those who first heard about their unusual plan.

In fact, the first thread leading to this unique proposition was in Gus Levy’s
will. Levy had identified the Two Johns as coexecutors of his estate. Later Levy
took this thought further, as L. Jay Tenenbaum recalls: “When I asked Gus who
he had identified as his successor, he told me of his plan to have the Two Johns take
over, and I told him: ‘Gus, that won’t work at all well. You have to have one guy who
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has the final say.”” Then in 1976, recognizing that the Goldman Sachs partnership
could become divided—with some partners wanting Weinberg and some wanting
Whitehead—Levy announced that he didn’t want to choose between them and had
decided to endorse “our usual formula for success in virtually all endeavors: team-
work.” Symbolically, both men were soon named coexecutors of Levy’s will. The
legend within the firm has it that on the day he had his stroke, Levy had a memo on
his desk about the advantages of the Two Johns succeeding him—together.

The official announcement of Levy’s stroke explained that Weinberg and
Whitehead would serve together as acting cochairmen.? A week later, they
announced they would serve together as senior partners and cochairmen—not
with each taking responsibility for half the firm, as others might have done, but
with both taking undivided responsibility for the firm as a whole. In establishing
their dual leadership, the Two Johns took advantage of their friendship, formed
over many years of discussing what they were going to do when they eventually
headed Goldman Sachs, as they believed they would, while eating chicken salad
sandwiches at Scottie’s Sandwich Shop on Pine Street. If either had a strong view,
the other deferred, so they maintained broad agreement on strategy and policies.
The eventual decision to co-lead Goldman Sachs soon seemed as natural to the
Two Johns as it was unusual on Wall Street.

Weinberg reminisced, “During one summer between years at [Harvard
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Business] school, I had worked at McKinsey. It was my father’s idea, and a good
one. I got to know Marvin Bower, the senior partner of McKinsey, who knew a
lot about the workings of organizations. When he heard that John and I had it in
mind to serve as cochairmen and senior partners, he said it would never work,
and that when we had the whole firm really screwed up he’d come down and help
us unscrew it. He was great. But somehow we made it work.”

The Two Johns sustained a “we two” relationship, as successful parents so
often do, based on mutual respect and different priorities—one largely internal
and managerial and one largely external with clients—and avoided competi-
tion by coordinating frequently. “Though we are very different kinds of people,
we happen to be very simpatico,” Weinberg once explained. “Our offices are
close together. We communicate a lot. We really wear out the carpet between
our offices. We have a very collegial approach to management of the firm. John
Whitehead and I think very much alike on all sorts of things. We speak on the
phone almost every day, and every Sunday evening we talk about the agenda
for the next day’s management committee meeting and agree on what we need
to do.”?

Whitehead and Weinberg—*“the Two Johns” to all at Goldman Sachs—
never competed with each other but were intense competitors with the rest of
Wall Street, determined to drive Goldman Sachs just as far as possible up into
leadership among investment banking firms. Their agreed priorities were clear:
recruit the best people, develop more and better long-term corporate relation-
ships, build up capital, tighten managerial discipline, require teamwork, avoid
big mistakes, expand the business, persistently increase market share, upgrade
the staff and upgrade the clients, increase profitability substantially, grow from
within, minimize personal publicity while building the firm’s reputation, and
keep accelerating. A few years after the Two Johns took over, a senior competitor
would say, “Goldman Sachs, as an entire firm, is driven—on this it is consistent
and unrelenting.”

Always determined but cautious, the Two Johns favored a fast-follower
strategy in business development and had no room for heroes or stars. “To be
a star,” advised Weinberg, “getting your name in the paper and all that, is not
popular in Goldman Sachs because it’s against the culture. If you did that, every-

body would call you a showboat. If people want a career here, then go with the
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system.” Office politics were verboten. “With John and John everybody knew:
Don’t ever screw around,” recalls partner Bob Steel. “They allowed zero poli-
tics. With strong, respected leaders like John and John, everybody knew not to
play politics, particularly politics that were negative about other people. And they
had no favorites within the firm. With John and John, you knew not to push the
boundaries, or to squeeze. They had no fear of anyone or anything. And both
men were always ready to make the very tough calls.”

Both Johns were clear on what was wrong and what was right. They had deep
experience with moral standards from their service in World War II. Changing
the norms of personal behavior from the “don’t ask” laxity of the past called for
swift, decisive, and visible decisions on people, including terminating partners.
“Some days, I really hate my job,” observed John Whitehead to another firm’s
CEO, explaining that he had just fired a superbly talented young partner who,
under extreme pressure to produce a document for a client, had gotten unaccept-
able work from a typist and had lashed out at her, calling her a “stupid cunt.” A few
years later, John Weinberg fired a divisional head for having an affair with his
secretary and not coming entirely clean with Weinberg when the story, which
mushroomed into a high-visibility embarrassment for the firm, first got reported
in the press. Sexual exploits were tolerated if kept private, but the boundaries of
privacy were tested in various ways. One man was so extensive in his multiple
“private” adventures—usually going by radio-connected Dial Car, the firm’s
exclusive provider, to his numerous and varied assignations—that drivers could
be overheard bantering in amazement on their radios about his heroic exploits,
and one day the trading room was a sea of smirks when an attractive young
woman came onto the floor looking for more.

“Assuring professional ethics are really lived by is a bit like being a zoo-
keeper,” says partner Roy Smith. “You need lions and tigers to have a really good
200, but you must also keep them under control—or reasonably so.” Everyone in
Goldman Sachs was supposed to be interchangeable, a member of the phalanx.
“We were like horses competing to pull the wagon. You might stop to complain,
eat some oats, and go right back to pulling the wagon.” At that time Goldman
Sachs was strategically a lot like Procter & Gamble: few real innovations, but
skillful and unrelenting in execution. When a competitor introduced an interest-

ing new product, the firm would immediately study it and learn all about how to
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do it really well—always driving to improve the product as much as possible—
and then present the improved product extensively through Investment Banking
Services and execute effectively and consistently. With IBS’s corporate relation-
ships well established, any new, improved product could be taken rapidly and
effectively to large numbers of potential users—in the order of their probability

of signing up—often quickly producing substantial market leadership.

The Goldman Sachs that the Two Johns had found in the 1950s had been a
“not” firm: not intensely competitive, nor exciting, and not important. But
competitive intensity came naturally to them. Both men had seen combat. Both
understood how successful organizations could be if they always moved faster
and more aggressively than their competitors. Both were ambitious as individuals
and for their firm. Both believed in understated but unrelenting aggression ver-
sus competitors, and both believed that in any competition, the organization that
had the best people, made the fewest mistakes, and showed the most commitment
to working to win would win out. They always played to beat the other firms, to
win on every dimension, believing that that was what their toughest competitors
would always do, too.

Their remarkable partnership and friendship had its origins when, three
years into his rapidly rising career at Goldman Sachs, Whitehead was told by
Sidney Weinberg that his son John would be coming to the firm for the summer
months between his first and second years at Harvard Business School and that
Whitehead should show him the ropes. A year later, John Weinberg joined the
firm full time and the Two Johns began the person-to-person partnership that
lasted over thirty-five years. The two men became partners on the same day and
held the same percentage ownership in the firm throughout their careers.

In the beginning, the two young men set their desks back to back in the squash
court. As they ate chicken salad sandwiches at Scottie’s each day, they talked
freely and exchanged thoughts and ideas on virtually everything—including
their frustrations with the way the firm was noz run. Whitehead explains, “We
were only serving time, not learning much and certainly not working at our
capacity. John and I were resolved to put much more responsibility to the young

people in the firm.” As they talked, both Johns became more and more convinced
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that they knew many ways to make the firm stronger and better. “We found we
thought alike on many, many things. We had the same hopes for Goldman Sachs,
and while we shared enormous respect and affection for Sidney Weinberg, we
shared major frustrations with him too.”

The firm’s carefully monitored team atmosphere meant there were fewer of
the petty turf battles that plagued the rest of the Street. Goldman Sachs became
recognized as “a company—rather than a collection of individuals—that acts
more like an organism.”” Still, the competition for advancement, particularly to
partnerships that would go to only a few, was intense. All the people who joined
Goldman Sachs were capable and hardworking. Those who made partner had to
make a larger commitment to the firm—strive more, devote more time, and take
more pressure on themselves and on their families.

“Goldman Sachs was an investment banking firm that added on trading,”
says Jim Gorter. “So did Morgan Stanley. Salomon Brothers was a trading firm
that added on investment banking. At Goldman Sachs, the bankers generally ran
the firm, and more partners came from banking than any other division. But the
point is that everyone worked together all the time. Or certainly almost all the
time, because as in any situation there were tensions to work out. The concept
or commitment to real teamwork—and no stars because stars denigrate all the
others—traces right back to Gus Levy, but was brought home and institutional-
ized by John and John.”

“We were sort of shabby in our offices and low key, low visibility in terms of
personal heroes,” says partner Roy Smith. “We tended to resent heroes if any were
to emerge because we all knew that it was the team approach—the phalanx—that
made the difference . . . plus not letting our egos get out of line. We produced
a somewhat hard-to-classify mystique of efficiency without too much identity.
That sometimes frustrated us when we felt we had a lesser public image than some
of us from time to time would like to have seen.”

Teamwork was mandatory and celebrated. “I,” as in “I did this” or “I
won that,” was cleatly to be avoided. Everything was “we”—“We did this” or
“We won that.” As one partner quipped, “The I word is so strongly avoided
that some people won’t even go to see an eye doctor!” Teamwork mattered to
clients as much as to those within the firm. Ford Motor Company’s president,

Philip Caldwell, explained what made Goldman Sachs outstanding: “First, they
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know their business. Second, they don’t seem to have any internal struggles or
strife.”® The Two Johns worked consistently to develop the leadership and man-
agement capabilities of strong performers. Pairs of young “future leaders” were
assigned to various managerial slots to see how they would perform together and
handle shared power and responsibility.

Another way of building teamwork was to share the profits in good years—
and protect people in bad years. To spread participation in the success of the
whole firm, the partners contributed 15 percent of profits to a pool divided into
“profit shares” in a program administered by each division. In combination with
salary and bonus (and the future possibility of partnership), the profit shares were
an important part of the firm’s ability to make an attractive economic offer to
prospective associates. During the stock-market doldrums of the mid-seventies,
when the firm scrambled to barely break even, layoffs were avoided, and not only
were decent bonuses paid out widely through the organization, but young part-
ners were subsidized so they could make it through the adversity. Really being
there for people when it mattered counted a lot in the organization the Two Johns
were building.

“Balance was key,” says partner Lee Cooperman. “More than any other
firm, Goldman Sachs had strategic and organizational balance across all areas of
the business. It was a conglomerate that worked. Key to Goldman Sachs’s suc-
cess was that the firm not only had great balance and strength, it also shared the
benefits of that balance widely within the firm. Everybody pulled on his own oar
and all pulled together. Everybody was part of—and all believed in—the Team.
Sure, there were some politics—and as the firm grows, it’s probably increasing—
but compared to any other firm, the problem of politics at Goldman Sachs was
small. The real indicators of teamwork and cooperation—not just within divi-
sions, but also across divisions—are the certainty of cooperation and the speed of
cooperation,” says Cooperman, who gives this simple example: “A lawyer at a
major Wall Street firm wanted an introduction to the key people in project finance
[at Goldman Sachs] and asked a securities salesman how to go about it. ‘T’ll find
out for you.” The lawyer expected to hear in a week or two. That same day, the
lawyer was called with a confirmed appointment already set up. The lawyer was
startled, but that’s typical of the way it works.”

Goldman Sachs had a relatively flat organizational structure with virtually
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no hierarchy. Teamwork, interaction, and swift, extensive interdepartmental
communication were stressed. One of the first lessons taught new associates was
“posting.” Is there anyone else in the firm who can use this information? The
firm developed its own culture, based on management by owner-producers and
a highly charged, intensely meritocratic environment. “We believed we were the
financial world’s equivalent of a team of professional athletes,” says Roy Smith.
“We were very competitive and worked and trained hard. We were good at what
we did and wanted to be the best—the world champions.”” The sustained striv-
ing that was so essential to becoming champions needed to be balanced by a per-
spective that protected the firm and its individuals from going too far. Asked
what could derail the firm’s strategy, Bob Rubin was candid: “Ego, arrogance,
a sense of self-importance. If you allow them to develop, that’s when you fall off
the track.”®

“When the firm was small in the sixties and seventies, it was easy to recog-
nize the really bright guys,” says George Doty—to see “who were real players
and who were just spectators.” But as the firm grew, more structured communi-
cations were needed. To encourage teamwork and to be sure everyone involved
in the important transactions was fully recognized and also knew how impor-
tant the contributions of others had been, Whitehead and Weinberg insisted on
“credit memos” being written to specify each contributor’s contributions, and
that those credit memos be circulated to all concerned. Still; Doty could feel frus-
trated: “There are two types of those memos that really get to me. First, is the
‘Gee, I'm great’ type. Second, and almost as bad, is the ‘My people are so great’
type with the all-too-obvious implication that the writer must be a superb leader
to have so inspired his team.” Still, the determination to identify and visibly rec-
ognize everyone’s contribution minimized misunderstandings, showed everyone
how important all the other members of the team were to achieving success, and,
while celebrating each person’s particular contributions, encouraged realistic
modesty. Teamwork and subordinating individuals to the organization helped
build Goldman Sachs as a unity both inside and outside.

“Fear and accountability were important, too,” recalls Cooperman. “You
wouldn’t ever want to leave anything not yet done that might or could be done.
You were responsible for being the best at each client and for doing the most with

each of your accounts. The pressure was always on to do more and to do better.
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The firm didn’t give any medals or bouquets for doing a good job, but it was very
quick to focus on negatives that needed to be corrected. John Whitehead could
be very cutting. I’ll never forget his memorandum that said: ‘“We appreciate the
business you’ve brought in. We are also conscious of the other business you have
not yet brought to Goldman Sachs.””

“The Two Johns saw nothing at all wrong with people working very hard
and carrying a heavy load,” recalls partner Roy Smith. “They were convinced it
was better for you to carry more work responsibility—perhaps half again more
than your normal capacity—because that meant you accumulated more experi-
ence and you would learn more and know more. You’d advance up the learning
curve more swiftly and get to a higher level of performance. And sooner or later,
if as a result of your hard work you were the best trained or had the most devel-
oped skills, you’d be doing transactions for clients that other firms couldn’t do as
well.” Whitehead confirms that view: “Goldman Sachs believes in working very
hard because the more work you do, the more practice you’ll have and the more
you’ll learn. In an inherently fast-changing business, you’ll develop better skills
and greater understanding than your cohorts inside the firm or your competitors
outside the firm.”

Under the leadership of the Two Johns, Goldman Sachs was sometimes criti-
cized for being slow to innovate or too cautious. Weinberg objected: “We don’t
perceive ourselves as being slow. We think we’re like the tortoise in the race with
the hare: we get there, but we don’t get carried away with unproven ideas. When
it’s all your own money in a partnership and you have unlimited liability, you try
to take only sensible business risks. Despite our reputation for planning, most
of what we did was to see an opportunity and take an action—advancing one
step at a time, usually with no clear sense of direction, let alone destination. John
concentrated on planning and management, while I concentrated on clients. John
had vision. He was tough, too. He would tell people what to do, without messing
around.”

While Goldman Sachs became capable of making major tactical changes in
the way it does business, continuity of strategic vision was long a consistent hall-
mark. In 1983 Whitehead described the firm’s objectives: “Our long-range goal is
to become a truly international investment banking and brokerage firm. We want

to have as many clients around the world as we have here in America and to be
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as highly respected in London, Paris, Zurich, and Tokyo as we are in New York,
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Chicago, and Los Angeles.

D eveloping ‘franchise’ earning power is what every investment bank-
ing firm looks for,” explains Roy Smith. “The trick is to maximize risk-
adjusted earning power as a firm. But of course each individual is looking for
maximum earning power too. With thousands of employees—each making his
own trade-off of risk versus return and short term versus long term and individ-
ual relative to firm and client relationship versus specific transactions—the chal-
lenge for management is very great. With all the many conflicts and challenges,
and they are a/ways changing, it’s hard to find and sustain harmony and balance.”
The ultimate risk is that the truly great individuals like Gus Levy and the Two
Johns, as well as everybody in leadership positions in each of the business units,
will feel constrained or frustrated by the organization. The creative genius needs
to be disruptive and different to be truly innovative. But the larger the organiza-
tion gets, the more it will seek—and will insist on getting—order and stability.
Both are needed, but each is in conflict with the other. Managing these conflicts is
what real management is all about in the securities business.

The challenge compounds. With opportunities seized, the firm grows. As
the firm gets bigger, it’s harder and harder to recruit or fully use or even keep the
remarkably gifted, creative, and driven individual performer. Almost inevitably,
there is an institutional hardening and the organization ejects the great individual
performers, even though it was the great individual performers of the past who
enabled the organization to create growth. So management’s dilemma is that the
organization’s franchise—vital to maximize long-term risk-adjusted earnings—
must always be protected from the short-term urgency of specific transactions or
deals. “Protecting against short-term expediency must be balanced against the
opposite problem,” says Smith. “If you're too conservative, you’ll force out or lose
the great individual contributor. Or they won’t even join you. If you're not conser-
vative enough, individuals will get out of control and do self-aggrandizing trans-
actions that will harm the whole organization. The more complex the organization
and its business, the more difficult this vital role of management will be.”

In building the organization they wanted Goldman Sachs to be, the Two
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Johns had long been recruiting key people at senior levels. Two of their most suc-
cessful imports were Jim Weinberg and George Doty. An original and sometimes
contrarian thinker, Jim Weinberg was consistently unpretentious, congenial,
and insightful. He was his younger brother’s closest and most objective confi-
dant and adviser on policy and strategy. In a crowd of intense, controlled egos,
Jim Weinberg was cheerfully modest, pragmatic, and gracefully at ease within
himself—and found keeping faith with his brother’s privacy entirely natural.
He wisely identified numerous people for advancement to important positions of
leadership, and he was completely unpretentious. He took subways and once, at
a fabulous Los Angeles restaurant, asked the captain, “Don’t you have anything
less expensive?”

Doty, who had been recruited in the sixties, was tough and shrewd as he
concentrated on operations and fiscal discipline. As a senior partner in Lybrand,
Ross Brothers & Montgomery, later Coopers & Lybrand, Doty had been a major
presence, with Chase Manhattan Bank and Dillon Read, among others, as his
clients. “I was in some danger of becoming the senior partner of our accounting
firm, was forty-six years old, and felt I had the world by the throat. The only man
who might have gotten the job instead of me said he would be glad to step back
if I'd take it. Still, I had some reservations about Coopers. I'd been disappointed
to see how that firm seemed to prefer ‘cue balls’ as partners—you know, guys
who had nothing wrong with them and who were smooth operators—and would
steer away from making partners of guys who might be awkward or had faults,
but also had some really strong talents. Goldman Sachs was different—as I'd
been learning at my Naval Reserve unit where John Whitehead and I both served
as officers. We had been having long talks about how to build up a truly great
professional firm. We got along well and I felt he really had something going at
Goldman Sachs.”"

Whitehead was impressed with Doty’s detailed knowledge and manage-
rial understanding of the operations of various little-known units in what most
investment bankers rather contemptuously referred to as “the cage”—the place
where millions of dollars of cash and negotiable securities were handled daily,
which is why it had heavy wire screening for security. Knowing that the best way
to get a decision made and implemented was to set it up carefully and then hand

it off to Sidney Weinberg, Whitehead introduced Doty to Weinberg. “When
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Sidney invited me to lunch,” recalls Doty, “his timing was perfect. Still, I told
him I had real doubts. ‘It’s not religion, is it?” he asked me. I'm Irish Catholic.
I assured him that religion wasn’t it. My family was leaving for a long-planned
vacation and I promised to give him my answer when we returned. ‘Sounds like
a furniture store!” was my wife’s first reaction. She was thinking of Saks Fifth
Avenue, but the plain truth is the firm was not very well known back then. Gold-
man Sachs was not as profitable as the other firms I knew, but the firm was always
more professional, always striving to do what was best for the client, convinced
that if the firm really solved the clients’ problems for them, in the long run every-
thing would work out well for the firm. This may be a somewhat archaic concept,
but it has put the firm in a truly respected role. Other firms were then—and are
now—more cash-register oriented.”

From the day of his arrival, Doty was powerful: He began as a member of the
commanding management committee and had the fourth largest partnership per-
centage, after Gus Levy and the Two Johns.'? He was powerful partly because he
built an encyclopedic knowledge of how the increasingly complex organization of
Goldman Sachs worked and could be made to work; partly because others did not
have that knowledge; partly because operational efficiency and effectiveness were
becoming decisive in determining the firm’s ability to make strategic choices and
fulfill objectives while competing with other organizations in a faster-paced and
increasingly complex business; and partly because Doty was tough, tenacious,
and unflappable.

Even in developing an internal financial management organization, the Two
Johns were competitively aggressive, once hiring some financial managers from
Merrill Lynch because they thought Goldman Sachs would learn a lot about the
competitor’s presumably advanced financial management system—only to be
surprised to learn how little sophistication that competitor had. Developing tal-
ent from within, the Two Johns made Jonathan Cohen their chief of staff and
a partner because they had learned they could trust him with anything. John
Weinberg once joked, “Jon, when we leave, you’ll know so much we’ll just have
to kill you.”

While Whitehead and Weinberg were considered conservative as firm lead-
ers, Doty was very conservative in managing internal operations. “Much as

I admired and liked George, he could be awfully negative about new things,”
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recalls Whitehead. “More than a few times, I had to take him aside and say, ‘Now
George, new ideas are quite fragile in their newness. You really must be care-
ful because there are always more people who can kill a new idea than there are
people who can help it grow up from something hopeful, but still quite young
and weak, into something truly useful.” He would lobby other partners to orga-
nize resistance to things we wanted to get accomplished.” Whitehead adds with a
smile: “And he could get me pretty irritated, too.”

Doty was all about control, and for him financial control came first. Expenses
were watched closely. All partners’ tax returns were either done through the firm
or turned in promptly for careful review by the firm. “We didn’t want anyone not
paying any taxes. I'd been infuriated to see Bobby Lehman making millions one
year and paying a tax of only twenty-five thousand dollars. I didn’t want that sort
of thing to hurt Goldman Sachs. We had a policy that partners could not borrow
unsecured without the firm’s permission. We wanted everyone to focus on the
firm’s work a// the time. We didn’t want anyone to be worried about paying off
debts. Our policy and our practice were simple: ‘Mother’s lookin’!””

Doty knew that in all large securities firms there is always the risk of corner-
cutting, cheating, misfeasance, and malfeasance. As an experienced auditor, he
knew that the best way to prevent big trouble is to be persistently diligent on
small troubles and that access to early information depended on employees’ vol-
unteering that information. Doty explains, “People who know about something
that’s not quite right won’t say anything to you unless they know you want to
hear and know you will be listening. In the most casual conversation, they’ll
leave a verbal thread out for you to see—if you’re looking—and hope you’ll pull
on that thread. Some of the finest people on integrity have the least education. If
they know something’s wrong and know you’re breathing on it, they’ll steer you
right. When we set up an enormous trading room, we deliberately built it on one
floor and had only one men’s room. Standing side by side at urinals, everyone’s
an equal. You can mention anything that looks funny. I went to the bathroom
as often as I could in those days—and always with an announcement, ‘I'm tak-
ing a break, guys,” and then I'd get up a little slowly, so it was easy to follow me.
I pay close attention in deciding which people I'm going to give full access to
my back.”

Doty was responsible for the sensitive discussions held with each new partner
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to determine his appropriate capital contribution. New partners came in as a
“class” with equal participations in the earnings of the firm, but each one had a
different personal balance sheet and a different ability to contribute capital. Some
had family money; others had none. Investment bankers, to keep up appearances,
usually had themselves pretty loaded up with nice homes on Park Avenue, while
traders would be quite liquid. Ironically, the bankers all wanted to put up the
maximum affordable to make a “statement” while the traders would try to get by
with the minimum. George Doty decided how much each new partner would be
told to put into the firm after examining a new partner’s complete financial state-
ment. Doty would ask skeptically, “Is this a// you’ve got?”

“Yes, sir.”

“Are you sure?”

Doty’s job was to find the right number, the amount that meant each new
partner would feel really at risk and each would have enough of a stake to be cred-
ible on any major decision on which he might be speaking before the partnership.
As Doty explained, “Your participation in profits would be a function of your
business contribution, while your capital commitment was a function of your per-
sonal wealth.”

Doty’s disciplines were not limited to capital contributions. When Gene Fife
became a partner, two workmen arrived in his office in San Francisco and started
measuring the furniture. “Hey, fellows, why are you doing that?”

“Mr. Doty told us to.”

So Fife called Doty in New York: “What’s this all about?”

“As a partner, you can have certain kinds and amounts of furniture. You
have more than that in your office. That’s okays; it’s your choice—but you’ll have
to pay for it. The firm does noz provide it.”

“But it was there when I moved in.”

Itdidn’t matter, Doty wasn’t listening. Welcome to the discipline of the Gold-
man Sachs partnership.

With newly elected partners, the Two Johns would execute a classic “good
cop—tough cop” sequence, with Weinberg all smiles and virtually hugging the
new partner in a warm, man-to-man way: “You're so great. We always knew
you’d make it. We’re so happy to be your partners. Welcome aboard. You’ll do
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great things and be really great for the firm. Well done
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Then Whitehead would take the same new partner aside and quietly perform
the tough side: “You must know as well as we all do that you’re joining a very capa-
ble, very hardworking group of the very best in Wall Street, so to keep up with
the pace of accomplishment here, you’re going to have to work very, very hard and
really pour it on. Today’s announcement is really just the beginning, because Gold-
man Sachs partners take on more responsibility and are expected to accomplish
much, much more when they are partners. The standards set by those ahead of you
are very high—and lots of young lions and tigers are coming right behind you.
The firm wants to be the very best. So that means you will be expected always to
be your very best and that really means from now on you are challenged to increase
your productivity and set a very high standard. We’ll be watching you very closely
in everything you do—particularly now that you’re a partner—so be sure you
focus on real achievement and real results. Show us what you can do at your very
best . . . or recognize we’ll know you’re not. We’re not playing to play here at Gold-
man Sachs. We expect you and everyone else, every single day, to play to win.”

The words were strong, and actions spoke louder than words. There was
no tenure. Partners who did not perform strongly were cut back in partnership

* “To function around

percentage or taken right out of the line—with no regrets.
here,” said Weinberg, “you really have to work hard and give up a lot of your
outside activities—even, frankly, your family life to some extent. To do that, you
really have to be ambitious and hard driving. Everybody works hard around here.
If they don’t, they have to leave.”"* As a partner explained, “There’s no let-up for
the seniors. If they can be pushed out, out they go—so their partnership shares can
be divided up among the best and most aggressive people right behind them. In this
constantly unfolding, Darwinian process of evolution, the finer, nicer people don’t
always win out.” Still, as a competitor put it, “What’s also amazing is that nearly
everyone there is nice to each other, at least insofar as outsiders would see.”
Weinberg and Whitehead were not only playing to win—to win clients,
mandates, and deals—they were also playing to increase market share and “share
of wallet” with each client, and then go right on to win still more. Given the drive

they inculcated, some competitors would see the firm as a predator: “It’s the

* A partner leaving would “go limited” and be paid 50 percent of his accumulated capital immediately and the other

half over six years, during which time he would get an above-market-rate fixed rate of return.
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Goldman Sachs syndrome: what’s mine is mine, and what’s yours is half mine,”
claimed a rival banker.'S Competition was not limited to other Wall Street firms
or even to international competitors. The Two Johns worried about commercial
banks, and one of Whitehead’s major contributions was his successful lobbying to
extend the life of Glass-Steagall, the federal law that kept the commercial banks
out of the securities business for decades.

The differences in the ways the Two Johns expressed themselves went on
display at the firm’s annual investment banking conference when someone asked,
“Why is the firm so worried about the commercial banks getting into our invest-
mentbankingbusiness?” Weinberg, direct and blunt as ever, simply said, “Because
they’ll screw it up!” Whitehead then rose to give a typically erudite and articulate,
and in this case lengthy, explanation of the significant differences in cultures, capi-
tal, people, management, and strategic priorities—until he paused, looked over at
Weinberg, smiled broadly, and said, “Just as John said, they’ll screw it up!”

“John and John never had a conflict,” says Bob Steel. “At least nobody ever
saw any conflict whatsoever. They were each very comfortable being who they
were, different as they really were, with Weinberg instinctive and spontaneous
and Whitehead the very model of self-control and circumspection—and without
any jealousy of each other’s successes.”

The Two Johns could have made all the decisions, but they chose to respect
the strong group they had assembled on the management committee, including
Jim Gorter, Fred Krimendahl, George Doty, Dick Menschel, Steve Friedman, Bob
Rubin, and Bob Mnuchin. And the committee members appreciated the respectful
way they were treated by the Two Johns, so they took their responsibilities seri-
ously and were certainly not yes-men. Still, it was understood that department
heads were generally free to run their different businesses their own way. There was
an almost senatorial courtesy of assuming that if there were a problem in a man’s
area, he would work it out. There was none of the “digging right in” insistence on
detailed accountability that came later with Bob Rubin and Steve Friedman.

Asked years later to explain the “secrets” that enabled Goldman Sachs to
become what was widely considered Wall Street’s best-managed firm, Whitehead
explained: “We stick to our knitting. This permits us to spend our time trying
to be better at what we do without the diversion of being in businesses that we

are not comfortable with. I've always felt it’s easier to increase your market share
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from thirty percent to thirty-five percent in something you are already good at
than it is to carve out a five-percent market share in some other business that you
don’t know anything about. We control our growth rather tightly, so things don’t
get away from us.”

The Two Johns accelerated the pace at Goldman Sachs, expanded the invest-
ment banking business enormously, recruited and developed numerous business
leaders, and built up the firm’s profitability and capital. They led the partners to a
series of important commitments to “investment spending” that transformed the
firm from domestic to international in scope, lifted it from midrankings to first
place, filled out the product line of services and capabilities, and laid the founda-
tion for major long-term growth.

“We never made big strategic bets,” says Whitehead. “We fed our successes
and gave the winners more and more leeway to do better and better with what
they had.” New ideas got limited pilot-plant support until they proved their
worth—and then the Two Johns fed the winners. Patience, prudence, and unre-
lenting persistence characterized the Two Johns’ leadership—making many
modest “three yards and a cloud of dust” incremental advances in market share
and in stature. Weinberg and Whitehead were particularly careful not to build up
costs and overheads in anticipation of hoped-for business and avoided “swing for
the fences” risks. As Bob Rubin observed at the time, “Our approach is dull. But
it’s not a bad way to run a business.”"

The Two Johns were always “in there” doing the business with the others,
never insulated from either the business or the other partners. “You can’t over-
value those two guys,” says Steel. “They had their offices at the center of the
action—classic John and John. Other firms had executive offices on a separate
floor, so as the pace of the business picked up, the senior management got more
and more out of touch.”

The firm’s reputation for preferring to follow and be prudent rather than
innovate was a strategic style that fit with its determinedly low profile. Two
examples of its success compare it with Morgan Stanley. In 1989 Morgan Stan-
ley took a lot of heat from angry institutional clients and negative press when it
bluntly announced a move to rationalize its institutional stockbrokerage business
by concentrating attention on the 150 largest accounts, which represented 80 per-

cent of its institutional business, while shunting all other institutional accounts
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off to its retail brokers. Goldman Sachs effected much the same change at almost
the same time, but did so over several months of quiet explanatory meetings with
each individual institutional client, carefully explaining that service levels would
actually increase when the account went from being an institutional salesman’s
smallest account to being an individual-account salesman’s largest account. And
in 1993 Morgan Stanley was prominent in the press for wresting an enormous tax
deal from New York City and State after publicly threatening to move its head-
quarters and operations to Stamford, Connecticut. Goldman Sachs got a similar

tax break, but very privately and quietly. Both firms remained in Manhattan.

I think that labels, good and bad, peel off slowly,” said Bob Mnuchin. “I think
that we clearly had a label of being somewhere between cautious and maybe
ovetly cautious. And I think that started changing in the late eighties.” Steve
Friedman confirmed that view of the era of the Two Johns era a few years later
when he and Bob Rubin had taken over: “I think historically that was a valid
criticism, but certainly not in recent years since we have been at the forefront on
innovation. We’re a dramatically different firm than we were then.”'®

In one of their annual reviews of the firm’s progress, Whitehead and
Weinberg noted the increasing speed and complexity of finance and the sort of
organization they felt would prevail in such an environment: “Financing activity
today is increasingly spontaneous as well as international in scope. In this environ-
ment, traditional investment banking relationships—once characterized by long-
pondered advice followed by measured preparation for entry into market—have
been put under tremendous strain. Investment bankers best able to serve their
clients today are those who are knowledgeable about and sensitive to markets,
domestic and international; are able to muster resources and act quickly; possess
and willingly commit capital to facilitate transactions; and provide considerable
ingenuity in designing and marketing securities. It is an environment that tests
the mettle of investment banking firms. Those with resources—professionals of
top caliber, capital, presence in all markets, a well-honed organization, and a high
level of concentrated energy—will assume leadership. Inevitably, investors and

issuers alike will turn to the firms that demonstrate these capabilities.” They went
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on to observe proudly that the firm was “at the top or near it in every one of the
more than forty services we provide to our investing and financing clients.”

Great and enduring organizational change at a firm like Goldman Sachs
does not always come in the form of dramatic events, but rather in the steady no-
waves and no-nonsense pursuit of central beliefs. Core beliefs may appear almost
intuitive but are actually based on the sort of deep understanding that enables
great leaders with the will to excel to inspire many to follow—and oblige others
to come along too. If Goldman Sachs was not particularly creative or innova-
tive during the Weinberg-Whitehead transformation, it was responsive to market
opportunities, to competitors’ moves, and to changes in the environment in the
1970s and the 1980s, so that by the 1990s the firm was well prepared for an enor-
mous surge in business. Profits of only fifty million dollars when John Whitehead
and John Weinberg became co—senior partners mushroomed to eight hundred
million dollars by the time Weinberg retired in 1990.

As readers will see dramatized over and over again, Goldman Sachs was
entering into a period of accelerating transformation. Part of the transformation
came externally, with explosive growth in institutional investing, increasing vol-
ume in block trading, expanding and accelerating merger and acquisition activity
driven by the emergence of conglomerates and a deliberate reduction in antitrust
activity—plus increasingly active competitors like Morgan Stanley, First Bos-
ton, Merrill Lynch, and a host of domestic and international banks. Part of the
transformation came from within the firm, as recruiting brought increasing num-
bers of talented and highly motivated individuals to Goldman Sachs who were
too skilled, well trained, and ambitious to wait for things to happen. Part of the
transformation came with the increasing magnitude of compensation that could
be earned by creativity, risk taking, and entrepreneurial determination. Part
came with serial successes leading to increasing self-confidence, which led to
more successes, which fostered greater confidence that hard work, superb client
service, and discipline really would pay off. And part came from the Two Johns’
determination to make Goldman Sachs preeminent; while driving individuals to
work longer and harder to serve clients unusually well—and to copy and improve
on other firms’ best ideas—they insisted that everyone always work as part of

the team. Part came from the strategic power of the IBS system. Part came with
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Bob Rubin and Steve Friedman showing that success and rewards would go to
those who achieve major results, causing the whole firm to accelerate its pace with
increasing self-confidence and greater use of its strategic resources: knowledge,
relationships, and capital.

All financial intermediaries must adapt to changes in supply or demand, or
both. Most adapt defensively by gradual acceptance and accommodation to the
imperatives of change. Those that fail typically accept and adapt too slowly.
Those that succeed adapt actively and even aggressively. They hold high stan-
dards of performance, have a long-term focus, think and act strategically, gladly
drop fading lines of business and search diligently for opportunities for profitable
business creativity. Those that succeed adhere to consistent long-term beliefs and
policies; they greatly demonstrate a will to excel in strategic initiatives and inno-
vations, and in daily routines of such superb execution that they become anything
but routine. As though it had always been its natural destiny, the firm contin-
ued its metamorphosis toward the global juggernaut it would become as today’s
Goldman Sachs.

The great changes brought to Goldman Sachs by the Two Johns eventually
had an obvious consequence. Sidney Weinberg’s dream was realized: Goldman
Sachs became America’s leading investment bank, creating the base from which
the firm would go on to worldwide market leadership.

Of all the changes brought about by the Two Johns, perhaps the greatest was
a profound shift of attitude and self-perception in the minds of their partners. At
the start of their era of coleadership, Goldman Sachs was a second-tier contender
with many visible weaknesses and only three distinctive but quite separated
strengths—block trading, commercial paper, and risk arbitrage—with its invest-
ment banking business, except for that flowing from Sidney Weinberg’s director-
ships, largely confined to smaller “middle market” companies, particularly those
that might decide to sell out. By the time the Two Johns stepped down, the firm
was on its way to being an integrated market leader in every major line of the
securities business. Holding the leading position in investment banking with the
leading American corporations, it was poised for expansion to global leadership.

Ironically, it would be the remarkable combined successes of the new lines

of business spearheaded by the Two Johns and of the firm as a whole that would
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convince their successors that Goldman Sachs should go public—a decision the
Two Johns would vigorously and unsuccessfully oppose after their time of lead-

ership had passed.

hitehead and Weinberg made one of their greatest contributions to Gold-
Wman Sachs by agreeing, out of their great mutual respect and personal
affection, not to take one particular action. That example of deference to partner-
ship literally saved Goldman Sachs from disaster.

Through his work with the New York Port Authority, John Whitehead
learned of an unusually attractive opportunity to lease a large block of open-
architecture floor space, ideal for a large trading operation, near the top of one of
the major buildings in the Wall Street area. This one lease would allow everyone
in the firm to work together on connecting floors in one major building—with
a spectacular view. The lease would run for twenty-five years—well into the
twenty-first century. The financial terms were attractive; the firm clearly needed
substantial new space in the Wall Street area; and the time had come for Goldman
Sachs to set aside its past penchant for low-key, shabby offices. The physical space
was perfect, and being headquartered in that iconic space would be a perfect sym-
bolic declaration: Goldman Sachs had become a dominant global leader in invest-
ment banking.

Whitehead sketched out the splendid opportunity, but he could see that
Weinberg was, for some reason, not buying in. So, out of respect for his partner,
he decided to let the subject drop for a week or so because it was not all that time-
urgent. He would give his friend time to get on board. Given time, the idea itself
was sure to win Weinberg’s enthusiastic support.

A week later, Whitehead brought it up again, but got even /ess interest. So
he deferred for another week. When he brought it up a third time, Weinberg sur-
prised Whitehead by saying he knew Whitehead had brought the matter up twice
before and seemed quite excited about his deal, but even without getting into the
details, he would never support such a move.

Whitehead wanted to know why, so Weinberg explained: “I get claustro-

phobic when I'm in a building where the windows are sealed and can’t be opened.
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The windows in that building are all sealed—and the space you’ve been looking
at is ninety floors high. John, I could never work in that building, I can’t possibly
work way up there with windows you can’t open.”

With that very human explanation, Whitehead deferred to his friend, and
they never spoke again about leasing floors for the whole firm near the top of One
World Trade Center.



13

BONDS

THE EARLY YEARS

ond dealing was not important to Goldman Sachs in the fifties and sixties,

and Goldman Sachs was certainly not important to bond dealing—until

Gus Levy read Salomon Brothers’ first-ever annual report. It showed him
that a competitor firm was making large profits in bonds, a line of business he and
Goldman Sachs had been ignoring. Focused as always on making larger profits,
Levy declared, “We gotta get major in bonds. There’s big money being made,
and Goldman Sachs should be there.”

The firm’s bond business had been small—very small—because everybody
“knew” the bond business was just a prosaic “accommodation service” to inves-
tors that tied up capital, made little money—and depended on a firm’s being a
major new-issue underwriter of bonds, which Goldman Sachs most certainly was
not. That had to change.

In fact, Levy was misled. What he didn’t know was that a large part of Salo-
mon Brothers’ reported profits actually came not from bond dealing, but from its
equity position in a Texas energy company, Haas Oil. Salomon Brothers’ CEO,
William Salomon, had insisted on putting out the confusing report as “advertis-

ing” for the strategic thrust he was determined to make into investment banking.
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He had decided that the best way Salomon Brothers could become a major
underwriter was to show the world how powerfully profitable it had become. He
also authorized a major newspaper advertising campaign organized by Ogilvy
& Mather around large pictures of his firm’s cavernous bond trading room—
heralded boldly in full-page ads as “The Room”—to celebrate the market power
of Salomon Brothers’ trading. But his understandable bragging—which Sidney
Weinberg would never have allowed for this very reason—was soon attracting
competition from a suddenly awakened competitor: Goldman Sachs.*

Building on its leadership in commercial paper, Goldman Sachs first expanded
into a full range of the proliferating variety of money-market instruments. Henry
Fowler, the former secretary of the Treasury,' was recruited to Goldman Sachs in
1968 by Sidney Weinberg, who had known him from their days with the War Pro-
duction Board. “With his experience as secretary of the Treasury, Henry Fowler
really knew quite a lot about the Treasury bond business and felt strongly that we
should be in itin a serious way,” recalled John Weinberg. Cheerfully, Fowler began
to open doors to the offices of his former counterparts and acquaintances at other
countries’ central and commercial banks. But his low-key diplomatic approach was
not sufficiently aggressive to match Levy’s strategic aspirations.

With increasing strength in other money-market instruments and steady
expansion in investment banking adding to the firm’s well-established leadership
in commercial paper, Levy thought it was obvious that Goldman Sachs should
complete the strategic triangle and build a major business as a dealer in taxable
bonds. He proposed to do so by adding corporate bonds to the firm’s commercial-
paper business relationships—relationships developed over the years with hun-
dreds of corporate issuers and thousands of institutional investors. As usual, he
was unrelenting in his drive to make it all come together. He saw Goldman Sachs
as the “sleeping giant” in bonds: All it needed, he thought, was to be roused from

slumber and taught how to change. “We’ve expanded our bond business recently,”

* Salomon Brothers’s focus on profitability and on wholesale business—disparaging any business done with less
than the largest institutions, corporations, and governments—was actually taking it in a radically different strategic
direction. It soon dropped out of municipal bonds, where it had been a leading competitor, and out of commer-
cial paper, where it had been only a small player. Salomon Brothers made a major, strategic thrust into block trad-
ing, Goldman Sachs’s home territory, and into investment banking, mortgage-backed-bond dealing, and, through
merger with Phibro, into commodities. That merger would soon be a significant factor in Goldman Sachs’s decision

to combine with J. Aron.
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said Levy in 1969. “We plan to be number one in the bond business. We never
plan to be number two in anything.”

At Levy’s direction, George Ross led a partners’ committee? in a major study
of the business possibilities in corporate bonds. It showed that opportunities for
large profits were significant in both underwriting and dealing in the secondary
markets. So Levy summoned Ross from Philadelphia to take over from Fowler
and run the bond business out of New York. Levy’s charge: “It’s a big business
and a big opportunity for Goldman Sachs.” But Ross did not do well in bonds.
He was too interested in friendly client relationships to succeed in the confronta-
tional arena of the bond business, so he went back to Philadelphia after two years
and John Weinberg was put in his place, reporting to Ray Young,.

“Gus put me in charge of the bond department,” recalled Weinberg. “I
objected: ‘Gus, I don’t know bonds.” But Gus said, “You know how to control the
traders, so you're it.” And that was that.” Weinberg’s main job was to find the right
leader to build a major bond business. “So I start looking around at our guys and
quickly realized that we didn’t have anyone who could be a real leader. Then I find
a guy at Salomon—Bill Simon, who was later secretary of the Treasury—and
was going to hire him when our traders threatened to quit if T hired anyone in over
them.’ I'm not about to be threatened by those clowns, so I laid it out clear and easy:
“You guys have fifteen minutes to come to me and say we’ll go along with you and
really support this new guy as our head, or out you go/’So most of them left that very
same day. Fine with me. Then Simon got a big counteroffer from Salomon Broth-
ers and decided not to move to Goldman Sachs. The next day, I'm desperate to find
somebody who can take the responsibility for managing our bond positions when I
remember Eric Sheinberg is running our convertibles operation. Convertibles are
bonds, so I go tell Sheinberg he’s got a new job. He argues that converts are almost
completely different from straight bonds; they’re much closer to common stocks.
But I say, ‘Cut that: you’ve been drafted!” So he accepts the inevitable and agrees to
run the bond positions for a while, while we go looking for someone else—someone
who can really do the job and put us into taxable bonds in a major way.”

But taxable bonds were only one area of the bond business. While Wein-
berg was looking for a new head of taxable bonds, a separate effort was being
made in tax-exempt municipals. John Whitehead had recruited Bob Downey,

whom he had met socially, to leave R.W. Pressprich, where he was working in
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municipals, to lead a major buildup in municipal bonds at Goldman Sachs.* As a
lifelong Republican, Whitehead’s proposition was that municipal finance was sure
to grow because the states and municipalities would need the money, particularly
with the Democrats in power.” Downey was so persuaded to focus on the exciting
future opportunity Whitehead projected that he took a significant pay cut:

“Do it right” was Whitehead’s charge to Downey. “You don’t have to do it
all at once or achieve everything this year. Don’t stretch. Be the besz.” But despite
those words, Downey understood Goldman Sachs’s drive: “Of course, we worked
our asses off because we knew, in the final analysis, that John really expected the
business to grow rapidly and put Goldman Sachs at the top of the league tables very
quickly, and that he required we do it in a first-class way.” At the time, it was not at
all obvious that Goldman Sachs would be a significant beneficiary of the expected
increase in municipal-bond volume. In 1969, the year Downey took over, the firm
was not even in the top fifty among new-issue municipal underwriters. As usual,
breaking into the municipal-bond business would require an imaginative new
product, an innovative marketing focus—and a sustained, driving commitment.

The first major advance came in 1970 when Goldman Sachs invented the
Vermont State Municipal Bond Bank, which enabled small municipalities across
the Green Mountain State to gain access to the municipal-bond market on much
more favorable terms than they ever could get for their individual financings.
As Downey explained, “Small issues got no attention from Wall Street or from
investors. For example, one bond was issued for Peach, Vermont, with a popula-
tion of only 19,000. The Vermont banks—the traditional buyers for small, local
issues—were out of money to buy local bonds, so there was no market for Peach’s
bonds without the bond bank.”

The Vermont Bond Bank offered bond issues of at least medium size—which
made them liquid, or tradable in the secondary bond market—Dby pooling numer-
ous municipalities’ small bond offerings and adding the imprimatur of the state
of Vermont, which had a triple-A credit rating. While the state wasn’t legally
responsible for the bond bank’s debt, the bank’s credit was based on the state’s
moral obligation and was rated double-A. The key to success with this innovation
was coordination: putting it all together and making it work politically and then

financially by aligning payment dates and handling defaults, among other things.
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“We went to lots and lots of town meetings and met with lots of town selectmen,”
recalls Downey. “That December, we raised a total of forty-six million dollars
for fifty different municipalities, and we were off and running with our better
idea. We brought Maine in two years later with the Maine Bond Bank.”

In building the firm’s municipal-bond business, not doing the wrong things
was almost as important as doing innovative things. For instance, credit analysis
was an important part of the firm’s strategy in municipals. “But we didn’t publish
[our reports],” says Downey, “because we didn’t want to miff our issuing cli-
ents. Merrill Lynch and others did publish—and they got into real troubles with
their published research on clients.” Instead, he explains, “We would [privately]
show a list of the duds we had avoided—Ilike West Virginia Turnpike. While it’s
not good to get a reputation for being oo cautious or even chicken, it’s always
important to know when to say no. And saying no is not the /ast thing you can
ever say because you can always come back to the table. You don’t want to be just
some idiot who is only avoiding bullets. You do want to compete, so just like in
the Marines, you have to know when to duck and when to move up and engage.
Sometimes you duck first and then engage on the very same issue.”

Downey liked to take astute market risks. When Executive Life—which
CEO Fred Carr would later drive into a spectacular bankruptcy—issued
insured, guaranteed investment contracts, or GICs, they got a triple-A credit
rating. The money invested in those GICs came mostly from municipalities that
raised money through tax-exempt bonds sold through Drexel Burnham. The
municipalities were profiting, at least temporarily, from arbitraging the interest-
rate spread between the tax-exempt and taxable bond markets. “But,” recalls
Downey, “even in a large, diversified portfolio, junk bonds are not triple-A. So
we stayed far away from the Executive Life issues when originally offered at par.
But later”—after Executive Life hit the skids—"“at a market price of just forty
dollars for every hundred dollars of face value, those same bonds were selling at
a sixty-percent discount, and we went in at that market price and did beautifully
as the price later rose to eighty. Still . . . there were moments.” The price of those
bonds once dropped briefly to twenty-five dollars on a rumor that the courts
might rule that secondary-market investors were just speculators and would not

be treated equally with the somehow more legitimate investors who had bought
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at the offering. Fortunately for those who bought in between forty and fifty dol-
lars, that rumor soon evaporated. “By saying no back at the original underwrit-
ing, we had a leg up when it was time to organize the bailout financing,” Downey
says. “It was hard work, but we really did our homework and earned a reputation
for professionalism. With our reputation established, business was really coming
in and the municipal finance department was making real money.”

Confident that the firm would recognize the unit’s success in municipals,
Downey and others expected Municipal Finance to win its first partnerships. But it
didn’t quite happen. The division got one partnership, for a banker named Charlie
Herman. “We were very disappointed because we believed very strongly that our
Frank Coleman was too good to pass over. So we wrote a letter to Gus, saying, "We
truly believe Goldman Sachs is the best firm, but we want you to see our depart-
ment as being important to the firm.” We got no reaction from Gus—and certainly
no promises.” Disappointment spread quickly across the municipal group.

Downey and his five-man team decided that if partnerships were not going
to open up at Goldman Sachs, they had better talk with other firms. After three
months of carefully confidential discussions, they agreed to leave Goldman Sachs
and go over to Donaldson, Lufkin & Jenrette. Because the formal announcement
would be made the next day, their wives had just received big bouquets of “wel-
come aboard” flowers. It looked all settled when Dan Lufkin, chairman of DL],
asked his partners: “Have you spoken with Gus?”

“No. Why?”

“As a courtesy—Dbecause that’s the way it’s traditionally done on Wall Street.
If you haven’t called Gus, I will.” And off he went to make the call.

When Levy got the courtesy call on the “done deal,” his sixth sense gave him
the intuition that the deal for his municipal-finance team to leave Goldman Sachs
and join DL] was not absolutely airtight. During that simple courtesy call, Levy
kept the conversation going, personalized it some, and then, moving on to other
related topics, got Lufkin—who had political ambitions and might someday need
Levy’s support within the Republican Party—to blink. No, Lufkin indicated, it
was not quite absolutely locked up as a 100 percent done deal.

That small opening was all Gus Levy needed. He called Downey down to
his office and went to work on him, getting Downey first to wonder and then

to worry about how much he could really trust the other firm if they would talk to
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Levy without first clearing such a sensitive call with him. “When’s the last time
you gave your wife a gift of something rea/ly nice?” asked Levy as he wrote out a
personal check for ten thousand dollars.

Less than half an hour after Lufkin’s call to Levy, Downey was on the phone
to DL], saying, “Your chairman told Gus Levy that our deal is not closed,” and
within hours the deal completely unraveled. Downey and his municipal-finance
team stayed with Goldman Sachs and soon got that second partnership. By the
end of the twentieth century, negotiated municipal-bond deals had grown to rep-
resent over three-quarters of the overall tax-exempt market and Goldman Sachs
ranked first in lead-managed, negotiated bond underwritings in all but five of the

century’s last thirty years.

S till needing strong sales leadership in taxable bonds, Weinberg reached for
a young star who, if he was successful where others had failed, would be
declared a hero. Months before, one of the bond traders had asked David Ford,
“You cover Atlanta, David, so why don’t you come with me to visit some accounts
in Atlanta?” The trader continued to explain, “That way, I won’t have to pay
for my vacation trip to Augusta this year.” So Ford went on a three-day series
of account visits and the trader got his transportation paid by the firm. While
they were away, telephone calls came in. First, Dick Menschel called. Then John
Weinberg called—Dboth looking for Ford.

“Where in hell have you been?” Weinberg demanded when Ford phoned back.

“Calling on accounts.”

“Well, then you must be ready to get to work!” and Ford was switched to
fixed-income sales in Philadelphia on the curiously convoluted assumption that
since he was effective when working with high-net-worth clients, he must have
good quantitative skills—and this in turn meant he could be transferred to fixed-
income sales, where numeracy was essential.

A few months later, Weinberg invited Ford to have dinner with him in New
York City because he was ready to make Ford, at thirty, national sales man-
ager for corporate bonds. Ford: “I know you’re also looking for a head of the
whole division, and he’ll want to hire his own sales managers. But my dad was in

the military, so if you say that’s what you want me to do, I will. If you still want
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me to take the job, I’ll need at least six months to get the key hires in place and get
myself established.”

“Done.”

Ford was brushing his teeth at home in Philadelphia when his wife asked:
“How did your dinner with John Weinberg go?”

“Well! He offered me a major new job: national sales manager.”

“What did you say?”

“Yes!”

“But you didn’t talk to me.”

The Fords moved to New York, but they never felt comfortable in the city.

He soon gave up the sales manager job, and they moved back to Philadelphia.

B y the early seventies, Whitehead and Weinberg, as coheads of Goldman
Sachs, were determined to move ahead in the secondary markets, for previ-
ously issued bonds—first in municipals, where the firm could capitalize on the
strengths Downey had established in the new-issue or primary market, and then
by expanding in corporates and governments. In 1972 all bond operations were
taken away from the regional offices and consolidated in New York City as a first
step. Don Shochan, recruited from Discount Corporation, was put in charge at
first. But Shochan was eventually recognized as a “crapshooter”—he managed
positions by changing portfolio maturities in anticipation of changes in interest
rates—and was let go in 1977. Goldman Sachs was again looking for a leader and
a strategy to break into bonds.

“Frank Smeal was our man,” recalls Weinberg. Smeal had been approached
a year earlier by Levy, Whitehead, and Weinberg when they correctly sensed that
Smeal was no longer a leading candidate to be chosen CEO of Morgan Guaranty
and might be receptive to their offer. But Smeal refused. As he later explained:
“I wouldn’t work for Gus Levy. But after Gus was gone, it was different.” The
change in leadership at Goldman Sachs was one major factor in Smeal’s decision.
Another difference was that Smeal had just been badly disappointed when finally
passed over as CEO at Morgan Guaranty. In negotiating the terms for his join-
ing Goldman Sachs, Smeal proved he was a good trader: He came over in April

1977 with an annual guarantee of five hundred thousand dollars and a significant
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partnership percentage—nearly equal to Weinberg and Whitehead—with a slot
on the management committee.

Smeal moved quickly to develop a strong, customer-oriented sales organi-
zation, started producing value-added research, and expanded the firm’s market
making. He was soon making real progress. However, the whole world of bond
dealing was about to go through a once-in-a-lifetime transformation and, as oth-
ers would soon see, the service-intensive strategy Smeal understood best would be
pushed aside by capital-based, quantitative, risk-taking strategies that focused on
principal trading—Dbuying and selling for the firm’s own account rather than just
executing customers’ orders. But the transformation was not yet visible. Smeal was
moving to establish a traditional organization for the traditional bond business.

Jim Kautz had been in bond sales in the St. Louis office when he declined
a 1975 “invitation” from Gus Levy to go to New York to head municipal sales.
“That was the longest plane ride in my life—an hour and a half with Gus Levy,
who was returning to New York from a May Department Stores directors’ meet-
ing in St. Louis. Gus spent the whole flight telling me why I should change my
mind and take the job.” A few years later, when Smeal gave Kautz another offer to
be overall sales manager for the fixed-income department, he quickly took it.*

In a thirty-year career at the Morgan Bank, Smeal not only had been exec-
utive vice president and treasurer, but also was important in the Bond Dealers
Association. His name and reputation were far bigger than many at Goldman
Sachs realized, but his style hardly matched the firm’s. A connoisseur of fine wines
and great restaurants, he went out almost every evening with customers and com-
petitors, networking extensively in the old-school way he knew so well from his
years at Morgan. He wore tailored suits, expected younger people to defer to him
as “Mr. Smeal,” and believed serious meetings were held in conference rooms
and scheduled for specific times at least a few days in advance so everyone could
prepare propetly. But at Goldman Sachs, everybody used first names, nobody
wore suit jackets, and the most significant meetings were “on the fly,” impromptu
trading-room gatherings to make urgent decisions.

Smeal’s style conflict was first seen in recruiting: He assumed that as
department head, he would do his own recruiting. An early casualty of this

* Kautz’s predecessor as head of bond sales was John Gilliam, who had joined the firm in the 1950s, fresh out of

Princeton, and sold stocks in the Midwest. He and Smeal never bonded. Gilliam says, “Frank Smeal was a fake.”



224 - THE PARTNERSHIP

misunderstanding was Arthur Chiang, who had been recruited in 1977 to Chase
Manhattan Bank from Chicago’s Harris Bank to run Chase’s government and
municipal bond operations. At the Greenbrier Hotel for a major dealer’s con-
ference in 1979, recalls Chiang, “as I came off the tennis court, Frank asked me
to sit with him under a tree.” Chiang knew a lot about Goldman Sachs and was
impressed with the firm’s commitment to recruiting college graduates and MBAs
while Salomon Brothers was still looking to upgrade back-office clerks with few
or no credentials beyond street smarts and a lot of hunger. Chiang also recog-
nized the significance of the powerful changes that were coming rapidly to Wall
Street with derivatives like T-bill futures, which were just being introduced on
the Mercantile Exchange in Chicago. Derivatives would soon change the scale
and the basic nature of the bond markets. These sophisticated new instruments
would bring important opportunities for bond dealers to manage their business in
an entirely new way without taking major market or interest-rate risks.

“Frank asked me to join Goldman Sachs as head of trading and research
in governments and mortgages,” recalls Chiang. “After three days of intense
consideration—because I knew there was a real need at Goldman Sachs for my
skills and experience with derivatives—I accepted. Then, suddenly, surprise! One
day later, Frank told me he had not made an actual offer.” Backpedaling, Smeal—
who had just been told that in a partnership, recruiting decisions were always made
collectively by at least a dozen people—said his offer was not definite, but rather “a
proposition to consider as an adventure”! But since Chiang had already made his
commitment, meetings with several partners were hurriedly arranged, and after
a few days of intensive interviews, the “proposition to consider” was made a real
offer and Chiang joined the firm. “But there was no office space for me,” he recalls,
“except a small interior room with no windows—and two doors.”

Chiang’s most important changes were initiating the use of derivatives and
hiring two future leaders, Jon Corzine from Continental Illinois National Bank
and Mark Winkelman from the World Bank. Chiang never fit into the firm per-
sonally. Some said he was “too ivory tower”; others said he was felled by inter-
nal competition. “In the end,” recalls Chiang philosophically, “Frank fired me
solo—the same way he had tried to hire me.”

That wasn’t the last of Smeal’s difficulties. His experience at the Morgan

Bank had been in municipals and Treasuries, but the major business challenge at
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Goldman Sachs was in taxable corporates, a very different business. Smeal was an
experienced administrator who knew lots of senior people and greatly enjoyed the
old-school relationship diplomacy. But that was no longer the way the bond busi-
ness was being done and not the way to build up a major business rapidly in the
face of huge, rough, risk-taking, richly capitalized, and determined competitors
like Salomon and First Boston. They understood how vital it was to zheir future
to keep and defend their market leadership, which was key to their profits and to
their status in corporate underwriting. “Not only did he not know the Goldman
Sachs culture or the firm’s ways of doing business—informal, fast, open, etc.,”
recalls a partner, “he wasn’t up to speed on the mathematics that were coming
into dominance in the bond-trading business. He never really understood how
modern bond traders make money for the firm. Frank should have been a senior
adviser, not responsible for hands-on leadership charged with driving the unit
to build a major business. Looking back on those days, Frank’s real role was as a
high-grade placeholder until the firm could put some business builders in charge
that understood the Goldman Sachs culture and could hire the strong hitters we
needed to build the business. Frank’s true role, whether he or anyone else realized
it at the time, was to give us some external credibility when we were so very far
behind Salomon Brothers and First Boston, and we could see that L.ehman Broth-
ers, Morgan Stanley, and Merrill Lynch were all moving up strongly.”

For a few years Smeal seemed to achieve a major success. Fixed Income went
from barely break-even to what appeared to be a highly profitable division of
Goldman Sachs. But profit reporting can be very misleading. The division was
reporting robust profits only because it was liquidating the firm’s base of business
in corporate bonds.

Steve Friedman laid out the problem to John Weinberg. Sure, there were
signs of success that hid the core problem. Reported profits were up a lot. The
firm’s increasing strength as a municipal-bond underwriter in the new-issue mar-
ket was being matched by sales and service operations in the secondary market.
With the help of former treasury secretary and now partner Henry Fowler, the
firm was establishing itself as a government-bond dealer. Fixed-income research
had been introduced and was becoming a competitive strength. Trading risks
were carefully minimized.

But in corporate bonds—the business that was new to Smeal because
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commercial banks like J.P. Morgan had not yet been allowed to underwrite
or make markets in corporate issues—Goldman Sachs was losing lucrative
corporate-bond underwritings from such traditionally important clients as Sears
Roebuck and Texaco. Both had sold one billion dollars of bonds through other
underwriters. In three years in the eatly eighties, Goldman Sachs’s rank in man-
aged corporate-bond underwriting had dropped from first to third to fifth. Its
market share had shrunk over those years from 11 percent to 9.6 percent, while
Salomon Brothers’s share had risen from 16.2 percent to 25.8 percent. The changes
were a serious threat to Goldman Sachs’s position as an underwriter. Competitors
were using their rich profits in surging new markets like mortgages to cover their
losses in corporates, where they were cutting prices to gain market share.

Friedman and Rubin were convinced that the firm could make major money
in bonds only by committing in a big way to proprietary trading for the firm’s
own account, because the bond markets were radically changing. Mortgage-
backed securities and an increasing variety of asset-backed and lower-grade,
high-yield bonds were exploding in volume and in dealer profits. Smeal contin-
ued to favor the traditional, customer-oriented agency business. Friedman feared
that if Goldman Sachs stuck with Smeal’s suddenly obsolete business strategy for
another three years—while Salomon Brothers, Morgan Stanley, Merrill Lynch,
and First Boston kept building their risk-embracing business, making big profits
as principals, not small profits as service-intensive agents—the firm risked being
shoved aside as a major corporate underwriter. Friedman and Rubin recognized
the strategic problem; knew Smeal could not discard all he knew from long expe-
rience; and decided that the better option was for them to take over leadership of
the fixed-income group. Weinberg endorsed the change, partly because it gave
his two protégés a challenging opportunity to develop and demonstrate their
abilities as coleaders away from their “home bases” of M&A and arbitrage, and
partly because the firm’s earnings in bonds paled in comparison to the enormous
profits Salomon Brothers, First Boston, and a few other bond dealers were mak-
ing. Weinberg wanted to test the pair with greater managerial responsibilities as
he groomed them to be his successors. He expected them to figure out how Gold-
man Sachs could join in making big profits in the bond business.

A strong dealer position in the secondary bond markets had become essential

when competing as a new-issue underwriter, and new-issue bond underwriting
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was booming. Not being a leading dealer in bonds was already hurting the firm
competitively and, without major change, would become a dominating strategic
liability in corporate underwriting. All the other majors were strong in both debt
and equity, and no corporation would want to depend on a one-trick underwriter.
Moreover, if competitors were making big profits in any line of business—like
proprietary trading in new kinds of bonds—those profits would surely be used
to move in on other lines of business or to pay up in recruiting talented people,
including those at Goldman Sachs.

In 1985, at age sixty-seven, Frank Smeal retired. This opened up an opportu-
nity for major change. Steve Friedman recalls, “I couldn’t sit on the management
committee with Smeal and not know that something was missing—something
really important—when he talked about London having lost twelve million dol-
lars on a trade and didn’t even know why. They 4ad to know why they’d taken
such a loss so they could learn from the mistake so it could be prevented the next
time. I knew that Tom Saunders at Morgan Stanley had everyone and everything
reporting into him on the trading floor, so they had close communication and
good coordination. By contrast, we had guys spread across three different floors.
Talk about frustration!”

A year later, Bob Rubin called David Ford again: He wanted Ford to relocate
to New York and take on sales management again. “You're really asking two dif-
ferent things,” Ford responded. “First, will I take the job? Second, will I move to
New York? If you can judge my work by the results accomplished and not by how
much face time I put in in New York, I’ll take it—but only on that basis.”

“T’ll want to discuss this with Steve. Can I put you on hold?”

“Sure.”

Ford was on hold for less than one minute and would never know whether
Rubin actually asked Friedman anything before coming back on the line to say,
“Done.”

To make fixed-income sales effective, Ford knew he would need to offer a
service that would enable his salesmen to “sit on the client’s side of the desk”—
offering solutions to pressing problems—Dby delivering research that would help
clients make better investment decisions. Gary Wenglowski’s extensive macro-
economic research—although originally organized to support equity research—

was adaptable to fixed-income research and proved helpful. So was the work of
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Stanley Diller, who joined Goldman Sachs to build a bond-research department
in the late 1970s and was the firm’s first “rocket scientist” quantitative analyst.
Diller, a professor at Columbia, came to do research on portfolio strategies as
a way to differentiate Goldman Sachs and to generate research-based transac-
tion ideas for customers instead of simply risking firm capital buying any bonds
that customers wanted to sell. Unfortunately, Diller needed enormous amounts
of computer time to run his complex models, and this caused conflicts with oth-
ers in research. When Diller lost his temper one day and called Lee Cooperman a
“Hitler,” his career at the firm was suddenly kaput.

Also in the late seventies, Joel Kirschbaum, who had ranked at the top of his
class at both Harvard Business School and Harvard Law School before coming to
Goldman Sachs, switched from banking to build a mortgage-backed-securities
business and catch up with Salomon Brothers, which was making a fortune in
mortgages. To trade mortgages, Kirschbaum recruited Robert From, a trader from
Blyth, who recognized that when portfolio managers wanted to hedge their port-
folios of mortgage-backed bonds against market risk, they were short-selling the
bonds’ initial maturity strips. (In another of many “product” innovations from
Wall Street, mortgage-backed bond issues were sold in strips, divided by matu-
rity like slices in a loaf of bread.) With this simple insight, he would accumulate
a big position in those initial maturity strips, buying in the floating supply, and
then squeeze the short sellers—hard. As the shorts scrambled to get securities to
deliver, they had to pay higher and higher prices. Panicked as prices went up and
up, they would bid the price up even faster and even higher. This caused major
spikes in market prices that only the former Blyth trader could anticipate because
he was the one forcing the shorts to cover. He made huge profits for Goldman
Sachs.

Soon Kirschbaum was asking the brightest people he could find one key ques-
tion: “Who is the one person I most want to have to build a truly great research
unit in mortgages?” Some of Professor Richard Roll’s UCLA students were at
the firm, and they all pointed to Roll. “Joel flew out to Los Angeles, grabbed me
by the throat, and just would not let go,” recalls Roll. He joined the firm in 1985
and over the next two years built a fifty-five-person research unit specializing

in mortgages. “The firm had some of the smartest people I've ever met,” says
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Roll, and “while the firm, more than any competitor, has used more people with
advanced academic training, their regular employees are every bit as talented.
Goldman Sachs used academics like me as catalysts to get their own people think-

ing in more rational and sophisticated ways.”

ohn Weinberg was set appoint Steve Friedman to head fixed income, but Bob

Rubin heard about it and quickly convinced Weinberg to appoint him as co-
head to be sure trading skills would be at the top of the division. Looking back on
Frank Smeal’s departure, Friedman recalls: “Our bond business was really dis-
turbing. It had the wrong strategy. Frank was going backward, not forward, when
recommending a relationship salesman to succeed him as head of the division. We
said, ‘Over our dead bodies!”” Smeal’s candidate was not up on the sophisticated
analytics that were becoming central to proprietary trading and were sure to be
the main source of profits. “One month after Bob and I got involved, a major
crisis hit the markets. The fixed-income division was all stovepipes and fiefdoms,
so traders were looking only at one part of the market and paying no attention to
how other parts of the market were affecting their own. They had no understand-
ing of the basic mathematics of embedded option values [such as call protection
or mortgage-refinancing rights], which were absolutely essential. The top of that
division was an intellectual vacuum.”

Rubin and Friedman changed the compensation arrangement from straight
commission on volume to “managed comp” that could at least include whether
the firm wanted the business a salesman was doing. “We had guys getting paid on
volume when the key to their volume was our losses in market-making,” laments
Friedman.

In 1985, convinced that new leadership and new strategy were needed in
fixed income, Rubin and Friedman recruited a group of experienced risk-taking
bond dealers from Salomon Brothers into Goldman Sachs to force change in the
fixed-income division’s culture and alter its concept of the business from service-
oriented and risk-avoiding over to a bold, risk-embracing, capital-intensive,
proprietary business model. Most left Salomon Brothers because they had felt

shortchanged, and most subsequently left Goldman Sachs after a few years
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because they couldn’t adapt to the teamwork culture, but by then they had already
helped change the firm’s way of doing bond business.® By 1986 over one thousand
people worked in Fixed Income.

Thinking more rationally and in more sophisticated ways was not limited
to tactical changes. The changes that Rubin and Friedman put through were
massive—and would help change the character of Goldman Sachs forever. But
favorable change did not come swiftly or easily.

As interest rates fell in 1986, dealers with long positions in corporate
bonds and mortgage-backed securities were not getting the rising prices they
had expected, but their short positions in U.S. Treasuries were rising right on
schedule—so Goldman Sachs dealers were taking huge, repetitive losses. Arbi-
trage losses in Fixed Income surged to one hundred million dollars—not a good
start for Rubin and Friedman as new coheads of the division.

“What in hell is going on?” exclaimed Friedman.

Nobody knew—and nobody knew for days on end—until somebody real-
ized the obvious: As interest rates fell, homeowners were refinancing their
mortgages and corporations were refinancing their bonds by exercising call pro-
visions. That explained why the Wall Street dealers’ long positions in corporates
and mortgages were not rising as rapidly as their short positions in Treasuries,
squeezing the spreads that dealers were counting on.

Goldman Sachs needed better models that more accurately reflected the
impact of changing interest rates on the different bonds’ embedded options. This
need surfaced during one of the postmortem review sessions Rubin held each Sat-
urday. He always made sure that each person present had his chance to speak—
including in-house guru Fischer Black, the codeveloper of the Black-Scholes
formula for valuing stock options, who sat in a corner and was silently listen-
ing. Rubin, who respected people who, like himself, knew how to listen, said,
“Fischer, you’ve been pretty quiet. Is there anything you’d like to add?”

Noting that the embedded bond options to refinance were not being valued
correctly, Black said that correct valuation of those embedded options could prob-
ably be obtained if the quantitative-model builders at the firm went to work on
the problem. While the Black-Scholes formula for valuing stock options couldn’t

work well on bond options, over the next several weeks, working with Emanuel
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Derman and Bill Toy, Black developed a practical computer model that incorpo-
rated the decisive difference between stocks and bonds.” All bonds have an exact
value on the exact date when they mature, and this enables analysts to translate
each bond’s yield curve and price volatility into a consistent pattern of future
short-term interest rates and volatilities. And that pattern can be used to price any
other fixed-income security, including derivatives, in ways that are all internally
consistent.® This insight revolutionized the bond business at Goldman Sachs and
the bond markets all around the world because it integrated futures and cash trad-
ing in every market, everywhere. What began with Rubin’s habitual question-

invitation soon became another transformational revolution.



14

FIGURING OUT
PRIVATE CLIENT SERVICES

ay Young and Richard Menschel saw an opportunity in the early sev-

enties to develop a substantial new business by harnessing two estab-

lished strengths of Goldman Sachs. If executed well, this new business
would have high margins, require little or no capital, and be a steady long-term
moneymaker. Good execution would depend on an entrepreneur who was ambi-
tious, unusually presentable, and tough—tough enough to cold-call persistently
in many different cities over many years.

Except for one crucial distinction, the business opportunity Menschel and
Young had in mind was the basic business of Wall Street: retail stockbrokerage.
The crucial distinction was focus—focus on wealthy individuals, particularly on
individuals who had became wealthy by building businesses and whose wealth
had suddenly become liquid because Goldman Sachs or another firm had helped
sell their companies. The focus would give Goldman Sachs an important “unfair”
competitive advantage. Since the firm already had strong research and trading
capabilities in place to serve its institutional accounts, any business with wealthy
individuals would be almost entirely incremental, so the profit margins would be

high as volume built up.!
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Through its “seller rep” specialty, Goldman Sachs was the Wall Street leader
in helping the owners of small and medium-size companies sell out on favor-
able terms. After a sale, each of the major shareholders suddenly had money—
usually lots of money—and Goldman Sachs knew exactly who they were and
how much they each now had to invest, weeks before any other firm. In addition,
each of these newly wealthy people would have a quite favorable predisposition
toward the firm that had managed the sale of the company. Said Menschel: “You
couldn’t ask for a better opening opportunity for a securities salesman.” If Gold-
man Sachs managed an IPO and the company’s CEO came into millions, a young
salesman—also from Goldman Sachs, but often not with the same maturity
as the attending investment banker—would call about managing his personal
investments.

During the conglomerate era of the sixties and seventies, acquisitions were
at an all-time high. For example, U.S. Industries Inc. alone made one hundred
acquisitions in half as many months—creating at least one or two, and often
as many as a dozen, freshly minted millionaires in each of one hundred selling
companies. As Menschel noted, “That’s hundreds of prospects from just that one
acquisition-active company. And there are bigger deal makers, like Jimmy Ling,
the Murchisons, and Derald Ruttenberg, all doing deals and creating big, liquid
personal portfolios.”

Once a few successful entrepreneurs in a city had become clients and expe-
rienced the firm’s first-rate service and solid investment results, they would be
more than happy to introduce their wealthy friends to Goldman Sachs. This
would give the firm an expanding perimeter of competitive advantage in building
its individual-investor business. Some of these new customers could also become
clients for the firm’s seller-rep business—a perpetual virtuous cycle.

Menschel thought he knew the right man for the job of building a signifi-
cant business on his ideas. Menschel had been assembling the firm’s institutional
sales force, one person at a time, with great care and high standards, because he
recognized that year after year, the firms with the best relationships with insti-
tutional investors got paid significantly more than the second- or third-ranking
firms serving those same institutions. The key factor in having the best rela-
tionships was having the best salesmen. That’s why Menschel was exacting in

recruiting and training salespeople and supervising their assignments and their
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advancement. He concentrated recruiting at Harvard, Stanford, Wharton, and
Columbia, and was alert to unconventional candidates who were exceptions that
proved the rule—Tlike Roy Zuckerberg, whom he had hired a few years before.

Looking over Zuckerberg’s one-page résumé, Menschel, who liked to test
candidates to see how they reacted, had said, “I see you didn’t go to business
school, Roy. We’re hiring most of our new salesmen from the very best business
schools. Can you tell me why I should hire you when you didn’t even go to any
business school?”

“No, I didn’t go to business school,” replied Zuckerberg smoothly. “I stud-
ied business in the real world—where you actually do things, not just talk about
doing. While the others studied business, I did business.”

“So what did you accomplish in your school of hard knocks?”

“I reorganized sales, cut costs, and increased revenues threefold in eight
years, and changed the way the business was done. I managed people. I built rela-
tionships. I built a business and made it far more profitable. You learn a lot when
you do real business.”

“And what did you study at . . . wasit ... Lowell Tech?”

“Textile engineering. My father was in the industrial textile business.”

Menschel was impressed but still skeptical. Virtually all his hiring was at
business schools, particularly Harvard Business School—partly because he’d
gone there himself, partly because John Whitehead and John Weinberg both
favored HBS graduates strongly, and partly because the training there made his
salesmen highly presentable to clients—particularly after an offhand comment
like: “Your salesman will be Sam Jones. He went to Harvard Business School,
you know.” But Lowell Tech, followed by no business school at all—that would
never impress anyone. Yet Menschel was intrigued. This guy Zuckerberg had
charm, was clearly driven to get ahead, and showed considerable selling skills.
He was certainly good at selling himself. More important, L. Jay Tenenbaum, a
good judge of people, had recommended him to Menschel. Tenenbaum had been
instrumental in bringing into the firm a series of future leaders: Bob Mnuchin,
David Silfen, Bob Rubin, Steve Friedman, and Bob Freeman. Tenenbaum had
agreed to see Zuckerberg for fifteen minutes because his friend Bruce Mayer had
asked Tenenbaum to interview him as a favor. On learning that Zuckerberg was

about to take a job in operations at Bear Stearns, Mayer had said, “Oh no, Roy,
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you belong in sales,” and called Tenenbaum. Busy as he was on the arbitrage
desk, Tenenbaum continued the interview for nearly three hours and concluded
by saying, “I don’t know how, but I'm going to help you get you a job here at
Goldman Sachs. I’ll introduce you to our heads of sales, Richard Menschel and
Roy Young.”

Menschel might have been even more intrigued—and more skeptical—if he
had known more of the details of young Zuckerberg’s education. In high school,
Zuckerberg realized that he was very smart because he got high grades without
doing any homework. When other kids told him he would be in trouble if he kept
skipping homework, he elected the toughest course he could find—math—and
bet ten dollars he would get a grade of seventy-five or better without any study.
He won the bet with a seventy-eight. He then went to Lowell Tech and then to
work at his father’s “textile” company. In dry-cleaning women’s dresses, the
mannequins that take the abuse of heat, pressure, and chemicals have textile cov-
ers that must be replaced regularly. Roy’s father’s textile business was provid-
ing those covers—a tough business, but not as tough as Sam Zuckerberg, who
announced how his son’s first day on the job would begin: “You’ll start working
tomorrow at five a.m. Be there!”

“Gimme a break, Dad. I've had no vacation since leaving school.”

“You’ve had twenty-two years of vacation! Five a.m.!”

When, after a few years, Roy decided he would have to quit, he went to his
father to explain his decision. As soon as Sam Zuckerberg realized what was com-
ing, his eyes narrowed and his voice hardened: “Turn in the keys—now! That’s a
company car!” The son protested that he needed the car to get home, twelve miles

away. The father had no problem with that: “Turn . . . in ... the ... keys!”

Zuckerberg started in securities sales at Goldman Sachs in 1967 and in 1972
was also running the sales training program when Menschel said, “Roy,
why don’t you give up your institutional accounts? We both know that because
you came into sales late, you don’t have the best list of accounts. You should drop
your institutional accounts and go full time into selling securities to wealthy indi-
viduals. You do well with the individuals you work with now. You have a good

understanding of how to do significant business with individuals, and there are
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good individual-investor accounts all over the country, so the opportunity is
unlimited—and it’s a fast-growing business, particularly if you concentrate on
the wealthiest of the newly rich.” Menschel had developed a decisively differenti-
ated model of how the individual-investor brokerage business could and should
be developed, and now he wanted someone to run it, someone who could develop
it into an important business for Goldman Sachs.

“All the newly rich selling shareholders need somebody,” Menschel told
Zuckerberg. “All you have to do is to make sure that that somebody is Goldman
Sachs. You’ll have more good business than you can handle, and you can build a
significant organization to serve this large and growing market. And Roy, all the
business will be incremental, so the profit margin will be very high. This is your
great opportunity!”

Zuckerberg started building the individual-investor business in 1972 and
ran it for sixteen years. “I traveled extensively to work with our regional people
to meet with their clients and prospects,” he remembers. When any corporation
sold out, with the help of Goldman Sachs or any other firm, Zuckerberg and his
team would call on every important stockholder within twenty-four hours of the
deal—usually first thing the very next morning. Zuckerberg recalls, “Dick told
me the secret—in fact, he insisted on it: ‘Go after the very rich. They’re only dif-
ferent from everyone else in one single way: They have much more money. It’s
just as easy to sell to the very rich man as it is to sell to an ordinary account.””

Soon Menschel had another idea: “You need a name! This business is
becoming important, and every important business has a name.” The business
had simply been called Security Sales—Individual, to separate it from the domi-
nant business, Security Sales—Institutional. Even the order tickets were “insti-
tutional”; designed for a cash-on-delivery institutional business, they were so
complex that most individual customers found them frustrating. The business’s
comforting new name became Private Client Services.

In addition to going after more and more new accounts, Menschel and Zuck-
erberg thought strategically about how to organize and build a strong, scalable
business for the firm. Adding clients often required a major educational job
because the prospects knew so little about securities or the markets. They were
not investors. They were and had always been business managers, and invest-

ing in securities was very different both objectively and subjectively. “Night after
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night, I’d sit with a legal-size yellow pad and make long lists for myself of what
we should do,” Zuckerberg recalls.

By the early 1980s, Goldman Sachs was consistently one of the top three
underwriters of negotiated municipal-bond issues. This meant PCS clients had
plenty to choose from and could buy new bonds at wholesale prices (with sales
compensation paid by the issuer). At the same time, strong individual-investor
demand from PCS clients was great for the firm’s reputation as an underwriter:
PCS got broad distribution, and the bonds would often be held to maturity—not
get sold back into the market.

In addition, the firm’s solid equity research was well suited to the high end
of the individual-investor market. Definitive reports on industries and leading
companies could intrigue entrepreneurs leading smaller companies in the same
business and showed how broad and deep the analysts’ knowledge was. PCS
salesmen would send research reports to people likely to be interested with a note
such as, “Thought you’d be interested in George Owens’s research. If you’d like
to hear from George directly, we can set up a conference call.” Finally, as Zuck-
erberg and his salesmen would explain to prospective clients, Goldman Sachs did
not accept “retail” accounts; it took on personal business only if the account was
very large and the individual was “qualified” for admission to what appeared to
be a special insiders’ club.

Later on, PCS got into real estate, tax-advantaged investments, and then pri-
vate equity, international, and hedge funds. In private equity, the sales pitch was
different: “How would you like to invest side-by-side with the partners of Gold-
man Sachs? They’re the lead investors in this fund and are contributing twenty
percent of the total.” Adding another 10 percent to 20 percent from individuals
was important in the sales process—it helped the firm preempt efforts by large
institutions such as state pension funds to get a fee break in exchange for an early
commitment. Year after year, the business grew larger and larger. As Zuckerberg
recognized, “We had everything going for us.”

Building on the process that had brought Zuckerberg in years before, Rich-
ard Menschel developed the core strategy that so differentiated PCS from the
ordinary retail sales organization. Most stockbrokers were hiring college gradu-
ates, training them only to pass the basic New York Stock Exchange Series Seven

exam, and then sending them out to sink or swim—with most sinking in a year
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or so. Goldman Sachs recruited MBAs from top schools, people who were aca-
demically and motivationally equal to those who covered the major institutions
as sales people. To achieve consistency in training and instill its culture, the firm
took almost no laterals—while most competitors were poaching each other like
crazy to bring over books of business. Goldman Sachs generally hired only those
for whom PCS was their first serious job.

Hiring involved several rounds of interviews, always including some with
partners, and all final interviews were in New York City. By the time a candi-
date was hired, she or he knew quite a few people and knew what to expect. PCS
people received a salary and were given time, training, and a full array of support
services.

At Goldman Sachs, training took six to nine months, compared to about ten
weeks at other firms, and went from 7:30 a.m. to 7:30 p.m. every day. None of that
time was spent on prepping for the Series Seven exam. That was to be done on
your own time—on nights and weekends. Research got special emphasis, and
each tyro would be given a month to master every aspect of two or three rec-
ommendations for presentation at group meetings. Friday night sessions often
ran as late as nine thirty. Are you sufficiently dedicated? If you feel the firm is
demanding, fine. Get used to it! The moment of truth for a trainee came in a
role-playing test: Can you demonstrate that you know more than any other sales-
person? This required mastering annual reports and 10-K reports and knowing
the directors—all at least as well as an institutional salesperson.

The test of a relationship, the trainees learned, was this: Will the person take
your call even when it’s really inconvenient? During training, salespeople were
advised to develop good relationships with as many internal Goldman Sachs peo-
ple as possible so they could always call for help and gang-tackle situations.

So there would be no temptation to churn accounts, newly trained salespeo-
ple were not put on commission for a year or more—until they had built a large
enough book of business to support their draw. Teaming was standard operating
procedure—originally in pairs, but with more and more specialties like private
equity, municipals, and options and other derivatives, teams of three or four were
not unusual. Even for new-business solicitations, teams were used. A group of
four specialists who worked well together would make a powerful and differenti-

ating impression on a prospect.
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The firm invested in continuing education, including regular two-day
research seminars. It was expensive to take people out of sales production, fly
them to New York, and put them up at a hotel, but it brought everyone together
and generated bonding. (Anyone who missed would get a call.) Also, when firm
analysts would visit the regional offices to meet with institutional investors over
breakfast and lunch, a few PCS salespeople were invited to listen in.

Zuckerberg recruited people carefully and worked with them closely and
individually to train them to be effective business producers. “We trained and
trained so everyone knew and understood every product and how to use it. And
we built pride and esprit de corps, so we had very low turnover, which meant a
lot to the clients. We had great client loyalty to the firm and to the individuals in
PCS. And that really helped us build a very solid, steady business on a very large
scale.”

Managers of regional offices—successful salespeople who showed an inter-
est in management and were potential partners—were taken out of production
and relied on Menschel’s judgment for their compensation. Their job included
recruiting stellar salespeople and helping new joiners develop their skills and
their books of business. Managers were also expected to know as many clients as
possible, particularly the more active and important clients in their region.

Only “significant” accounts were accepted. As Menschel and Zuckerberg
said over and over, the only real difference between the affluent and the very rich
is the size of their orders. In the seventies, an account had to have one million dol-
lars in the market. Then it was five million dollars. Then ten million dollars.

Most retail stockbrokers try to cover two hundred or more accounts and
assume they’ll lose and replace 20 percent of them a year, so they go for major
commission-generating turnover in the accounts while they have them. But at
PCS, losing an account was like an earthquake, because the strategy was to have
only a small number of major accounts—as few as twenty—but to keep all of
them forever. The typical brokerage customer who stays with one firm will go
through six different representatives in a decade. At PCS, the strategy was to
have such capable salespeople that they kept clients so long that they really got to
know their hopes, fears, worries, and predilections—and attended their family
weddings and bar mitzvahs—with a clear focus on understanding their needs and

expectations.
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Selling is all about listening, and listening is partly about being quiet and
paying close attention and partly about asking good questions to learn the real
meaning and feelings behind the words. Good listeners give people the feeling
that they are “in it together” and “on the same side of the table” and comfort-
able with each other. In the seventies partner Gene Fife noted that the developer
of Pringles potato chips had just sold his company for eighty million dollars. It
was too late for Goldman Sachs to be his seller representative, but the firm could
become his investment adviser. So, with one of Zuckerberg’s PCS salesmen, he
went to Idaho Falls and from there to a remote fishing camp for an afternoon
and dinner, an overnight stay, and a hearty breakfast. Conversation ranged over
many, many topics, but no business was discussed. Two other New York firms’
representatives who were soliciting the business made similar visits. A month
later, Fife’s telephone rang. “Well, Gene, you've got the business.”

“Well, that’s just great! Thank you so very much! I'll arrange to have one of
our best people come out and take care of the necessary arrangements.”

“Don’t you want to know why you won?”

“Oh, sure. Why?”

“The missus and I talked it all over. You and the other two groups all talked
the same, looked the same, and dressed the same,” . . . pause . . . “but after din-
ner, you pitched in to clean up and wash the dishes. That was different. We felt
you were really listening and understanding us as people—so we felt comfortable
with you. And that’s why you won the business.”

Zuckerberg recognized early that the key to success in PCS was being effec-
tive not so much in investing assets as in gathering assets—attracting clients.
“The secret is that there is no secret,” he says. “Show people that you really care.
Be sensitive to people’s needs and their tolerance for risk. The clients we want are
all smart, way too smart for any baloney. And they get lots of calls from all the
other firms, so they have lots of choices. They know they’ll get pretty smart peo-
ple at any firm, so they look for something meaningfully special. And that special
something is understanding what they really want—and that we care.”

He adds: “I made it clear that I would go at any time to any city for a lun-
cheon or a dinner with a prospective client and often would bring along a guest
speaker such as Lee Cooperman, our investment strategist, or a top research

analyst. And when I say go anywhere, that includes Boise, Topeka, Little Rock,
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and Shreveport. For years, I traveled a lot to smaller cities most people have only
heard about, and I ate a lot of meals with PCS prospects and clients, building rela-
tionships and building our reputation in each of these communities. We built the

business the old-fashioned way—one relationship at a time.”

The years 1972-73 were a growth period for PCS, but in the severe bear
market that followed, Zuckerberg—who took it all very personally—was
discouraged. Bob Rubin chose that time to ask how much business volume was
being done, and Zuckerberg said, “Six million dollars.” Rubin’s response was just
what Zuckerberg needed to hear: “That’s pretty good these days, particularly
in a new business.” Zuckerberg looks back on that simple exchange and smiles:
“Bob’s reaction was very important to my staying focused on PCS.” With Zuck-
erberg’s focus, PCS grew steadily—up nearly 20 percent a year for more than
fifteen years. With over 375 PCS account reps—three hundred in the United
States and nearly one hundred overseas—managing seventy-five billion dollars
in assets, revenues grew from six million dollars in 1974 to $220 million by 1990.
That carried Zuckerberg to the management committee. By 1998, PCS revenues
exceeded one billion dollars.

Along with the surging revenues, PCS reported strong profits all the time.
With larger and larger balances in clients’ margin accounts, PCS earned impor-
tant profits on the spread between the rate charged to customers and the firm’s
cost of funding. Another layer of profits came from the stock-loan business. The
firm found more and more ways to earn profits from Private Client Services—
brokerage commissions, dealer spreads, underwriting fees, private-equity man-
agement fees, interest-rate spreads, stock lending, foreign-exchange spreads. And
PCS helped the firm’s investment bankers by having large amounts of controlled
business that could be delivered to “make it happen” on important underwrit-
ings. Zuckerberg and his legions kept adding more and more accounts. “I always
believed everyone would eventually want to do business with Goldman Sachs,”
says Zuckerberg,.

His efforts to build up the margin-account business had drawn early resis-
tance within the group: Oh no, Roy, if one of our customers can’t afford to pay

cash for his purchase of shares, then that’s not the kind of customer business we
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really want to have. Exasperated, Zuckerberg explained that if a customer used
margin to double the number of shares purchased, PCS would get double the
commissions—with no increase in costs or sales effort—and would also earn
extra income through the fees on the margin balance. Later the services devel-
oped for PCS would be adapted to service hedge funds and create another stream
of profits.

PCS’s well-organized, well-managed, almost automated process of business
development depended heavily on personal contact through carefully orches-
trated dinners. Often the speaker was Cooperman, who was a great “switch hit-
ter”: He could give an erudite, statistics-laden disquisition on the economy and
portfolio strategy, or he could switch over to hilarious Jewish jokes or do both,
as suited the particular audience. Another part of the process was the systematic
collection of information so every call built on all prior calls. For every guest, a
briefing memo—telling everything anyone could find out—was required. “By
reviewing those files before the dinner, we knew what we didn’t know and what
we should be finding out. After every client and prospect dinner or luncheon
meeting, we met to decide how we would follow up on our conversations with
each guest and to add any significant new information to our understanding of
their situation and interests. If you know what you’re looking for, your chances
of finding it are pretty good.”

After one of those many dinners—this one in Tulsa—Zuckerberg had his
team sit down right after the guests had gone home to review each guest so they
could add to their notes anything they had learned about that guest’s financial
situation and interests or concerns and how best to improve PCS’s business pros-
pects. When they got to a Mr. Livingstone, Zuckerberg called out his name.

“He didn’t come, Roy.”

“Any idea why not?”

“This club is restricted.”

“How could you possibly have decided to host a Goldman Sachs dinner at
a club that’s restricted? That’s embarrassing! And dumb! Call Mr. Livingstone
right now and apologize.”

“It’s after nine, Roy.”

“I don’t care. Call him, I want to speak with him and apologize for putting

him in such an awful, embarrassing position.”
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The call was made; Mr. Livingstone came on the line, and Zuckerberg apolo-
gized profusely. Mr. Livingstone said not to worry. Zuckerberg said he’d like to
meet Mr. Livingstone and apologize in person. Mr. Livingstone said that was not
at all necessary—but if Zuckerberg really wanted to come out, he’d be welcome
for breakfast. Before accepting, he should know that the Livingstones were early
risers and breakfast would be at 7 a.m.

The next morning, Zuckerberg was up very early and made the 7 a.m. break-
fast. On the walls were pictures of Mr. Livingstone with Golda Meir, with David
Ben-Gurion, and with others—always clearly in Tulsa, the headquarters for
LVO Corporation, Mr. Livingstone’s company. The breakfast was cordial, and
Livingstone eventually became a good client. Zuckerberg’s takeaway: “Fix it!
Everybody makes mistakes. Whenever you make one, fix it right away.”

PCS became a key part of Goldman Sachs’s international expansion strat-
egy. Since there are rich and well-connected people in almost every part of the
world, each PCS salesperson could make himself profitable on his own initiative.
And wealthy people could often provide entrée to promising leads to investment
banking opportunities, particularly with the midsize, privately owned companies
that are important everywhere. PCS added strength in Europe and was Goldman
Sachs’s “first mover” in Asia. Joe Sassoon, hired by Zuckerberg in 1979 as he was
completing his PhD at Oxford, recruited other good people to PCS in each of
Europe’s major countries and built a large European private-client business. Sas-
soon took a philosophical approach: “Wealthy people are difficult to deal with.
Most are, of course, older and understandably tend to be defensive, particularly
about their personal wealth. They know they cannot live forever and this real-
ity is always on their minds, so they often come across as complainers. And, of
course, as wealthy people, they have gotten used to being given lots of atten-
tion and rather expect it, particularly in regard to their wealth, which has often
become their last focus of attention.”

PCS opened in Hong Kong, Tokyo, and Singapore—and in Miami, which
linked the firm to accounts in Brazil, Venezuela, and the rest of Latin America.
In the early 1990s, it became clear that non-U.S. clients would like having a Swiss
bank and numbered accounts, so the firm acquired a bank and two years later got
a license to run it as Goldman Sachs Bank.

As a result of Menschel’s careful recruiting and the economic advantages of
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his business model, PCS continued to have low turnover and high morale. Like
all retail brokers, the people in PCS were paid entirely on commission, and they
were making real money: On a payout of 30 percent of gross commissions—one
of the lowest percentage payouts on Wall Street—personal incomes of two mil-
lion dollars were not unusual for brokers with no managerial responsibilities, and
some earned even more. This did not go unnoticed by the partners, who typically
earned two million dollars to five million dollars a year and had to spend time in
management and recruiting, activities that were recognized as important for firm
building but took them away from making more money.

Complaints began to arise around the firm that the highly paid PCS salesmen
were trading off the reputation of Goldman Sachs while their investment results
were not always “firm standard” in quality or consistency. So the firm began to
monitor account-by-account performance, with particular focus on potential
risks and portfolio turnover. The source of the worst investment ideas was soon

discovered: Most came directly from the customers.

Goldman Sachs was understandably happy, even a little complacent, about
the progress of PCS. In 1989 Bob Rubin asked for an analysis of PCS’s
profitability. The results were clear: PCS was a money spinner. Profit margins
were consistently 22 percent to 23 percent. But in any multidivisional business
like Goldman Sachs, with large core costs allocated to revenue-producing units,
the profitability of individual operations can be changed a lot by changes in the
allocations of those core costs—costs like the multimillions spent on research,
which were then allocated to the operating units. After Zuckerberg left the firm
in 1998, John McNulty arranged to merge PCS into the still-not-profitable busi-
ness of Goldman Sachs Asset Management, and allocations of support costs were
“revisited.” When the allocations to PCS were recalculated, PCS was declared
“not really profitable.” In another reallocation, profits on bond purchases by PCS
clients were shunted away from PCS and over to the dealers making each bond’s
market. “I don’t believe I ever witnessed a larger reduction in business value,”
was Lloyd Blankfein’s summary of the impact of reevaluating PCS.

In 1999-2000, Phil Murphy, the new head of PCS, reorganized compensa-

tion to align individual incentives with the firm’s objectives. This typically cut pay-



FIGURING OUT PRIVATE CLIENT SERVICES - 245

out ratios to brokers from 30 percent to 20 percent. This reduction and realignment
caused dozens of PCS salesmen to look at moving to other firms that were trying to
break into the wealthy individual investor business. Other firms offered gross com-
missions as high as 40 percent—in some cases well above the firm’s new payout—to
attract major producers to leave PCS. While most chose to stay, some of the most
productive PCS brokers checked the market for their capabilities and traded them-
selves to Merrill Lynch, Morgan Stanley, UBS, or Bear Stearns after commanding
rich signing bonuses as well as higher commissions. The leaving was often unhappy,
even bitter.

With a substantial reduction in its profitability and with both Zuckerberg and
his successor Bill Buckley leaving the partnership, it was almost inevitable that the
whole concept of PCS would be challenged—and reinvented. McNulty and Murphy
led the transformation. “The PCS business model was flawed,” said McNulty. “At
the end of the year you had to start all over again. We were paid by the number of
transaction tickets written—and paid very well for placing IPOs. But that was not
an investment-advisory business.” The PCS salespeople thought they were asset
managers, but they were actually confusing two very different businesses. The first
business was based on developing personal trust and personal relationships, which
they were good at, but from the firm’s perspective, PCS was too dependent on those
individuals. The second business was the investment business. PCS was a series of
personal proprietorships, but it was not a scalable, manageable business, and the
real “owners” of the business were the individual PCS people, not the firm.

As McNulty explained, “The PCS people were not all great portfolio archi-
tects or great stock pickers or great investment strategists—and the world of
investing was developing skills and expectations of capability and professionalism
that were rapidly outpacing them.” McNulty and Murphy converted PCS from
the entrepreneurial business model developed by Zuckerberg and Menschel into
a corporate design in which PCS people were “asset gatherers” and the investing
was increasingly done by the firm through GSAM and firm-sponsored funds.

Some very large accounts—particularly those with assets over one hundred
million dollars and poor results—were taken away from individual salesmen and
made firm accounts. Investment management was shifted away from the indi-
vidual PCS salesman in two ways: The investment “product” was broadened

to include more asset classes and made more consistent—Iless dependent on the
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individual PCS salesman. An “open architecture” approach to product sourcing
brought investing capabilities from outside GSAM.?

After he retired, Zuckerberg went to the firm’s office at 7:45 one morning
in 2004 and was surprised to see what was now called the Private Wealth Man-
agement area almost empty. “Where is everybody? Where are all the people?”
Someone heard him, knew who he was, and understood what he meant: “Roy,
it’s different now.”

And so it is. Now everyone is part of a large organizational effort, and the
role of the PCS people is concentrated on bringing in the accounts and servicing
them. Other people, chosen because they were professional investment manag-
ers, would run the money. Goldman Sachs has a highly profitable, scalable busi-
ness, PCS people get paid well, and the profits are more predictable. Within the
firm, some miss the old PCS hustle, but most believe it’s all just as well.

Goldman Sachs has produced two important businesses out of PCS. Private
Wealth Management, serving wealthy families and individuals with a wide array
of investment products produced both by Goldman Sachs and by an array of out-
side investment managers, became one of the best among the firm’s many busi-
nesses when it was expanded globally. And an even better business—if not the

best of all businesses that came out of PCS—is prime brokerage.

I n the spring of 1983, based on the work being done for one client—Steinhardt,
a hedge fund assigned to PCS because it used margin-account borrowing and
required special handling—Roy Zuckerberg had an idea. It got him so excited
that he felt he had to discuss it with someone—someone who could take it from
a mere thought into a really good business. Zuckerberg called Dan Stanton, who
was managing the Boston regional office, a proven business builder and good

} “Dan, if you were presented with the right opportunity, would you

with people.
be willing to make a change?” Stanton said he liked what he was doing, but yes,
he would move for the right opportunity. Zuckerberg said, “I'm coming up to
Boston to see you. Let’s meet in the Café at the Ritz-Carlton tomorrow morn-
ing.” That next morning, the two men were in deep conversation, with Zucker-
berg drawing squares and lines on a paper napkin to make his points.

“We do a lot with Mike Steinhardt. We could do the same, and more, for
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other hedge funds if we package it propetly, deliver the service properly, and
price it properly.” Morgan Stanley was already doing what Zuckerberg had in
mind—coordinating the many specialized financial services that hedge funds
require—for Julian Robertson at Tiger Fund and for George Soros. Bear Stearns
was doing part of it, but its business model was based on its clearing brokerage
business for the smaller regional firms and wasn’t really right for the hedge funds.
Zuckerberg was enthusiastic: “This is going to be big because hedge funds are
going to be big. More hedge funds are being organized all the time, and they are
going to keep growing because the compensation economics are so compelling.”
Stanton was at least as interested as Zuckerberg.

Hedge funds manage their assets very intensively, so they need accurate
reports on their positions every day and accurate, swift clearance of all their
trades, many of which are complex. Margin lending is important for all hedge
fundsbecause they use leverage boldly, and margin-lending brokers need to know
exactly how much good collateral each hedge fund has to support its borrowing,.
It makes no sense for a hedge fund to work with twenty or thirty different brokers
and try to consolidate all their reports into one database when all that work can
be done by one “prime” broker who can keep accurate daily records for the hedge
fund of what it is doing with all its separate brokers. Because hedge funds trade
so actively in all sorts of securities, serving as a prime broker is operationally
exacting and depends on sophisticated computer capabilities—capabilities that
can easily cost one hundred million dollars every year. Developing the capac-
ity to find and deliver securities that the hedge fund is selling short is essential.
Easy in concept, this can be hard in day-to-day practice. “We travel the world to
develop supply and make an unrelenting drive for superb relationships with the
master trustee custodians who supervise most securities assets,” explains Stan-
ton. Short-term cash balances—both credit and debit—stay with the custodian
broker, who earns some interest income on the funds every day, including Satur-
days and Sundays. The prime-brokerage business has grown almost as rapidly as
the hedge-fund business. In the seven years from 1993 to 2001, total hedge-fund
assets multiplied six times from one hundred billion dollars to six hundred bil-
lion dollars; they will probably triple again by 2010. The funds’ record-keeping
computers are integrated with the firm’s computers so the work can be done

machine to machine. Securities lending is the key product in the prime-brokerage
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business. Since borrowing hard-to-find securities could also be critical to the
firm’s proprietary-trading desks, their heads didn’t want the prime-brokerage
operation to lend securities to the hedge funds. Others argued that preventing
this would be a subsidy to the “prop” desks. As one proprietary trader said, “If
we really need a subsidy, we shouldn’t be in this business.” Prime Brokerage kept
the right to lend securities.

“Every real business has a name,” said partner David Silfen, like Dick Men-
schel before him. “So you should come up with a good name for your business,
Dan.” Stanton thought for a while and proposed “Global Securities Services,”
or “GSS.” Since “GS” often stood for “Goldman Sachs,” many people thought
the name must be Goldman Sachs Services. “There was a lot of confusion about
the name, but no confusion about the business of making money for Goldman
Sachs.”

Stanton and his group were making bigger and bigger profits, but nobody in
senior management seemed to know or care. Ed Spiegel, a leader in equity sales,
proudly introduced his partner: “This is Dan Stanton. He runs our back office.”
Almost nobody came down from the executive offices on the twenty-eighth or
twenty-ninth floor to visit GSS on the seventh floor. Among the partners, John
Thain got it. Hank Paulson knew he should have had more of an understanding
but felt he never had the time. Yet even as the profitability and the compensation
in Equities kept getting squeezed, the profitability of GSS kept rising over the
years. By the millennium, the status of being in GSS was equal to that of being
in Equities, if not higher. For a while, it was disconcerting for many at the firm
to know that GSS people without MBAs were making more money than Har-
vard MBAs in other divisions, but profits always drive power and status in the
firm. Today being in GSS is clearly high status, so talented, ambitious people are
migrating there.

“Being underappreciated and ignored by the top brass, who really didn’t
understand our business, was a real benefit—because they left us alone,” says
Stanton. “Even during the 94 cost cutting—or should I say, cost slashing—we
refused to ease off on our commitment to recruit the very best people and deliver
the very best service. And we never backed off on our absolute commitment to
information technology—mnever, even when everyone else was taking a blow-

torch to IT.” That commitment has really paid off in building Goldman Sachs
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a great business. When Thain and John Thornton, serving as co-COOs, con-
ducted a “Q&Q” study in 2000, to measure the quantity and quality of earnings
in every business of the firm, two lines of business stood out: M&A and GSS.
GSS is a Warren Buffett dream come true—a simple, great business with a
wide, impenetrable protective moat around it. GSS has it all: rapid, steady annual
growth of nearly 40 percent, compounded; high—very high—profit margins;
and few competitors and tall barriers to competitive entry because the huge com-
puter costs make a large scale of operations essential to be cost-competitive. Even
more important, the service is absolutely necessary to the customer, the cost to
the customer is tiny compared to the value delivered, and the service and how it’s
delivered are opaque, so there’s almost no pressure to reduce fees. That’s why it
would make no sense for the market leaders—Goldman Sachs and Morgan Stan-
ley—to compete with each other aggressively on price. Even as volume has mul-
tiplied many, many times, prices have eased down only 20 percent since the late
nineties. Finally, the extensive network of working relationships is crucial in the
all-important core of the business, securities lending. As Stanton says, “It can’t

get any better than this.”
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J. ARON

UGLY DUCKLING

ob Rubin looked up slowly from the business plan he held in his hand and,
as usual, spoke softly: “Mark, you’ll have to set your sights higher—a Joz
higher.”

Two years before, Rubin had put Mark Winkelman in charge of the com-
modities firm J. Aron, Goldman Sachs’s first important acquisition in half a cen-
tury. After years of increasingly lush profits before the acquisition, J. Aron had
faltered badly. It lost money in its first year as part of Goldman Sachs, and with
lots of work and many changes had just barely climbed back into the black with
a five-million-dollar profit. In his business plan for the coming year, Winkelman
had been aiming to stay in the black—and double profits to ten million dollars.

Smiling sympathetically, Rubin handed Winkelman’s business plan back to
him. “Mark, ten million dollars is nor why we bought J. Aron. Tell us what we
need to do to make profits of a hundred million #is year!”

“What?”

Mark Winkelman was brilliant, but he had no idea what Rubin might be

thinking. He was dumbfounded. Even with his extraordinary respect for Rubin’s
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judgment, he couldn’t believe Rubin was really serious. But the look in Rubin’s
eyes said he was very serious.

Winkelman had gotten to his new position circuitously. Born in the Neth-
erlands, he studied economics at Rotterdam and then went to Wharton in 1971,
having persuaded a Dutch company to pay his way in exchange for a ten-year
commitment to work for the company after graduation. Before taking up that
offer, however, he got a scholarship at Wharton, so he was able to cover his own
costs. What’s more, he recalls, “Even more fortunately for me, I met a girl in
a very short skirt on my second day—and we are now married.” After Whar-
ton, Winkelman worked briefly for a small firm in Cambridge, Massachusetts,
on bond-arbitrage software and then at the World Bank in the innovative finance
unit run by Gene Rothberg.

Frank Smeal brought Winkelman—described by colleagues as brainy, rig-
orous, fair, and very Dutch—from the World Bank in 1977 to start a Goldman
Sachs operation in interest-rate-futures arbitrage, a fast-changing business.' The
key to success in the bond business had switched from service to disciplined risk
taking, and each dealer had to figure out for himself how profoundly the mar-
kets had changed with derivatives and globalization. Winkelman’s mission was to
install and develop an options and arbitrage capability for the bond business and
to work with the traders.

Five years later, “my switch into commodities looked like a faitly dumb move
to most people,” acknowledges Winkelman. Bonds were booming, and the big
positive market trends seemed sure to continue. In contrast, gold—which was
crucial to J. Aron’s business—had peaked briefly at $850 an ounce when Russia
invaded Afghanistan, the global political world seemed out of control, and Jimmy
Carter seemed out of his depth. Fed chairman Paul Volcker’s clampdown on infla-
tion propelled interest rates and money-market volatility to record levels. Then,
as calm returned to the markets, the price of gold came down—plunging to three
hundred dollars. Gold’s price volatility dropped even more than the price, evapo-
rating almost all opportunity to profit from trading against changes in prices.

Because it was so obviously a career-risking move, Winkelman was advised
by peers: “I wouldn’t switch if I were you.” But Winkelman had a private reason

to switch: The competition between him and Jon Corzine in fixed income had
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become too intense. Winkelman’s success was a persistent problem for Corzine,
and their working relationship was increasingly strained. “At first, we were like
two young bulls, pawing the ground and looking for ways to dominate,” Win-
kelman recalls, though he adds that over time they made their differences mesh
pretty well and became successfully interdependent.

Commodities were not entirely new to Goldman Sachs. In the late seventies,
the commodities industry was enjoying the best and final years of a long-term
cyclical boom in coffee, grains, silver, gold, and particularly oil, where prices
were way up due to OPEC, while the securities business had been slowly going
downbhill for years; the Dow stood at 1,000 in both 1966 and 1982, sixteen years
later. As an industry expert® observed, “Everybody saw opportunities in com-
modities.” In 1980, Rubin hired Dan Amstutz, a grain trader, to develop a small
agricultural commodities business within the arbitrage department, reflecting
Rubin’s considerable curiosity about how different money businesses worked.

Winkelman had been developing another small commodities-trading busi-
ness at Goldman Sachs as one of Bob Rubin’s R&D initiatives when he heard the
November 1981 announcement of the firm’s acquisition of J. Aron. He resolved to
quit. How could he hope to make his career now, with six J. Aron people, all deeply
experienced in commodities, suddenly being made Goldman Sachs partners and
one even going onto the management committee? With that many partners com-
peting with him, Winkelman saw his career as hopelessly stuck in a big traffic jam.

“Mark, don’t be foolish,” counseled John Whitehead. “You’ll be part of the
biggest and best commodities business in the world. Commodities are far more
international than securities, and this whole firm is going international. You'll
have a superb international perspective. J. Aron is a great platform for a rising
young star like you, and this is a major strategic thrust for the firm, so you’ll soon
see we are doing you a favor. You can ride this big wave to great things. So roll up
your sleeves and get to work.”

John Weinberg was even more direct: “Don’t be stupid! I understand that
you’re angry about this sudden change, and I can see why. We’re not sure just
how yet, but we’re going to make something important out of this business.”

“Sit tight. Let’s wait and see,” was Bob Rubin’s noncommittal but encourag-
ing advice. “The next election of partners is in just one year. How bad can it be to

wait a year to see?” Winkelman decided to stay.
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Then the Two Johns, Weinberg and Whitehead, made everything perfectly
clear: J. Aron was an important opportunity—for Winkelman and for the firm.
“You will go to J. Aron.” Somewhat intimidated and yet pleased to be given this
responsibility, Winkelman dove into every salient aspect of the operation. Two
years later, he developed the budget he thought appropriately bold, the one that
drew Rubin’s astonishing response: “Tell us what we need to do to make a profit
of a hundred million #his year!”

“Bob Rubin had a very soft touch with words and as a manager, usually mak-
ing his quiet suggestions by asking questions,” recalls Winkelman. “His approach
worked best with people who were personally modest, intellectually open, and
comfortable with genuine doubt. If you weren’t this kind of person—and many
traders weren’t even close—Bob would simply move on until he found someone
he could really work with.” Rubin set the right tone of understatement to make
his challenge clear and compelling to Winkelman.

In his revised business plan, Winkelman took J. Aron aggressively into cur-
rency trading with the firm’s capital at risk. With this change, the unit’s profits
in its third year as part of Goldman Sachs were actually well over one hundred
million dollars—and a few years later, were well over one billion, no less than
one-third of Goldman Sachs’s total profits—with only three hundred employees

in a firm of six thousand.*

[he firm’s eventual success in commodities was certainly not created by the

A acquisition of J. Aron. Success was achieved only through massive changes
in every important dimension of the business after the acquisition. Most of the
people and all the business leaders were changed, and the basic risk-controlled
financial arbitrage business model was changed into a capital-at-risk proprietary
business model. However, as disappointing and painful as the first few years’
financial results were, the acquisition did bring to Goldman Sachs a cadre of trad-
ers and a trading culture that would become dominant in the firm—and the man

who would become its CEO.

* J. Aron contributed an estimated 40 percent of firm earnings in 1990, roughly one-third in 1991, and 35 percent in
1992, primarily from foreign-exchange and petroleum trading. Though 1990 was a poor profit year in the securities
industry, with the help of ]. Aron, Goldman Sachs earned record profits. Wall Street Journal, November 9, 1992.
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Still, the path from here to there would have to be figured out and major
changes made. Over the next several years, even the markets in which J. Aron
operated were changed as J. Aron moved boldly into foreign exchange and oil
trading. These changes required reinventing the business and the business con-
cepts. Profit opportunity in the gold-trading business was basically a function of
bullion’s price volatility and financial-markets arbitrage, so J. Aron had needed
little capital and enjoyed a high rate of return on the capital it did invest.

As a matter of policy, J. Aron seldom went long or short on gold bullion or
tried to profit on an inventory position. Profits were made principally by arbitrag-
ing the changing spread between the London bullion market and the new futures
markets. Growth in these profits came from increasing market volatility and trad-
ing volume.

Inatypical day as an independent firm, J. Aron had done one thousand trades
in the morning and three thousand trades in the afternoon—carefully matching
its long and short positions within seconds to be sure the firm was never much
exposed to market risk. “Our plan of operation called for being long or short up to
a maximum of twenty seconds,” explained Jack Aron. If ever there was any seri-
ous doubt—once or twice a year—the whole firm would stop doing any business
with a command like, “Okay, everybody! Shut off the phones immediately! We’re
doing a one-hundred-percent books-to-cards check to be sure we have absolutely
no net positions.” The complete analysis could take until nine or ten at night.

J. Aron began as a coffee trader in New Orleans in 1898 with ten thousand
dollars in capital, prospered, and moved to New York in 1910. Jack Aron and Gus
Levy were distant relatives who became friends in their early days in both New
Orleans and New York City, and both were leaders at Mount Sinai Hospital and
in the Jewish community. Their two firms did occasional business together, so
Levy had been interested when Aron called on him in the late sixties to say, “Gus,
I’m getting old. My two sons have no real interest in the business. Our two firms
are both private. So if you’d like to buy, I'd like to sell.”

After some discussions, a large tax liability on an unrealized gain at J. Aron
got in the way, and Levy’s interest in a deal quickly faded. Later, when Jack Aron
took another tentative Goldman Sachs offer to his partners, the deal was voted
down by the younger J. Aron partners in a move led by Herb Coyne. Coyne was

shrewd, consistently pragmatic, and never sentimental, famously saying, “Hon-
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esty is one of the best policies” and leaving it to his listeners to guess which poli-
cies he might think were equally good. Coyne was an astute strategist focused on
the goal of maximizing wealth. By then Aron was in his seventies and had moved
away from the business to concentrate on his charitable foundation, so it was not
hard for the two men to agree on an internal management buyout and arrange the
sale of the firm to Coyne, his brother Marty, and twelve other shareholders.

George Doty had gotten to know J. Aron partners when he was working
with them to create low-cost income-tax deferrals for Goldman Sachs partners
based on “straddles” in commodities futures. He became a strong proponent of
acquiring a commodities firm because he believed Goldman Sachs should get into
the business, yet he didn’t believe it had the necessary perseverance as a partner-
ship: One group of partners would have had to make the several years of costly
investment spending and building that would be needed to get established, know-
ing that any returns on those investments would go mostly to their successors.
In any case, Doty would never have favored a “build our own” entry strategy
because it would entail, as he exclaimed several times, “too much risk!”

In what must have seemed like a very lucky break, Herb Coyne approached
Goldman Sachs just two years after the J. Aron partners had bought out Jack
Aron and his two sons, and asked the firm to try to find a buyer. Before almost
anyone else, Coyne had figured out the probable impact of the new futures mar-
kets on both the gold-bullion and the foreign-exchange markets. Almost simulta-
neously, another fortunate coincidence developed: In September 1981, Engelhard
Minerals proposed—through Goldman Sachs—an acquisition of J. Aron, but
the controlling partners of J. Aron refused. They were not interested in signing
long-term employment contracts or being part of a public company.

J. Aron partners were unwilling to give up their cherished privacy—
particularly when profits were spectacularly large. To avoid attracting competi-
tion, Coyne imposed specific rules of secrecy: “Don'’t tell anyone where you're
going, who you're seeing, or what you’ve heard—ever!” His partners all agreed:
“Never tell anyone how much money you make—just smile as you walk to the
bank.” As one J. Aron partner readily conceded, “The way we made money was
so simple, anyone could do it—so we were sworn to secrecy.”

J. Aron had expanded in the late sixties from coffee into precious-metals

trading and began growing rapidly and very profitably. After a recapitalization
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shrank the partnership capital to four hundred thousand dollars, profits mush-
roomed through the seventies and lifted the partnership capital to one hundred
million dollars by 1981. That year, J. Aron made profits of sixty million dollars
on its capital of one hundred million dollars—similar in ratio to Goldman Sachs’s
profits that year of $150 million on partners’ capital of $272 million—but Gold-
man Sachs had earned its profits by taking much greater market and credit risks
than J. Aron had taken.

The two firms were vastly different in style and culture. Coyne had recently
begun hiring “top of their class” lawyers because the business had become so com-
plex that only the most astute analysts could stay ahead of the markets through
creativity, but J. Aron had for many past years promoted clerks with only high
school education—including Herb Coyne’s former driver—nor Harvard MBAs.
If they were smart, tough, and ambitious, lack of education didn’t matter. J. Aron
remained an autocratic, hierarchical pecking order, with recent hires ordered to
fetch lunch for slightly more senior people. In contrast, Goldman Sachs was all
about teamwork in a relatively flat organization that believed in at least fifteen
preemployment interviews and thought graduate degrees from top-tier schools
were essential. Goldman Sachs prized modesty, even humility. At J. Aron, the
consensus was totally different: “We were convinced we were the smartest people
in the universe because we were making all that money,” recalls a former part-
ner. “There was a hubris that just infected the place.” Goldman Sachs investment
bankers prized deferential client service and were always polite, but at J. Aron
traders spoke just as crudely as traders always have about customers. While the
larger accounts were accorded deferential respect, small accounts were assigned
to juniors who could get them little more than price quotes and transactions.

J. Aron was in three different businesses, and acquisition advocates at Goldman
Sachs saw opportunities in all three: first, gold, silver, platinum, and palladium, plus
a range of small positions in other commodities; second, a small business in foreign
exchange; and third, coffee, where it clearly ranked number one in the world as an
importer of unroasted green coffee. As Whitehead recalls: “J. Aron was a unique
opportunity with unusual attractions. In gold, J. Aron was a world leader. Gold
trades in more daily volume than anything else—more than General Electric stock
or General Motors stock, for example—particularly in the Arab world.”

There were opportunities to expand in other agricultural commodities such
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as cocoa, corn, and other grains, building on J. Aron’s strength in coffee, where it
acted as selling agent for coffee growers and as buying agent for General Foods and
Folgers, among others. And there were opportunities to develop the profitability
of the business by engaging in directly associated activities such as shipping, insur-
ance, and warehousing in Brazil and New York City—all without taking on price
risk. As Whitehead saw it, “We could control the whole process—and if someone
tried to compete on price in any one function, we could simply bring our pricing
down below his for that particular function and move our profit making to another
part of the chain. We would have complete control. And by selling to roasters at
the same time we bought from the growers, we would have no price risk.”

Interbank foreign-exchange dealing was another opportunity, but Doty had
no interest: “Leave it to the commercial banks! They’ll do FX for nothing. You’ll
never be able to make any real money in a business they’ll always dominate.” But
J. Aron was already active in the fledgling currency-futures markets, which com-
mercial banks were ignoring, and in arbitraging the fluctuating spreads between
futures and the cash market.

During their two years of ownership, Herb Coyne and his group had built up
the metals business and made three particularly clever moves. First, as an ever-
curious intellectual who loved to figure things out, Coyne learned that the cen-
tral banks of many nations kept their currency reserves in gold bars stored in the
vaults of the Bank of England in London or the New York Federal Reserve Bank.
Taken together, all this great wealth of nations had what Coyne saw as one fas-
cinating characteristic: It earned zero return. It just sat in the vaults. But Coyne
knew that the time value of money a/ways figured into any futures contract and
that the forward markets in commodities always reflected implicit interest rates,
so he called on the central bankers in one country after another and made what
appeared to be a generous and innovative offer: “Lend me your sterile bars of
gold bullion and I'll pay you a fee of half of one percent every year!”

The banks were familiar with J. Aron’s large business in gold and its reputa-
tion for absolute integrity and meticulous care, so they saw J. Aron as a no-risk
counterparty and the 0.5 percent fee as found money. Even a small country would
have two hundred million dollars in gold reserves, so Coyne’s deal would take
that country’s annual income on its gold bars up from zero to one million dollars.

The central bank of Austria, after a long series of meetings at which each aspect
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of the arrangement was carefully explained and pondered, finally signed up.’ It
was soon followed by the central banks of Hungary and Mexico. Others, like
Portugal, followed later.*

Coyne knew what the central bankers did not know: J. Aron could create a
near-perfect hedge by selling short the borrowed gold and buying gold futures
(which incorporated the high interest rates of those years) for an annualized
profit as high as 8 percent on the matched book.* That was 8 percent on a risk-free
matched book that required almost no equity capital, so it produced a nearly infi-
nite rate of return. J. Aron’s strong relationships with many central banks were
the keys to this magic kingdom of profits, because the central banks had virtually
unlimited reservoirs of gold-bullion reserves and could keep supplying the mar-
ket to match any volume of demand.

In a second clever innovation, J. Aron created and ran a highly profitable
sideline business selling gold coins minted in Mexico, Russia, Canada, and South
Africa—for which it sold over one million Krugerrands. The margins were not
large, but J. Aron acted only as an agent: The governments owned and stored the
inventory; there was no competition and virtually no costs of operation. Again,
the return on capital was nearly infinite.

Coyne’s third business strategy was particularly astute and venturesome.
Driven by Herbert and Bunker Hunt’s remarkable speculative efforts to corner
the world silver market, silver bullion was selling at record prices in 1980, and
people everywhere were responding by trying to melt down the family silver to
make tradable bullion bars and capture the unusual spread in prices between sil-
ver in flatware and pure silver bars. But to do this required refining. Anticipating
that demand for silver refining capacity would continue to rise, Coyne contacted
major smelters, including Europe’s largest,” and asked for price quotes on future
capacity. Given a set price and anticipating strong demand, he signed binding
contracts for virtually all the refiners’ worldwide future capacity. This was a
brilliant stroke and a masterful speculation on a grand scale. Since J. Aron had
already prebooked the refineries, everyone had to come to it and pay a big pre-
mium to get scrap silver refined. J. Aron made another killing.

The profits from letting speculators pay up to buy scarce refining capacity

* An alternative arrangement for these central banks was to give them dollars—for ninety days—equal to the value
of the gold turned over to J. Aron so they could invest those dollars as they wished.
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and the profits from borrowing gold-bullion bars from central banks were rich,
but that could not and would not continue forever, as Coyne fully understood.
The short-run bonanza masked the major problem that was rapidly developing in
J. Aron’s basic business. Commercial banks were becoming increasingly active
competitors in commodities, and they instinctively swept cash balances automati-
cally every day to invest them at the prevailing 10 percent—plus interest rates.
Most corporate and individual customers had instead let cash balances build up,
allowing J. Aron to invest those cash balances in the money market and keep the
interest earned for itself. At the same time, improved worldwide communications
were taking the information-processing time required to complete a trade down
from an hour for a cabled instruction to just one second for electronics—reducing
uncertainties and squeezing core profitability. In addition, Paul Volcker’s deter-
mined drive against inflation had pushed interest rates up to record levels, pro-
voking a recession, which in turn calmed the market volatility in gold prices that
had been so profitable for traders like J. Aron.

“The Coyne brothers knew their business was in trouble, but they could not
see a way out. They didn’t have a clue—not a clue—about how to get out of the
trap they’d put themselves into,” says Winkelman. “The profits of the physicals-
versus-futures [arbitrage] business were evaporating. That’s the only business they
really knew. They had no understanding of how to shape their firm into a major
risk-taking, capital-based business—and that had become the only way to go.”

Coyne had seen other firms like his take capital risks and get wiped out. He
knew his organization didn’t have the ability to run an aggressive risk-based busi-
ness; he and his senior partners were not up to date with new instruments, like
currency options, that were just starting to trade and were major potential profit
makers. So it was a good time for him to cash in, become part of a much larger
business organization, and hope to find ways then to make even more money.

Coyne made his most important strategic move when he reinitiated merger
discussions with George Doty at Goldman Sachs—just when Salomon Brothers
was combining with the commodities giant Phillips Brothers, known as Phibro.*
Through his work with Doty on tax shelters for Goldman Sachs partners, Coyne
knew how very profitable the firm was. And he succeeded in selling J. Aron to
Goldman Sachs at the absolute peak of its earnings.

Strong opposition to making the acquisition came from Goldman Sachs
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partners: “That’s not our business”; “Commodities aren’t securities”; “If they want
to sell, why should we be their buyer? We’ll just be patsies.” But as debate within the
partnership kept postponing the decision—and risking J. Aron’s doing a deal with
some other organization—the recognition of the moderate risk of loss if things went
wrong became increasingly persuasive. With the agreed purchase price of $135 mil-
lion offset by book value of one hundred million dollars—almost all in cash and
cash equivalents—serious risk seemed small. “Since risky trading positions were
minimized because traders simultaneously matched buy and sell interests,” explains
Whitehead, “the operation was virtually risk-free.” Whitehead’s strategic interest
in internationalizing Goldman Sachs kept his focus on a macro vision—and away
from the rigorous operational analysis for which he was well known. “Gold trading
involves every country in the world, so it’s the most international of businesses, and
at Goldman Sachs we were expanding internationally.” Whitehead was determined
to acquire J. Aron as one part of internationalizing the firm and as a signature trans-
action that would permanently change Goldman Sachs.

“We had a terrible time getting the acquisition approved by our own peo-
ple,” recalls Whitehead, “so I assigned Steve Friedman and Ken Brody to study
the merits of the acquisition, believing that since Steve worked for me and was
ambitious to advance, his report would make a solid, positive case for making the
acquisition. But he surprised me by recommending against acquiring J. Aron.”
But it really didn’t matter what others said or thought, because Doty and White-
head were determined, and they drove it through the all-powerful management
committee in October 1981.

“I was never in favor of buying a business,” says Friedman. “From my M&A
experience, I knew that mergers are always hard and often don’t work out. It’s not
that they actually fail financially, but they underperform and disappoint relative to
expectations because the organizational cultures don’t fit together. Conflicts and
tensions are so easy to have and cultures are so very hard to integrate, and Gold-
man Sachs has a very strong, very different culture. We would always be better off
building our own because the key to success is always people and we have the best
people—/ots of best people.”* Ironically, given Friedman’s observation, after the
acquisition only one person—Mark Winkelman—was transferred from Goldman

* After the problems with J. Aron showed how difficult acquisitions could be, John Weinberg decided against acquir-

ing any investment managers and said, “We’ll build the investment business ourselves.”
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Sachs into J. Aron, while several J. Aron people would become leaders in Gold-
man Sachs and one, Lloyd Blankfein, would eventually become the firm’s CEO.

A few weeks after the acquisition—while Goldman Sachs was striving to
make the J. Aron people feel part of the family—]. Aron’s CFO, Charles Griffith,
went to see Doty to say, “George, I'm going to resign—unless I can become a
partner.” Doty and Whitehead quickly agreed that he would have to be made a
partner. That certainly did not go down easily with all those who had been com-
peting for years to earn a Goldman Sachs partnership—particularly after seeing
six other J. Aron people made partners as part of the deal. One of the cardinal
firm rules was that nobody should ever threaten to leave if not taken into the part-
nership. Partners were made only by the firm and only when the firm was ready.

These postmerger problems were disturbing, but certainly not as disconcert-
ing as the core problems with the J. Aron business. Even though the deal was
done, as more and more difficulties developed, opponents within Goldman Sachs
were convinced that the acquisition of J. Aron was based on a collection of mis-
takes in both strategy and tactics. Some of the erupting difficulties were due to
errors, even serious errors, but some were due to unexpected external problems.
Most partners didn’t bother to sort out the two kinds of trouble; the whole experi-
ence was too painful. As one partner lamented, “We made every mistake in this
merger that we always worried clients would make in their mergers.”

One mistake was to react to a competitor’s move and impute a threatening
reason for that move. Although some had seen Salomon Brothers’s link with Phi-
bro as a strategic master stroke, in fact that merger had not been driven by any
grand strategy: It was really just a great trade—a chance for the partners of Salo-
mon Brothers, a private firm, to sell out and get 100 percent liquid at a high price.
Another mistake was for innocent observers to develop an almost romantic vision
of another firm’s having both low business risk and unlimited opportunity while
seeing commodities as a hedge against the adversities inflation might impose on
the securities business. Another was to assume that Gus Levy’s interest in the
J. Aron deal had been strategic when it was really closer to opportunistic. Another
was not knowing how and where the profits were really being made and not real-
izing how serious the misunderstandings based on this innocence could be. The
two firms’ cultures, styles, and values were not only different; they would be in

open conflict and would make integration difficult.
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Mistakes would include losing key executives eatly on; not having a clear
strategy for increasing profits after the deal was done; paying up front rather than
obligating the sellers to an earn-out; and tying up precious capital and manage-
ment time. The classic mistake was not understanding the true motivation of the
sellers and not remembering that most “acquisitions” are not purchases driven by
the interests of the buyer, but are sales driven by seller motivations that the buyers
learn about only long after the deal is done. Misreadings were also important at
J. Aron, where Coyne had somehow expected to become the leader of the com-
bined ]J. Aron—Goldman Sachs organization and to have his partners in major
leadership roles.

Goldman Sachs did not really understand the J. Aron business, but the sellers
certainly did. As one J. Aron partner later observed, “It would have been a very
difficult time if we had not sold the business.”’

In less than a year, J. Aron’s record profits were cut in half, and a year later
there were losses. With tens of millions of dollars of Goldman Sachs partners’
capital locked up in this one acquisition, the added opportunity cost of not using
that money in the firm’s own highly profitable proprietary trading businesses was
over thirty million dollars a year.

Opposition to the acquisition was fanned back into flames. In addition to a
major capital commitment, many Goldman Sachs partners had thought the non-
financial cost of the acquisition was way too high: Many insiders resented Marvin
Schur, who headed the coffee business, being made a member of the management
committee and five “outsiders” suddenly being made full partners. It certainly
didn’t help that after a year of experience, as others soon found out, John Wein-
berg didn’t much like the J. Aron guys. And they didn’t like Goldman Sachs. One
of J. Aron’s seniors was explicit: “I don’t really want to be your partner.” He was
being honest, but what a way to try combining two organizations! Then prof-
its suddenly plunged because “soft” commodities like coffee were cyclical and
commercial banks and other securities dealers moved into the hard-commodities
business of gold and precious-metals trading just when market volatility dropped,
taking margins down from 0.5 percent to just !/5; of 1 percent.

When Doty retired, responsibility for supervision of J. Aron passed to Bob
Rubin, who made just one change in the J. Aron organization: He replaced Ron

Tauber with Mark Winkelman as CEO. Rubin and Winkelman soon decided that
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J. Aron’s COO, alawyer, had to go and that overhead was way too large because
many people who had appeared to be profit makers when gold volatility was high
were not moneymakers in more normal markets. With help from the internal
leaders they identified at J. Aron, Rubin and Winkelman cleared out the last of J.
Aron’s old guard—Aron’s younger stars saw that as a breath of fresh air—and cut
the staff by 50 percent. “J. Aron was in real trouble,” recalls Winkelman. “Costs
had to be cut back sharply, and cutting costs meant cutting people—something
Goldman Sachs traditionally did not do.” To control the pain, it was agreed to
do all the terminations on one day—to get it over quickly instead of stretching it
out—and that each person would be privately informed by his direct supervisor
unless that supervisor was also being fired. “Because George Doty and the Two
Johns were in a different building and J. Aron was still a separate organization,
doing all these terminations was considered okay. We were fighting for our very
existence and we had to cleanse the culture from a bootlicking family-run busi-
ness,” recalls Winkelman. “After half a dozen years at J. Aron, I still was known
as the smart-ass that knows how to fire people.”

While he was terminating many, many people—ultimately 130 of J. Aron’s
230 employees were identified as redundant—Winkelman made one eventually
crucial decision to go the other way and keep a young man who had already been
turned away by Goldman Sachs. Lloyd Blankfein—son of a postal clerk, who
went through Harvard College and Harvard Law School on scholarships—had
been hired as a personal assistant by Herb Coyne in the summer of 1982. “The

il

place was lousy with lawyers,” recalls a J. Aron colleague. “Lloyd was hired
because lawyers know how to work hard and could explain to clients new instru-
ments like options and complex trading strategies. Lloyd was and is funny—one
of the most naturally funny people in the world—warm and real. We all knew
Lloyd was the guy, and Mark Winkelman soon had that figured out.”

There were more departures. In less than a ye