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é )
Key points i

® Potential conflicts of interest can occur in many ways. These include pot-
ential conflicts between sell-side research analysts and: i) their banking or
corporate finance colleagues; ii) the clients for whom they provide research;
and iii) the issuers whose securities they recommend.

® Traditionally, there has also been a perceived conflict of interest in the
way credit rating agencies have been paid for their services.

e Sell-side research analysts should undertake research coverage for the
benefit of their buy-side brokerage clients, and should be independent
and unbiased.

® Analysts on the public side of “the Chinese wall” must base their views
and conclusions on publicly available information.

® By receiving private or deal-related information or by .giving overly
favorable views on companies that are banking clients of the bank, an
analyst’s independence and integrity would be ¢Ohnipromised. Bankers
should not ask for, and analysts should not pro=iise 1o deliver, any favor-
able research on any company.

¢ Analysts should not help in bankers’ solici aiions for business. Trilateral
meetings between analysts, bankers ajia carrent or prospective corporate
clients give rise to the appearanc« ol a conflict of interest, and should
be avoided. Meetings between cerporate clients and analysts may be
acceptable if they have been.isquested by the client, not the banker.

e Apparent or potential conflicis of interest should be managed appropriately.
To avoid even the apreaiunce of impropriety, any contact between ana-
lysts and bankers or their corporate clients should be managed through
the compliance d=partment or a gatekeeper, with records maintained.

e In publishedescarch, analysts should certify that their views are inde-
pendent, and should disclose any interests in or relationships with the
subject company.

e Regulators and courts don’t even need to understand the complexities in
the arguments of analysts’ research or in the products being sold; they
merely need to catch inconsistencies in the way they are being brokered
or promoted.

\_ _/

Summary

The independence of research is an important enough subject to warrant
its own chapter. Research analysts are potentially very influential—a good
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research analyst or a particularly good research report might have the
power to move the market. As such, various players might be tempted to
apply pressure on analysts to write research that suits their own agenda.
These might include banking and corporate finance colleagues (at least
for the sell-side research analysts of the so-called bulge bracket firms, that
is the major investment banks), sell-side clients, sales/brokers, proprietary
traders and the subjects of research reports.

Analysts owe a duty to their client(s). As such, any decision to initiate
coverage on a security should be driven by client demand, rather than by
the requests of say banking or corporate finance colleagues.

The evident lack of independence was at the crux of the Global Research
Analyst Settlements in 2003/04—the result of a campaign originally spear-
headed by Eliot Spitzer, attorney general of New York, to uncover and
address conflict-of-interest issues in the major investment banks operating
in the U.S. In the first round in 2003, a total fine of US$1.4 billion, made up of
penalties, disgorgements and other payments, was n:eled out by the U.S.
authorities to 10 major U.S. and global investment Lanks. The banks also
made commitments to change the way they coiicuct business.

Furthermore, renewed accusations duri: g tne subprime-driven credit
crisis in 2007 regarding the way credit rating agencies get paid may also
have prompted, or at least acceleratca; the SEC’s approval of NRSRO
(nationally recognized statistical rating organizations)! status for the first
time to an agency that does not/g<t paid by the issuer whose bonds it
rates, as well as a review of regulations in both the U.S. and Europe, and
even in markets like India (w'icre, incidentally, issuers have had to obtain
a credit rating as part of tlie IPO process).?

Separating research and banking

Sell-side securiiies-research analysts are on the “public” side of the so-
called Chinese wall, and cater to their buy-side brokerage clients, for
example mutual funds and hedge funds. Investment bankers are on the
“private” side, and may be privy to non-public information about their cor-
porate clients. While on the public side of this wall, analysts must base
their views and conclusions on publicly available information; they should
not let their independence be compromised by receiving private or deal-
related information from their colleagues in the banking department.

Buy-side clients, whether institutional or retail, expect sell-side ana-
lysts and brokers to act in their (the clients”) best interests, rather than in
the interests of the investment bank. Apart from any consequences arising
from regulatory breaches, it is surely also a matter of commercial common
sense—if clients think they are being treated unfairly, they’ll take their
business elsewhere.
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4 N
CASE STUDY

Conflicts of interest (global settlements)

Summary: The Global Research Analyst Settlements in 2003 and 2004
proved to be a turning point for the major global investment banks.
Settlements were reached between the U.S. Securities and Exchange
Commission (SEC), 12 Wall Street firms and two individual analysts.
Specific charges brought against the settling firms varied but generally
included one or more of the following:

» Inappropriate influence by investment banking over research analysts.

» Inadequate supervision of research and banking departments.

» Issuing research reports that were misleading, exaggeratzd or
unwarranted, and/or that contained opinions for whi<i: there was no
reasonable basis, and/or that omitted material facts, ¢ nc/or that omitted
warnings about investment risks, and/or that included insufficient
disclosure of interests.

* Receiving payments for research without o< losing them.

* Failing to produce all e-mail communicoiions promptly when
requested (see the case study in Chap2r 4).

In the first and main round in 2033, the institutional parties to the
settlement agreed, without admi:ting or denying the charges, to pay a
collective fine totaling US$1.< tillion and to change the way they run
their business, promising i1 ¢%ect that any actual or perceived conflicts
of interest would be avcidea or managed appropriately. Part of the fine
was allocated as a disinbution to customers, part for investor education

and part for the n:ocurement of independent research.

Details: The scttling banks were: Bear Stearns; Citigroup (including
Salomon Smith Barney); Credit Suisse First Boston; Goldman Sachs;
J.P. Morgan; Lehman Brothers; Merrill Lynch; Morgan Stanley; UBS
Warburg; Piper Jaffray; Deutsche Bank; and Thomas Weisel Partners.
(The first 10 settlements were made in April 2003, with the other two
being made in August 2004.) The individual analysts, who also settled in
the first round, were Henry Blodget, then head Internet analyst at Merrill
Lynch, and Jack Grubman, then head telecom analyst at Citigroup/SSB.
Note that since these settlements, Wachovia has also agreed to a settle-
ment with state regulators? in respect to conflict-of-interest issues. As with
the other banks, Wachovia neither admitted nor denied the allegations.
There’s little need to examine all the cases individually, especially
since they have been so well documented. Let’s just take the employers
of the two censured individuals as examples. Citigroup/SSB consented
to censure, a total payment of US$400 million and an undertaking to
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Conflicts of interest (global settlements)—con:d

ensure future compliance. Merrill Lynch also consented to censure, a
total payment of US$200 million and the same undertaking. They had
been charged with issuing fraudulent and misleading research, and
conflict-of-interest offenses.

The cases of the two individuals, Jack Grubman and Henry Blodget,
have also been well documented. In April 2003, following NYSE hearings
and related SEC actions, both consented to censure, were barred perma-
nently from the industry and fined: US$15 million and US$4 million,
respectively. The charges against them were that they issued fraudu-
lent and misleading research, including views on investment banking
clients that were contrary to their privately held views (for example, the
infamous “piece of shit” comment in an e-mail from Blodget).

It was a couple of years later, in May 2005, that th« N'YSE took action
against Grubman’s supervisors at SSB during the geriod in question:
JH, director of global equity research, and K\?, director of US equity
research. They both consented to censurc w penalty of US$120,001
each and a 15-month supervisory susocusion for failing to supervise
Mr. Grubman and preventing him fro'n vublishing fraudulent and mis-
leading research. And, as we saw i1 :he case study on co-authorship
liability toward the end of Chaptcr 1, co-authors of research are not
immune either. In that case, i* wos Grubman’s co-author of a research
report on Winstar Commuriic.auions who was fined.

Aside I: Separately, th> New York Post reported on December 22, 2004,
that, although UBS haa a “buy” on HealthSouth while it provided them
with investment-uarking services, the analyst covering the stock told
institutional Lrvesuoors privately in an e-mail that he “would not own a
share” of the company. The analyst resigned from UBS. HealthSouth
and its management have been the subject of their own fraud scandals.

Aside II: In addition to the settlements with the regulators, class action
lawsuits have also been brought by investors in relation to alleged false
and/or misleading research. These can take years to process. For example,
a U.S. federal judge awarded class certification in August 2009 to inves-
tors who were suing LLehman Brothers, Morgan Stanley and Goldman
Sachs for allegedly issuing misleading research on RSL. Communications
that artificially inflated the stock price in the hope of securing business.
All investors who bought RSL. common shares between April 30, 1999,
and December 29, 2000, would qualify to join the class action.

Conclusions: Analysts must not lose sight of their independent role,
and in whose interests they should be acting. Furthermore, it’s not just
the brokerage firms and lead analysts who risk being censured and fined
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Conflicts of interest (global settlements)—con:d

over conflict-of-interest issues; colleagues, team members and supervi-
sors are also personally accountable. The penalties now being meted
out to offenders are much more significant than previously.

There’s no such thing as a private or an internal e-mail. Any
e-mail can find its way to clients, regulators, the courts and the press. If
clients learn they are being treated unfairly, they’ll take their business
elsewhere; if the regulators, the courts and the press find evidence of
wrongdoing or immoral behavior, they’ll be keen to investigate further
to see what other, perhaps more serious, skeletons they can find.

Incidentally, the concept of an analyst privately buying or not buy-
ing shares in a company he recommends, as raised by the UBS case,
poses its own moral dilemma. Should an analyst practi~e what he
preaches and own the shares he recommends? Some nvight argue that
that’s the best endorsement an analyst can give to suopcct a recommen-
dation. However, the counter argument is that an av:2.yst who promotes
shares that he owns may be putting his own intercsts ahead of those of
his clients. Ultimately, regulations now invanarly demand that analysts
disclose whether they have material stakex in the companies covered
(see the section on disclosures below)

The subprime-driven credi: crisis of 2007-08 also generated conflict
issues. The first criminal clarges against Wall Street professionals dur-
ing this period were madae against the fund managers of the two Bear
Stearns funds that collapsed early on in the crisis. These were similar to
those made against Rlodget and Grubman after the dotcom crisis, as
detailed above.

e )
CASE STUDY

Conflicts of interest (collateralized
debt obligations)

Summary: The allegations against the two Bear Stearns managers,
RC and MT, were that they had been touting their funds as an “awesome
opportunity” at the same time as they were privately telling colleagues
about their concerns. Allegedly, one of the fund managers had switched
about US$2 million from the fund he was running into another one
without disclosing this to investors. They were acquitted in respect to the
criminal charges in November 2009, although the SEC said that it would
continue with its civil case.
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Conflicts of interest (collateralized
debt obligations)—contd

Details: The American Criminal Law Review juxtaposes these two para-
graphs, taken from the indictments against the two individuals:

e “The subprime market looks pretty damn ugly. If we believe the CDO
report is anywhere close to accurate I think we should close the funds
now. The reason for this is that if the CDO report is correct then the
entire subprime market is toast. If AAA bonds are systematically down-
graded then there is simply no way for us to make money—ever.”

e “So, from a structural point of view, from an asset point of view,
from a surveillance point of view, we’re very comfortable with exactly
where we are. The structure of the Fund has perfcaned exactly the
way it was designed to perform. It is really a maite; of whether one
believes that careful credit analysis makes a difcrence, or whether
you think this is just one big disaster. And th<r »°s no basis for thinking
this is one big disaster.”

The first paragraph is a cleaned-1z;, version of an e-mail allegedly
sent by MT to RC’s wife, using his poosonal e-mail, on April 22, 2007.
The second paragraph represents aileged statements made by the two
managers to senior Bear Stearns executives two days later.

Separately, a hedge fund 2 Connecticut called Pursuit Partners sued
UBS over their selling of CDO products while allegedly knowing that
they were about to be d>vngraded. According to Reuters commentary on
September 10, 2004 . ‘he judge heard evidence that Moody’s gave UBS a
sneak peek into its 1zcision-making process and that UBS used the infor-
mation to its ¢ {vavntage. The judge cited an e-mail from a UBS employee
saying he had ‘sold more crap to Pursuit”, according to the Wall Street
Journal of September 11-13, 2009. “OK still have this vomit?” was another
e-mail quote cited by Bloomberg. Hadn’t they learned anything from
Henry Blodget? By way of a prejudgment remedy, the judge ordered UBS
to set aside a bond of US$35.5 million to cover likely potential damages.

Conclusions: MT and RC were declared not guilty in the criminal case.
However, whenever a case goes to trial it really can go either way. The argu-
ments presented still demonstrate that regulators and courts don’t neces-
sarily need to understand the complexities of products such as CDOs to
ascertain whether fraud is going on; they could just need to catch inconsis-
tencies in the way fund managers, brokers or analysts promote their ideas.

Yet again we see that e-mails, even personal e-mails, can find their
way into the public domain.

Please also see the “managing conflicts of interest” case study about
Goldman Sachs later in this chapter.
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We looked at cases of mis-selling of auction-rate securities (ARS) in
Chapter 2. Below we look at allegations regarding research-specific con-
flicts of interest arising from these cases. At the end of this chapter we also
look at conflicts with respect to credit rating agencies (see the example
entitled “Paying for credit ratings”).

4 N
CASE STUDY

Conflicts of interest (auction-rate securities)

Summary: The auction-rate securities settlements in the autumn of
2008 also took into account evidence of conflicted research, according to
Andrew Cuomo, the New York attorney general, as quoter i1. a Reuters
article on August 22, 2008.

Details: Merrill Lynch had been accused by the Msscachusetts secretary
of state, William Galvin, of co-opting its research department to help
place the securities with customers. In his testinony to Congress, Galvin
spoke about “particularly egregious” actioire at Merrill Lynch, which
“co-opted its supposedly independent r<search department to assist in
sales efforts geared toward reducing 1> iaventory of ARS”, as reported
by Securities Industry News on Scpiember 29, 2008. Galvin said that
Merrill Lynch permitted its sales ana trading department, including the
ARS desk, to “unduly influerce and pressure the research department in
a number of ways”.

These included ar. 11siance in which a managing director in charge
of the auction-rate se~utities desk e-mailed a research analyst stating that
“research focusing cu *he high quality of . . . ALL tax status, auction munici-
pal bonds and s*udent loan-backed bonds . . . would be extremely helpful”.

Galvin added that Merrill Lynch sales executives also attempted to
manipulate the way analysts responded to questions during sales calls,
resulting in misrepresentations. Galvin continued: “Research analysts
routinely soft-pedaled significant negative events, and omitted material
information which a reasonable investor would need to form an objective
opinion as to the suitability of an investment.”

In another instance quoted, the research department apparently
agreed to retract and rewrite a note after the managing director of the
auction desk had complained in an e-mail to the Financial Products
Group that the research note may singlehandedly undermine the auction
market. The e-mail was apparently written in capital letters.

Conclusions: The previous global settlements case study showed the
potential conflicts of interests between analysts on the public side of
the Chinese wall and their banking colleagues on the private side.

CHO03.indd 216 @ 7/6/10 10:06:01 AM



Independence of Research and Conflicts of Interest 217

Conflicts of interest (auction-rate
securities)—contd

This case shows how analysts also need to maintain their independence
from other colleagues who are also on the public side, that is the product-
origination desks and the sales and traders who deal in those products.

The case also demonstrates, as mentioned frequently elsewhere in
this book, how there’s no such thing as an internal e-mail; any e-mail can
find its way into the public domain.

Inevitably, there will be some clients who are not fazed by conflict-of-
interest issues; they are sophisticated enough to understand the issues
involved, and to take them into consideration when sitting through bro-
kers’ recommendations. Such clients get to know which analysts they trust
and which they don’t. As mentioned at the beginining of the book, trust has
to be earned.

In The Super Analysts by Andrew !.eeming, Murdoch Murchison of
Templeton says: “I think as responsibl: cdults, we have to recognize the
way the sell-side makes their money 2nd make sure that as fund managers
we fully understand that.” The booi: wwas published before the Blodget and
Grubman cases and it’s unclear. to nie anyway, whether Murdoch Murchison
was referring to the potentiai-<onflicts arising from banking relationships
or to some brokers’ instincts to “churn and burn” to make money, or
perhaps both. It doesn’t veally matter since, either way, the point is that
some sophisticated fund managers are prepared to see through all that.

Furthermore; in their research, as reported in the Financial Times
on May 26, 200¢. Lily Fang of INSEAD and Ayako Yasuda of the Wharton
School conclude that “the best way to prevent analysts from skewing their
research is not by tying their hands with regulation but by linking their
rewards to personal reputation”.

Managing contacts between analysts and bankers

After the first round of global settlements the then chairman and CEO of
the NYSE, Dick Grasso, famously remarked: “This historic settlement estab-
lishes a clear bright line—a banker is a banker and an analyst is an ana-
lyst. The two shall never cross.” Some houses, especially those involved
in the global settlements, have tried to bar any communication between
analysts in the research departments and bankers in the investment bank-
ing, underwriting or corporate finance departments—at least not without
an accompanying compliance gatekeeper as a chaperone. However, it
seems impractical to do this completely—at least for companies not
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involved in the global settlements, and a more reasonable approach might
be to determine to what extent any meetings are appropriate, to manage
them appropriately and to maintain records as an audit trail. After all, if the
meetings are deemed appropriate, then there’s nothing to hide. Regularly
educating the analysts and bankers about these measures also helps in the
understanding of the issues involved.

While not suggesting that this next scene would necessarily be an
appropriate setting for a meeting, it helps to demonstrate the potential
conflicts involved. . . .

ALEX, ComPLIANG RuLes] f | KNow, PIKE. THATS WHY 1 W el You CouLdNT KNow T, BUT WE S0 1 JUST Y ay of course YouR Fees

FORBID ME : MEGA - B ARRANGEDTO MEET Youl IN THIS CAFE_ | | ARE CURRENTLY ADVISING OUR CLIENT BIWANTED To \ 4Re cAL cuLATED AS A

= BANKS ENGINEERING || Now, LooK, You'vE ST PuTouT A |l - HARDCASTLE FLC- To BUY BoRETEX. [| SAY THANKS | peR(ENTAGE oF THE
ANALYST, FROM TALKING To Yot RESEARLH NOTE SAYING THAT BORETEX | A¢ A RESULT oF YouR ALTIONS THE ) VERY MUCH. VALLIE oF THE TRANSACTEH.
- ONE GF GUR INVESTMENT BANKERS .. A\ ENGINEERING 15 UNDERVALUED.. A} SHARE PRICE WILL NOW GO UP AND " g

I i - reva M | qui; RIGHT,] FADMY CLIENT WiLL HAVE To PAY MORE.

s i tE
i

EXALTLY. | GWE You A DRINK,

Bilateral meetings between analysts cad bankers and trilateral meet-
ings between analysts, bankers and ccrporate clients must inevitably raise
at least the appearance of conflicts ¢f .nterest. However, there should still
be some leeway for analysts to iicet with banking clients, at the clients’
request, provided that the motiv:ation for the meeting is honest. For exam-
ple, the corporate client. may want to discuss with the analyst, strategist
or economist their independent views on the sector, market or economy.
Provided analysts discuss their already-published views, rather than
provide new analvses and recommendations, then their own brokerage
clients should no: be disadvantaged or prejudiced.

Note that if a bilateral meeting between an analyst and a corporate
client is convened at the request of the banker, rather than the client,
then this might give rise to at least the appearance of conflict of interest.
For example, it could be argued that the banker was merely enrolling the
services of the analyst to help the bank solicit new business or to boost
the bank’s standing in front of the corporate client (with regard to the
extent of services they can provide, for example).

There may also be occasions, such as widely attended industry confer-
ences or gala events, which may be of interest to all parties independently.
It’s difficult to argue that, given the purposes of the gathering, individuals
should be barred from attending merely because someone on the other
side of the wall had accepted the invitation first.

Gatekeeper approval: It makes sense, however, for any exceptions to be
approvedbysomeonewithintheorganization,suchasacomplianceofficeror
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a gatekeeper, who can be seen to be independent and who has no particular
axe to grind. Such intermediaries should be trained to distinguish between
what would constitute an appropriate meeting and what wouldn’t, and
then keep a record of the approvals given. Ultimately, a bad call on their
part in approving a meeting that might border on the inappropriate can at
least be put down to the poor judgment of a disinterested party, and the
independence and integrity of the analyst can be kept intact.

Notwithstanding the above possible exceptions, analysts should
remember the golden principle that, while they are on the “public” side of
the wall, they should only discuss public information.

Disclosures of interests and relationships

Following the global settlements, regulators around the »orld have started
to review and improve their regulations, specifically “vith regard to the
disclosures that analysts must give in their research reports (and in other
research communications, such as those madc 1hrough television and
radio). New regulations were introduced in thz 'S, iollowing the Sarbanes—
Oxley Act, and since then new consolidated1INRA rules have been put in
motion; the European Commission intreciced its Market Abuse Directive
and Hong Kong’s SFC added new rescarch-disclosure requirements to its
code of conduct.

Different regulatory regimes around the world may have slightly dif-
ferent requirements, and those involved in the preparation and distri-
bution of research need to easure that specific regulatory requirements
are addressed for the niarkets in which they publish and market their
research. Usually, its legal and compliance department or external legal
advisers will help a brokerage firm in drawing up disclosures to suit the
requirements. A: irentioned in Chapter 1, such advice may be needed to
determine the extent to which disclosures are needed for credit research
in specific markets. In general, regulations demand that research reports
disclose whether the entity producing the research:

¢ has had an investment banking relationship with the subject company
over the recent past (say, the past 12 months);

e expects to receive, or intends to seek, compensation for investment
banking services in the near future (say, the next three months);

¢ has a financial interest in the subject company (say, over 1 percent);

¢ makes a market in the company’s securities;

And whether the analyst writing the research and giving the recom-
mendations:

received compensation from the subject company in the recent past;
has a financial interest in the company; or
is an officer or director of the company.
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Normally these disclosures would encompass members of the ana-
lyst’s household and associates as well. Further disclosures required may
include, as in the U.S., histories of recommendations.

[

CASE STUDY

Conflicts of interest (private trading contrary to
recommendations)

Summary: The NASD announced on February 8, 2006, that it had
imposed a fine of US$350,000 against Sanford C. Bernstein & Co. LLLC
of New York and a fine of US$200,000 against CBH, one of the firm’s
research analysts, for selling shares in Morgan Stanl:y and Lehman
Brothers contrary to his recommendations, thereby violating NASD
rules on conflict of interest.

Sanford Bernstein and CBH neither admitted nor denied the charges,
but consented to the entry of NASD’s findings.

Details: The press release stated that ia 2004 Sanford Bernstein—at
CBH’s request—sought, unsuccessfui'y, an exemption from the rule
prohibiting the sales, arguing that CGH’s circumstances constituted a
“hardship” and that he should be allcwed to sell his holdings.

Thereafter, Sanford Bernvtcin developed a plan—approved by the
firm’s legal and compliance acpartment and senior management—which
it believed would allov’ (.IH to sell his holdings in Morgan Stanley and
Lehman Brothers witaout violating NASD rules. Under this plan, CBH
issued what were yurworted to be his “final” reports on Morgan Stanley
and Lehman or L»ccember 23, 2004. Those reports rated the two com-
panies “outperform” (the firm’s highest rating) and “market-perform”,
respectively, and purportedly “terminated” coverage, while indicating
that CBH intended to resume coverage in February 2005 (after selling
all of his holdings in both companies).

Separately, we see from FINRA’s list of actions taken in June 2008
that PK, without admitting or denying the findings, consented to a fine
of US$200,000 (although much of this represented the disgorgement of
unlawful profits). He was also barred from association with any FINRA
member. The charges were that he’d executed securities transactions
in a manner inconsistent with his research recommendations and that
he’d opened a trading account at another firm without telling either
that firm or his own employer about his relationship with the other.

Conclusions: Analysts should obtain research-management and compli-
ance approval for any securities transactions, let alone those for companies
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Conflicts of interest (private trading contrary
to recommendations)—contd

they cover. (Some companies may have rules prohibiting analysts from
undertaking personal transactions in the securities of companies they
cover or that are in a relevant sector.) However, even if individuals believe
they have the protection of the company and compliance approval, they
can still be held liable if it can be demonstrated that their motivations
were not sound or if they were trying to circumvent the rules.

When writing research on companies in their sector, analysts should
ensure that full disclosure is made in their research reports.

Analysts terminating coverage need to be confident that they really
do wish to terminate coverage and are not using terminaticu as an excuse
to side-step potential conflict-of-interest issues.

This case serves once again to remind analysts a:ac it’s not just the
company that gets penalized for conflict-of-interes. hreaches—individuals
do, too. At US$200,000, personal fines are 1o. roken gestures, not to
mention the risks to job security and reputaion.

Analyst certification: U.S. regulotions also demand that analysts certify
that the research they have written accurately reflects their own personal
views, and that their compensation does not or will not depend on how
favorable their recommendations or views are.

- )

CASE SYO0uY

Analyst certification

Details: In FINRA'’s round-up of disciplinary actions for July 2009, we
see that Wedge Securities in Colorado was fined US$20,000 for failing
to include the required analyst certification regarding the analyst’s com-
pensation in a research report. Furthermore, the firm also failed to state
“in a clear and prominent manner” that the views expressed in the report
reflected the analyst’s personal views. The firm neither admitted nor
denied the findings.

Conclusions: Analysts in the U.S. don’t just need to make these state-
ments in their research reports, as required by Regulation Analyst
Certification, but they need to make them clearly and prominently. This
means that reference should be made on the front cover of the report.
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Over-disclosing: The question sometimes arises as to whether it’s possi-
ble to over-disclose in research. The point that over-disclosing (disclosing
more information than is necessary) might mean that the disclosures that
really should be highlighted get lost among the red herrings seems reason-
able. However, disclosures in themselves are matters of fact (for example,
“the analyst holds securities of this company”). Provided of course that
the disclosures are factually correct and up-to-date, it’s difficult to see how
regulators can outlaw over-disclosing.

An analyst needs to be judicious in determining what disclosures
really need to be made, paying regard to regulations and common sense
(that is, readers’ expectations). Ultimately, disclosures are required for
securities or investment research, so again it goes back to the definition
of “research” (see “The realm of research” in Chapter 1). In other words,
disclosures are only really required where an investment. implication is
made for a security, rather than for mere passing referencesto a company.
Furthermore, the NYSE/NASD joint memo of September-2003 that discusses
and interprets rules says: “If a research report does not contain any
rating—express or implied—of the subject company’s stock, the report is
not required to include the ratings distribution iatermation required by the
SRO Rules. In addition, if the report does nct iriclude either a rating or a
price target for the company’s stock, the réport is not required to include a
price chart.”

f B«

CASE STUDY

Conflicts of intervest (disclosures)

Summary: The t.nancial Times reported on July 1, 2006, that the
French Court of Appeal had upheld a lower court finding that Morgan
Stanley did not disclose its corporate relationships properly, although it
overturned the finding that the bank’s research was biased. This was in
relation to a suit brought against the bank by LVMH, a luxury-goods
maker. Both sides evidently claimed victory.

Details: LVMH had contended that a research report written by a
Morgan Stanley analyst, CK, was biased against LVMH in favor of Gucci,
a rival to LVMH and an investment banking client of Morgan Stanley.
Although the bank was cleared of the charge of biased research, it was
still found to have caused “moral and material” damage to LVMH.

The Times of November 27, 2002, gave some details of the allegedly
misleading disclosures in Morgan Stanley’s research report, particularly
that the bank and LVMH shared a common director and that the bank
could become an adviser to LVMH in future. LVMH disputed the validity
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Conflicts of interest (disclosures)—contd

of these disclosures, and claimed that they gave the impression of a closer
relationship between the two parties than actually existed.

Separately, various cases in the U.S. demonstrate the importance
of providing accurate disclosures. Citigroup was found by the NASD
in July 2006 to have failed to include numerous disclosures in techni-
cal and quantitative research, and was fined US$350,000. Credit Suisse
was found to have used unclear language in its disclosures to describe
price-target valuation methods and the risks to those price targets. The
firm was fined US$225,000. Morgan Stanley was fined US$200,000
for failing to disclose clearly and prominently the percentage of buy,
hold and sell ratings as well as analyst-performance ratings. Deutsche
was fined US$950,000 by the NYSE in December 2704 for failing to
include disclosures in research reports and for public appearances. This
much larger fine was not just for inaccurate and inadequate disclosures
but also for supervisory deficiencies—the pvt'ishing department had
evidently repeatedly warned the research raatiagers that their manual
system of data collection was inadequete. but the supervisors failed
to address the deficiencies. By Novemt.er 2007, it was Wachovia’s turn to
incur the wrath of the U.S. regulatoys and it consented to a fine of
US$300,000 for deficient discloscvas. None of these firms either admit-
ted or denied the charges.

Conclusion: Although it s difficult to argue that one can over-disclose,
these cases demonstrat.. that analysts, data managers, research managers
and compliance officers need to ensure that disclosures are accurate, up-
to-date and not ra;sleading.

By the wu.y, fi.e wider issue of the capture and retrieval of data is
a growing ccncern for many banks and brokerages, as they struggle to
keep up with new regulations. Many regulators not only require all these
relationships and cross-holdings to be disclosed, but now also require
that best execution is achieved for clients (and demonstrated to them)
when trades are made.

Writing research on banking clients

Investment banks tend to keep two lists of deal-related names. The first
is a list of companies on which the bank imposes research restrictions
(often called the “restricted list”) and would include names of companies
where the bank is currently involved in a deal which has already been
made public. Generally, to avoid conflict of interest, new research would
not be permitted for such names.
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The second, often called the “watch”, “gray” or “quiet” list, is a sen-
sitive list of potential deals or new deals pending public announcement,
which would represent “private” information. Only personnel who are
“over the wall”, or at least on the wall, would be privy to this information,
including compliance officers, gatekeepers and superviscry analysts.

Analysts who are not over the wall should be able to continue writing
their independent research, notwithstanding that their-banking colleagues
may be in the process of pitching to the subject con:pany in respect to a
banking deal. In other words, the integrity of {n> Chinese walls should be
presumed to be intact, at least until there is :cal risk of conflict of interest
(see the Citi case study below).

Where one risk lies, from an appeara'ice perspective at least, is where,
for example, an analyst publishes a research report on a company more
or less at the same time that the hank announces a financing or advisory
arrangement with that compeny. If the analyst is, for example, initiating
coverage with a buy recommenidation or upgrading a recommendation to
a buy, clients’ eyebrows migit be raised if, lo and behold, the bank has just
won a mandate to actfor the company. The analyst could be accused of
attempting to “coniticn the market” prejudicially ahead of the deal with
a bullish report on the subject company. Local regulators and takeover
panels may also have specific requirements whereby they need to give
approval or at least be alerted when a firm wishes to publish research on a
company that it is doing or trying to do business with. As such, it’s impor-
tant for all research to be checked before publication to ensure that actual
or perceived conflicts of interest are avoided or managed, as appropriate.
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Compliance departments should also check these watch lists when-
ever employees wish to conduct their own personal trading.

4 N
CASE STUDY

Conflicts of interest (watch lists)

Details: Morgan Stanley, without admitting or denying the charges,
agreed with the SEC to pay a US$10 million settlement in June 2006
for failing to maintain proper procedures to prevent the misuse of insider
information. One of the charges, detailed on the SEC’s Web site, was that
the bank “failed to conduct any Watch List surveillance 2a hundreds of
thousands of employee and employee-related accounts”.

Morgan Stanley’s list-checking procedures wez¢ 2gzain in the lime-
light in 2009, this time in Hong Kong. A forme: managing director in
Morgan Stanley’s fixed-income division, D], wa. charged with insider
dealing in the shares of CITIC Resources. 4t a time when he was advis-
ing the company about financing for it: acquisition of some oilfields
in Kazakhstan. During the trial, it wa: rzvealed that a compliance offi-
cer had indeed approved DJ’s purctiase of HK$87 million of shares in
CITIC Resources. However, as reported by the FT, when she looked
up the company on the interr.al vzatch list she had mistaken the com-
pany for its sister, CITIC acific. Furthermore, she had asked DJ
whether he was working on anything in particular on the company,
to which he apparen'iy replied that it was not his daily job and that it
was just a “relatiousnip thingy”. DJ was convicted of insider trading in
September 20¢2, a:nd jailed for seven years. While not accusing Morgan
Stanley of any vrongdoing, the judge did criticize the firm for not having
adequate stahing levels in compliance and for poor communications
between the compliance department and the fixed-income team.

Conclusions: Irrespective of any potential liability on the part of an
employee wanting to make a trade, compliance officers need to check
lists carefully and need to ascertain the full extent of the prospective
trader’s knowledge or involvement in any business activity being under-
taken by another part of the group.

A compliance officer might also want to query any instances of trad-
ing that seem inconsistent with the employee’s normal trading habits.

Aside: The SEC in the U.S. had to tighten its own trading rules for staff
following a probe into the stock dealings of two of its own enforcement
lawyers. The lawyers allegedly made trades into companies that were, or
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Conflicts of interest (watch lists)—contd

that became, the subjects of SEC investigations. The changes, introduced
in May 2009, brought the SEC’s procedures up to at least the standard
that they expect banks and brokerages to adhere to. These include: a ban
for all staff, whatever their position and level of inside knowledge, from
trading in the shares of companies under investigation; pre-clearance for
all their securities transactions; an authorization by staff for their brokers
to supply the SEC with copies of trading statements; and confirmation
by staff that they don’t have any nonpublic information about the com-
panies they’re trading in.

Here’s an interesting case to demonstrate various arnparent conflicts
at work.

CASE STUDY \ N=

Conflicts of interest (mana;jing
apparent conflicts)

Summary: The principle that ag parent conflicts between the public and
private sides of investment canks can exist and can be managed was
demonstrated clearly in june 2007 when the Australian Federal Court
cleared Citigroup of the conflict of interest and insider trading charges
brought against f}.= 5:m more than a year earlier by the local regulator,
the Australian Securities and Investments Commission (ASIC).

Details: The WSY¥ of June 29-July 1, 2007, summarized that ASIC had
claimed that Citigroup failed in its fiduciary duty when it traded on its
own account in the shares of Patrick Corp. while advising Toll Holdings
Ltd. on a hostile takeover bid for Patrick. ASIC had also focused on a
cigarette break during which a Citi prop trader had been instructed by
his boss to cease buying Patrick shares just before the takeover bid was
announced. The federal court judge ruled that there hadn’t been any
insider trading or conflict of interest: i) the contract between Toll and
Citigroup specifically excluded a fiduciary duty on the part of Citigroup;
and ii) Citigroup had “effective measures” to insulate traders from
sensitive information known to the banking division.

Conclusions: The integrity of the Chinese wall can be relied on, provided
appropriate measures have been installed. However, the exclusion of a fiduciary
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Conflicts of interest (managing
apparent conflicts)—contd

duty in this particular case is a crucial element. With such exclusion, the
arrangement between two parties could be deemed to constitute a nor-
mal commercial contract where the parties could be presumed to be free
to pursue their own interests. Without such exclusion, however, a bank
involved in a deal could be held to owe its corporate client a fiduciary duty
to act in the client’s interests and to achieve the best price for the client.

Banks also always have to be mindful of any potential conflicts of
interest with their own brokerage clients. As such, anything that a bank
does that might affect the price of a transaction in which it is involved—
from trading on its own account or encouraging brokcrage clients to
trade (including, for example, the publishing of resear-h vn the compa-
nies) could be deemed to be a conflict of interest bervwcen the bank and
either its corporate client or its brokerage clients, or both. With all these
forces at play, I would again reiterate how imcor ‘unt it is for all research
to be checked and approved before publicaiomn.

The case also again demonstrates it ar regulators are not omnipo-
tent or infallible, and that they merelx seek to stake out the parameters
of their powers as widely as possible, ,ust as any political, bureaucratic or
commercial organization tries tc as.

Aside: Separately, in the joauary 14, 2008, issue of The Wall Street
Fournal, Mark Maremor:: »nd Susanne Craig describe how J.P. Morgan
had been accumulatite saares in Rural Cellular Corp. at the same time
as the bank had bezr advising Verizon Wireless on its takeover of Rural. A
spokesman for 7.2 Morgan said that the purchases were on behalf of cli-
ents and wetz 10tally appropriate. By reviewing stock-ownership and deal
records the WS¥ also identified dozens of other similar situations where
investment banks including Citigroup, Credit Suisse, Goldman Sachs,
Merrill Lynch and Morgan Stanley appeared to be buying shares in target
companies at the same time that their bankers were advising the acquir-
ers. These firms either declined to comment or said they found no prob-
lems with the trading. The article also cited the example of the takeover of
Centura Banks by Royal Bank of Canada in January 2001. Credit Suisse
was apparently the adviser to both firms, and apparently traded in the
shares of the target company as well. Credit Suisse declined to comment.

In Asiamoney’s Brokers Poll 2007, Goldman Sachs was voted as having
the least independent research, for the sixth year running. Paul Bernard,
managing director of Asia-Pacific investment research for Goldman, com-
mented that the perception that the firm is the region’s least independent
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brokerage was unfair. Goldman analysts around the world adhere to
the standards set under the Global Research Analyst Settlements; they
personally confirm that their research is independent; they need to con-
vince the investment research committee of their views; and their pub-
lished research makes clear the distribution of buy, hold and sell ratings,
and how many buys, holds and sells have been assigned to companies
with which the firm does investment banking business or in which it has
investments. Having worked for many years in the same type of environ-
ment myself, [ appreciate the regime that analysts need to follow.

But the perceptions continued to plague Goldman. On the one hand
the company was widely praised in December 2007 for having bucked the
trend among global investment banks by generating profits out of the sub-
prime crisis through short-selling collateralized mortgage/debt obligations
(CMOs/CDOs). On the other hand the firm was criticized for selling such
toxic paper to its clients.

This leads us on a slight detour from the subject ¢f conflicts between
research and bankers to look at Goldman’s specific-couilict issues, which
involve alleged misstatements and omissions to ciiescs.

4 N
CASE STUDY N

Conflicts of interest G(nanaging
apparent conflicts)

Background: Llov1 3lankfein, the CEO of Goldman Sachs, conceded
that the industrv had “let the growth and complexity in new instruments
outstrip their economic and social utility as well as the operational capac-
ity to manage them”, as reported by the F7 on September 10, 2009. This
echoed a comment by Lord Adair Turner, the chairman of the UK.s
FSA, that many investment bankers perform a “socially useless activity”.
The infamous quote made by Matt Taibbi in Rolling Stone magazine
in July 2009 that Goldman Sachs is “a great vampire squid wrapped
around the face of humanity” graphically represented one prevailing
view about the company. (Taibbi apparently went on to apologize for
defaming such a beautiful creature as the Vampyroteuthis infernalis.)

Details: Even so, the market was not prepared for what happened on
April 16, 2010.The SEC formally charged Goldman Sachs and one of the
firm’s vice presidents with fraud. The SEC alleged that Goldman Sachs
did not disclose to investors that it had allowed one of its major hedge fund
clients, Paulson & Co., to heavily influence which mortgage securities to
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Conflicts of interest (managing
apparent conflicts)—contd

include in a CDO investment portfolio being marketed to clients, and that
Paulson & Co. was shorting the CDOs in a bet that their value would fall.
The SEC’s enforcement chief, Robert Khuzami, issued this statement:
“The product was new and complex but the deception and conflicts are
old and simple.” Goldman denied the accusations. The firm’s share price
fell over 12 percent on the day, dragging down other banks with it.

Conclusions: As we saw with the CDO case earlier involving the
Bear Stearns fund managers, regulators don’t even need to get to
the bottom of the complexities involved in the products being sold; they
can bring charges for the way they are being sold or prescnied to clients.
The same principle must also apply to research ana'vsts’ output, how-
ever complicated the research arguments might be. I :eiterate again how
important it is to make sure disclosures are aczoc2ce and up-to-date.

It remains to be seen whether Goldman 's cuccessful with its defense
and whether the firm has indeed beer ¢bie to manage these apparent
conflicts of interest. It also remains to be seen which other firms are yet
to face the music. Ultimately, lawmuokers need to determine how useful
to society side bets using such de.:vacves really are and how transparent
the information about the trade needs to be, not just to both sides of the
trade but also to the wider :22rget.

Aside: Meanwhile, I.I' Morgan and HSBC were the targets of a New
York Post scoop in April 2010 that also had the potential to disrupt mar-
kets, albeit involvi,g commodities rather than securities. A whistleblower
named Andre v Miaguire, as it happens an ex-Goldman commodities
trader, had conge forward to spill the beans on how these two banks were
able to manipulate the gold and silver markets. Would these allegations
have enough weight to tarnish these banks’ reputations or would the
story be just a conspiracy theory?

Note that regulators have only recently started clamping down on
commodities markets. In its first commodities-related market abuse
case against an individual, the FSA fined a former broker with Sucden
Financial £100,000 in June 2010 for manipulating coffee futures prices. In
April 2010, Moore Capital agreed to pay the Commodity Futures Trading
Commission (CFTC) US$25 million for attempting to manipulate the
platinum and palladium markets, and Morgan Stanley and UBS agreed to
pay US$14 million and US$200,000 respectively to settle charges that they
had concealed block trades of crude oil. (Interestingly, Morgan Stanley
paid US$4.4 million dollars in 2007 to settle allegations that it had charged
clients storage fees for metals that they didn’t physically own. Nice one.)
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Being “over the wall”: Sometimes, if allowed, an analyst with specialist
knowledge might be asked to be brought over the Chinese wall to help bank-
ers in a particular project. In such situations, the analyst misiit be exposed
to private information and cannot therefore hold himseii ut to clients as
an independent research analyst. He would thus be restricted from writing
independent research until the information to which he is privy becomes
publicly available or is no longer relevant or price-selsitive.

“Pre-deal” research

In some regulatory regimes the reseaichh departments of syndicate banks
that are helping a company to raise capital by selling new shares in the
market may be able to publisitesearch on those companies ahead of
the dfering, subject to conciitions. Whereas U.S. regulators regard this
practice as being unaccevtable on the grounds of conflict, some regula-
tors have taken the more relaxed view that any information on a hitherto
privately held company can be useful to the market, even if prepared by
someone closely acsociated with the transaction.

In deciding whether to issue so-called pre-deal research, research
management needs to be satisfied that the motivation for doing so is to
help their buy-side clients in their information-gathering exercise before
they make their investment decisions. The research department’s moti-
vation in being involved in pre-deal research should not be to help the
bankers in their business. Any pre-deal research report should not be
regarded as a marketing document for the deal; it should be independent
and unbiased. When bankers are soliciting for new business, neither they
nor research personnel should make any promises regarding the publish-
ing of research, and should certainly not promise that any such research
will be favorable.

By the way, bankers also have to undertake their own due diligence in
bringing companies to market or advising their corporate clients in M&A
situations. For an example of what can go wrong in this regard, see the
case study on ICEA Capital and Deloitte Touche Tohmatsu in Chapter 2.
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EXAMPLE

Conlflicts of interest (pre-deal research)

Summary: A Financial Times article of January 3, 2006, looking at initial
public offerings (IPOs) in the U K. quotes the FSA as saying: “The process
in which a company chose its bank only after it had seen some research
might encourage issuers to exert pressure on competing banks to produce
analysis that was favorable or that justified a higher valuation price.”

Details: Specifically, on November 8, 2005, Reuters had reported that
the U.K.’s Financial Services Authority (FSA) was looking into the way
Inmarsat handled its initial public offering. The article suggested that
the company had asked banks to compete for roles in the IPO by com-
ing up with valuations and research before bookruraicrs were chosen.
A later Reuters article, however, of November 22, 2105, reported that
Inmarsat was not being investigated.

The Sunday Times reported on May 28,2006, tiiat Permira, Europe’s
largest private equity group at the time, s preparing a flotation of
business-travel firm Hogg Robinson, eriploying a controversial tech-
nique that has been scrutinized by thc FSA. The newspaper continued
that the firm had hired Lazard ari1 i/ierrill Lynch to advise on the tim-
ing of the float, and planned to appoint several other banks to “prepare
research on Hogg Robinson Ycfore deciding on the bookrunners”.

Conclusion:Iwould makeno prejudgment about any research prepared
in these examples. However, I would say that, generally speaking, the
so-called beauty-varade bidding process—where allowed—could put
pressure on analys:s to produce favorable reports on the companies to
which their bark was pitching, thereby exposing the analysts and their
firms to potential charges of conflict of interest. Analysts need to take
care that their independence is not compromised.

Securities of non-U.S. companies can only be offered in the U.S. by
being registered under the Securities Act of 1933 (which involves jumping
through hoops of fire) or by being exempted from registration. The main
exemption mechanism is Rule 144A, a safe harbor permitting the resale of
certain restricted securities within the U.S. to qualified institutional buyers
(QIBs), sophisticated institutional investors who don’t need the same level
of protection as retail investors. As resale, these would constitute private
placements, that is in the form of global depositary receipts (GDRs), rather
than public offerings of new shares from issuers. As such, they represent
an indirect way that foreign companies can raise capital in the U.S. The
QIBs can usually trade the securities between themselves.
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(Rule 144A issues are not to be confused with “Private Investments in
Public Equity”, or PIPEs, which are private placements targeted more at a
smaller number of “accredited”, that is high-net-worth, investors through
a Regulation D registration exemption mechanism. Investors are restricted
from selling the securities on until the securities are registered or the lock-
up period has ended.)

Regulation S of the 1933 Act is a safe harbor provision in respect to
offers or sales of foreign securities not being listed in the U.S. or being
registered under U.S. laws. Under this provision and in the jurisdictions
where the practice is allowed, pre-deal (IPO) research can be published
for restricted distribution, with distribution specifically restricted from
the U.S. and U.S. persons (with similar exclusions normally applying for
Canada and Japan at least). As such, capital is not raised at all in the U.S.

Given the potential liability for the company and analysts broducing the
research, legal guidance should be followed in each case. A special disclaimer
and disclosure page should be added upfront, stating the-Larik’s involvement
in the deal and which safe harbor provision is being.invoked. Restrictions
and provisions invariably apply, especially with regard to the distribution of
the reports, with the location and level of sophistication of the clients being
factors for consideration, as mentioned abevz. Mormally a footer would be
added at the bottom of each page stating which markets the report cannot
be distributed to. Furthermore, pre-deal reszarch reports would normally be
individually numbered as an extra disutbution control measure.

As for the content, the analyst should appreciate that he should
be looking only at the company and its business, not its securities.
Recommendations, valuatioiiz and forecasts by the analyst should nor-
mally be avoided. Howeyver;, =xceptions could perhaps be made for limited
valuations and forecasts, provided they are given for indicative purposes
only, and are not prescenied as implied recommendations for the securities.
For example, valuaticns could be expressed as a range for the whole com-
pany, and any forecasts limited to two years. As usual for any independent
research, the analysis should be balanced, with risks drawn to readers’
attention. As mentioned in Chapter 1, more thorough due diligence than
normal would be required because the analyst would not have a history of
public records such as stock exchange filings to rely on.

One question I've been asked is to what extent an analyst can have
access to the draft prospectus when preparing his pre-deal research
report. For regular [POs the analyst is formerly brought over the wall and
made an insider for the time being. Whatever information he receives from
the company is usually private information anyway, because the company
hasn’t been listed and hasn’t therefore needed to make any information
public. Note that technically speaking it’s not really “price-sensitive” infor-
mation at that stage anyway, since the shares aren’t being traded. As such,
there shouldn’t be any problem whatever information analysts are made
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privy to, including the draft prospectus. However, steps have to be taken
to ensure that the analyst’s published research does not contradict any-
thing in the prospectus when that document is eventually published and
when the security is priced, because henceforth any material information
not published by the company would constitute “price-sensitive” informa-
tion. It’s at that point that the regulator gets concerned, and that’s a reason
why external lawyers get involved—they vet the research to make sure
there is nothing that contradicts the prospectus.

My former colleague, Paul Hedley, cautions though that there may be a
higher risk for spinoff situations where the already-listed parent company
spins off a subsidiary. Because the parent is already trading, any private
information gleaned before the stock is priced and starts trading might
actually be “price-sensitive”. Nevertheless the same principles still apply.

So, either way, there shouldn’t be any problem with. the analyst get-
ting access to the draft prospectus (and any other hitherto non-publicly
available information), as long as the eventual rcseuarch is not based
on any information that is inconsistent with inforination contained in
the prospectus.

Incidentally, I would also remind readers oi the insider trading case in
Chapter 1 involving Mark Cuban. We concluded from that case that if you
bring someone “over the wall” by sharing inside information with them,
you should ensure that they not onls agree to keep the information confi-
dential but also agree not to trade ¢nithe information. Also, as we saw from
the Moore Europe and Dresdner Klcinwort bond-trading cases, traders can
no longer rely on the historic practice of trading after being “sounded out”
on a potential new deal.

When the blackeut! period starts ahead of the sale of the securities,
and the company fully enters the regulators’ purview, then the analyst
should not publizhi.anything more on the name. Even passing on factual
press commentary on the name could prompt some critics to argue that
the analyst was trying to offer biased support for the transaction by, for
example, only passing on positive press commentary.

When the blackout is over, up to 40 days after the closing of the offer-
ing/settlement date,* then regular research can be distributed to clients.
This would be billed as a regular initiation, and can include a formal rec-
ommendation or rating, a target price and per-share numbers. As a formal
initiation there would be no reference to the pre-deal version or to any
changes of earnings estimates from that version. The special restricted
distribution disclaimer and footer would be replaced by regular disclaimer
and research disclosures.

Note that pre-deal research reports are not to be confused with “pump-
and-dump” spam e-mails that circulate, often ahead of IPOs. These schemes
might promise huge or guaranteed returns, perhaps based on some rumor
or information that isn’t yet known to the market. Invariably the spammer
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exhorts the reader to act immediately, otherwise they’ll miss this once-in-
a-lifetime chance! Such e-mails have no legitimacy, and invariably break
securities laws and regulations on multiple counts (that is circulating
rumors to manipulate the market prices of securities, trading on inside
information, using promissory or exaggerated language, not drawing risks
to investors’ attention or not having a reasonable basis for views).

Influencing of analysts by issuers

In maintaining their independence, research analysts have to guard against
the persuasive influences not only of their banking colleagues but also
of the companies they write about. To this end, most developed markets
have rules to deter issuers from bribing analysts with cash payments or
excessive gifts or entertainment.

r \

CASE STUDY o

Conflicts of interest (bribec<)

Summary: As widely reported in bz press in May and June 2005, an
analyst at UBS at the time of :h~ orfense was sentenced to two years
in prison for accepting a bri>« of HK$1 million to publish a favorable
stock report on a Hong Kcng-iisted textile-manufacturing company. The
analyst had denied the <1aige. Three other defendants, including a direc-
tor of the textile corupany who had offered the bribe and an ING fund
manager who he 1 been bribed to buy and hold the shares, were also
sentenced.

However, in September 2006 the analyst’s conviction was overturned
when the court of appeal determined that recorded evidence from meet-
ings at which he was not present should not have been used against him,
and should merely have been regarded as hearsay.

Conclusions: In this case the analyst was eventually cleared. Irrespective
of any monetary thresholds for gifts that may be prescribed by regula-
tions and company policies, analysts should be able to detect when they
are being compromised. Indeed, the more lavish the gifts offered, the
more the analyst should question the reasons why a company would feel
the need to present such gifts.

By accepting bribes, analysts risk not only being caught by the
regulatory and legal system but, in extreme cases, exposing themselves
to blackmail and extortion at the hands of the bribers.
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Here’s a slightly different situation, but you get the picture.

SIGHE | FEEL ONE OF THESE SITUATIONS Y]
COMINE DN WHERE 1I° FORCED To
EXPRESS A JUDEEMENT ABOUT THE
GUALITY OF 4 BOTTLE OF WINE AND |
END UP LOOKING LIKE A TETAL HICK..

LETS SEE... WELL, IT5 FRENCH... A
EORDEAUN, OBVIOUSLY, FROM THE RIGHT
BANK, I'D SAY... A LE FIN MAYRE 2
AND AN EXCELLENT YEAR. AN B2 7

[N

|

WORRIED ABOUT SEEMING FooL1sH? M

NANCT NOW. | MEANT LATER WHEN | HAVE

A THE 55 LIMT ©N HOSPITALITY 1°M

To TELL MY ColFLIANCE OFFICER THAT IN
MY oRINIGN THE MEAL DID NoT BREAK

ALLOWED To ACCEPT... AND | LOCK LIKE
SOMEONE WHO DRINKS HOUSE RED...

EXAMPLE
O\

Conflicts of interest (favors)

executives at rival firms, career advice, and agreeing to

tional financial information to particular analysts.

focused primarily on conflicts between analysts and

analysts demonstrates that these conflicts can manifest
more subtle ways as well.

Summary: In the July 27, 2007, issue of the FT. Francesco Guerrera and
David Wighton reported interesting findiros of research undertaken
by James Westphal of University of Michigan and Michael Clement
of University of Texas. Between 2001 and 2003 the researchers car-
ried out a study on 1,800 equity aialysts and hundreds of company
executives in the U.S. They four.d tnat executives significantly reduced
the chances of analysts dosvngrading a rating on their company’s
stock by offering them favors. These favors included introductions to

analysts’ clients. In the same issue of the FT, Guerrera also noted that
Wall Street observers say there is anecdotal evidence that some CEOs
and CFOs have begun using coded hand movements to pass on addi-

Conclusion: The Spitzer investigations and the global settlements

colleagues. The foregoing case study on bribery demonstrates that
there are also serious conflicts of interest between analysts and the
companies they write about, and that analysts can still be found liable
for giving in to such temptations. This research on favors granted to

meet with the

their banking

themselves in

Another subtle form of influence that analysts need to be mindful
of is when company executives try to steer them to focus on or ignore
particular businesses or particular line items of the P&L, for example during
aresults presentation. The investor relations officer might try to persuade
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analysts to ignore the net earnings result this year when valuing the
company because of certain unusual factors, and instead concentrate on
operating profit or other recurring earnings measures.

EXAMPLE

Conflicts of interest (issuers guiding analysts)

Details: My former colleague Diego Marconato, founder of Asia
Technicals, remembers Cisco Systems trying to explain to analysts
in April 2001 how the group had to write off US$2.5 billion of excess
inventories (in the form of new Internet switching components) as an
unlucky once-in-a-hundred-year occurrence, when tiie " company
reported its first quarterly loss in its 11 years of trading as a listed com-
pany. Diego couldn’thelp butbe amazed that the company was trying to
couch the exceptional item in terms other than what it really was—just
a bad loss-making business decision that directiy atfected the bottom
line, not an exceptional item to be conveniciuiy explained away as a
one-off. According to the FT of April 18,2501, Nikos Theodosopoulos,
networking analyst at UBS Warburg, feli ine same way: “They made a
big bet on continuing high demand, ard it didn’t pay off.”

Separately, Barclays had a tougl time convincing the market about
its on-going profitability when 1t reported pre-tax profit of £6.1 billion
for 2008, a year when international bank profitability had gone out of
style. Simon Nixon of .the - /S] noted that without one-offs such as a
£2.2 billion gain from the Lehman acquisition and gains on the value
of its own debt the barik would have reported a loss.

Conclusion: Anaiysts need to be satisfied in their own minds that
whatever earnings measures they focus on are appropriate for that
particular company at that particular time. In any case they owe it to
their clients to explain their choice of valuation methodology and also
to provide valuations based on alternative or more standard method-
ologies anyway for their consideration.

Another interesting situation is where an analyst covers an issuer
and is then hired by that company. At what point during the recruitment
process should the analyst put his or her hands up and say, “Sorry, I can
no longer cover this company objectively”? It seems reasonable enough
to me that a securities firm should not be blamed for something outside
its knowledge or control. The onus must surely lie on analysts to recuse
themselves once they are in a situation of conflict. The personal challenge
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for an analyst, of course, is how to tell his current employer that he can’t
write objectively on an issuer while he’s still in negotiations with that com-
pany over a job. Perhaps a simple “I am in possession of some confidential
information that precludes me from writing about this company at this
time” might keep the less-inquisitive among management, compliance and
sales at bay. Clearly, once an employee gives his termination notice, to
leave either for a competing securities firm or for a covered company, he
is conflicted and can no longer write independent securities research. As
always, let’s see how regulators deal with the problem in practice.

4 h

CASE STUDY

Conflicts of interest (employment)

Details: The NASD issued a news release on Jur.c 27, 2007, to the effect
that it had fined Wells Fargo Securities US$250,000 for failing to dis-
close an analyst’s employment with a cover=d company, that it had fined
its former director of research, DvD, UC$4(C,000 and imposed a supervi-
sory suspension against him for 60 dayvs, :ind that it had filed a complaint
against the analyst involved, JJ. Wai'e Fargo and DvD consented and
settled without either admitting or Jdenying the findings. The complaint
concerns the issuing of positive rescarch reports by JJ on Cadence Design
Systems while she was in negotiation to join the company and after she
had agreed to join the corapany as vice president of investor relations,
but without any discivsure as to her conflicting position. At least one
of the reports was published after J] had already told the director of
research and othwers at Wells Fargo.

Two yecrs carlier, on June 23, 2005, the Wall Street Journal reported
the timeline of events surrounding JO, a research analyst at HSBC
Securities, and his subsequent employment by a covered company,
Mittal Steel, as their head of investor relations. JO tells a news service on
April 26, 2005, that the company’s first quarter was “a very good result
in line with expectations”. Three days later he finalized plans to join the
company, and on May 5 the company announced that it had hired him.
The WS¥ quoted an HSBC spokesman that the bank can’t address such
possible conflicts of interest “until and unless an employee informs us of
his intention to resign”.

Separately, entries on the SEC’s Web site dated July 16, 2004, and
April 26,2006, give details of a research analyst employed by Connecticut
Capital who wrote research on a company, CyberCare, while simultane-
ously being employed by CyberCare’s PR firm. The extremely bullish
research report—the rating was “strong buy” with a 12-month target
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Conflicts of interest (employment)—con:d

price at US$52 per share, more than four times the price at the time of
US$11.25—did not disclose this relationship. Both Connecticut Capital
and the analyst consented to the SEC’s findings without admitting or
denying the allegations. CyberCare entered into its own settlement with
the SEC, again without admitting or denying the findings, with respect
to charges that it had issued false and misleading press releases regarding
non-existent or grossly exaggerated agreements.

Here’s an interesting one: From FINRA’s round-up of disciplinary
actions for April 2009, we see that an analyst was fined US$10,000 and
suspended for 12 months for making false, exaggerated, unwarranted
or misleading statements. The findings stated that she wa: also in a
“romantic relationship” with an executive of one of her covered compa-
nies, without disclosing this fact, thereby creating a cor tlict of interest.
The lady consented to the findings, without admit:inz or denying them.
(I can think of a couple of ways a romantic relationship disclosure could
be worded, but I doubt the editors would acceg: them.)

Conclusions: It may be unreasonable to ¢xpect an analyst to disclose
every time he or she has a job intervicy.. "What does seem clear is that as
soon as an analyst has decided to tik: a job with a covered company, or
has any other ongoing relationship with that company (or with an execu-
tive of that company), then th= unalyst needs to make full disclosure in
any research report on that ccmpany.

Ale

FEATTIE S TA

A FULL $1% MONTHS AGD You, 46 cUR | | BUT INSTEAD OF JUST PUBLISHING )
BANKING ANALYST, WERE SAYING | | YouR NOTE, You ALSO PRNATELY
THAT ouR ComPETIToR ERsATZBANK | | Took THE GBvIouS CouRse of ATion
WAS IN TROUBLE - A VERDICT SuB- || wiTh RESPECT To 4 ComBaNY you
SEGUENTLY BORNE OUT BY EVENTS..| \DEEMED To BE GoING DOWN THE TUBE.

YES.,

WELL, TONY, | LIKE ﬁl'
ANALYST WHG'Ss PREFARED,
I To RISK HIS OWN MONEY

T0 BALK HIS JUDGEMENT. .

|fSoweD Like
To GFFER You YouR
OLD JOB BACK...

| TooK A 308 THERE, 60T MADE

REDUNDANT Twe WEEKS LATER
AND WALKED AWAY WITH A
YEARS MONEY...

Independent research firms

As part of the global settlement in 2003, the research departments of the
settling organizations have to be separated from the investment banking
departments. In addition, in respect to each security they covered and
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rated, they had to offer a recommendation or rating from an indepen-
dent research house. For example, of the US$400 million penalty imposed
on Citigroup, US$75 million was designated to be used for the procure-
ment of independent research. This idea was evidently greeted with
mixed enthusiasm.

Over the next few years not all the firms managed to comply with the
terms of the settlement. For example, Credit Suisse agreed in August 2009
to pay a fine of US$275,000 to FINRA to settle charges that it had failed to make
all the required current independent research available to its customers, and
then for failing to implement measures to prevent additional failures.

With some relaxation in July 2009 to the terms of the agreement
imposed on the settling banks (those that survived the financial crisis at
any rate), independent research firms will need to look to their laurels to
stay competitive.

Even independent research houses cannot escape crarges of conflict
of interest, as separate lawsuits in the U.S. brought-Lv Biovail, Overstock
and Fairfax Financial against hedge funds and independent research ana-
lysts demonstrate. These were initiated even beisre the stories of abusive
short-selling by hedge funds hit the headlir¢s during the subprime crisis
in 2007-08, which are detailed in Chapters 1.and 2.

4 h

CASE STUDY N~

Alleged conflicts o5 interest (independent
research firms,

Summary: Theo 1 cwYork Times of March 26,2006, reported: “At the heart
of Biovail’s1=.ci-cceering lawsuit . . . is an audacious claim: that some of the
nation’s biggest hedge funds colluded with independent research firms
and analysts at big banks to produce purposely misleading research with
the sole object of driving down a company’s stock price.” Similar charges
have been made separately by Overstock.com and Fairfax Financial
against hedge funds and independent research analysts.

Details: Biovail alleged that Gradient Analytics, an independent research
firm, published in June 2003 a negative report on the Canadian pharma-
ceutical company to its clients, but only after it had given enough time
for SAC Capital Advisors, who had originally requested the research, to
build up a short position in the company. Biovail contested, by my inter-
pretation, that the issue was not a sour-grapes reaction on their part to
a negative recommendation by a research firm and to the short-selling
of the stock, but, rather, argued that it was a case of market misconduct
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Alleged conflicts of interest (independent
research firms)—contd

whereby the client had persuaded the research firm to write negative
research, and that the research firm held up publishing the research
more widely to give the client time to build up a short position.

Both Gradient and SAC denied the allegations. Herb Greenberg
noted in the Dow Jones News Service on March 30, 2006, that
Gradient’s research is private and subscription-based, and pointed out
that “Gradient discloses clearly to its clients that its reports may have
been the result of custom reports that were done for another client”.

Both this case and the similar Overstock case took on wider implica-
tions when the SEC issued subpoenas to journalists, requesting related
communications. The SEC admitted that this request han been extraor-
dinary, and proceeded instead to issue subpoenas direcily to Gradient,
requesting their communications with reporters. It was then reported
by the press on February 15, 2007, that the SEC: 1 a1 declined to bring
charges against Gradient, without giving reasor:s ‘o1 the decision. However,
Biovail said it would not drop its lawsuit aga ns¢ Gradient and SAC.

Then it was the turn of Biovail to I>e on the receiving end of the
SEC’s investigations, and this culmiiav2d in a March 2008 settlement
by Biovail, without admission of juli, to the tune of US$10 million.
The accusations by the SEC znd tl.e Ontario Securities Commission
against Biovail and four exerutives related to accounting fraud, specifi-
cally that the executives “o7ecistated earnings and hid losses in order to
deceive investors and creaiz the appearance of achieving earnings goals”.
This seemed to vindi-atz the analysts, and on April 24, 2009, Dow Jones
reported that, with lictie fanfare, Biovail had pared down its claims against
SAC Capital ara Gradient. Indeed the boot was now on the other foot,
with SAC Capital and Gradient filing their separate complaints against
Biovail in February 2010 for malicious prosecution.

Separately, an investigative report by Bethany McLean published
by Fortune on March 19, 2007, and one by Anthony Effinger in the
October 2007 issue of Bloomberg Markets examine the case of Fairfax
Financial, which had accused hedge funds and independent research
analysts of attempting to drive its stock price down to benefit short
positions. SAC Capital is also a defendant in this case. The defendants
denied the accusations.

Aside I: The twists and turns of these cases provide interesting reading,
what with Fairfax effectively admitting its own accounting irregularities
when it restated earnings to correct five years of errors, and with one
of the analysts, SC of MI4 Reconnaissance, being arrested on separate
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Alleged conflicts of interest (independent
research firms)—contd

federal charges of embezzling money from a former employer (which
SC denied). Another analyst, JG, was dismissed by his employer,
Morgan Keegan for “violation of a firm policy relating to his appar-
ent advanced disclosure of his initial research report on Fairfax”, as
reported by Dow Jones Newswires on September 11, 2008.

Furthermore, Biovail’s lawsuit against Gradient and SAC for rack-
eteering was originally filed as a response to its own shareholder law-
suit, in which shareholders claimed they lost money from the share
price decline as a result of fraudulent statements made by Biovail. In
December 2007, without admitting guilt, Biovail settlcd this action
by agreeing to pay US$138 million. Biovail’s woes covtinued with the
firm agreeing to pay US$24.6 million to settle a case involving its heart
drug, Cardizem LA.

Aside II: In a similar vein, Barron’s repoytec on May 26, 2008, how
Lehman Brothers had reacted to critiistus raised by David Einhorn,
the founder of Greenlight Capital, a hodge fund, regarding the valu-
ations that Lehman had assigned to the CDOs on its own balance
sheet. In a statement, Lehman sa:d ¢hat Einhorn “cherry-picks certain
specific items from our 10-Q (its quarterly filing to the SEC) and takes
them out of context and discorcs them to relay a false impression of the
firm’s financial conditivr.”. Greenlight was short Lehman stock at
the time. For more ¢n Greenlight and the controversies surrounding
short-selling, pleace sce Chapter 2.

Conclusions: i~ 2006, the New York Times said that the Biovail case
would either open another chapter of corruption and greed on Wall
Street or it would just be a case of another company resorting to law-
suits to silence its critics. Gradient believes they have been vindicated
by Biovail’s 2008 settlement with U.S. and Canadian regulators, hence
their countersuit. One conclusion on this basis would be that companies
should think twice about suing analysts or complaining about analysts
who criticize them or who have sell ratings on their stocks. (Also see the
example in Chapter 2 where a Morgan Stanley analyst was barred by
OCBC from attending their analyst briefings.)

Of course there may be times when the company may be justly
grieved. As reported by the WS¥ on March 29, 2008, Andrew
Calamari,associate director ofthe NewYork office of the SEC, said: “They
(short-sellers) are not .. .just shorting a stock to bring it down, but they’re
shorting because they think it’s a bad company. Sometimes they’re right;
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Alleged conflicts of interest (independent
research firms)—contd

sometimes they’re wrong.” Analysts need to make sure they have valid
reasons whenever they criticize a company or assign a sell rating to
their securities.

It remains to be seen how the Overstock and Fairfax cases turn out, and
it will be interesting to see who, if anyone, comes out smelling of roses.

Paying for sell-side research

As mentioned in the Introduction, it’s not really my placc 1o foresee how
the world of securities research will evolve, from a business perspective.
However, | have included some comments arguing the case for and against
fundamental research in the section on Analyst S:irveys in Chapter 1.
Furthermore, it may be appropriate to end the chapter on conflicts of inter-
est by looking at developments in the way seli-side research is actually
paid for by buy-side clients.

The traditional way of rewarding krnakers for their research is the so-
called soft-dollar practice of bundling isgether fees for advice (that is, for
the research) with the commissiorns generated for transactions. The major
concerns of these methods include conflict of interest and lack of transpar-
ency. Justin Schack, in his ccinprehensive article entitled “Sins of commis-
sions”, published by Instiiutional Investor on December 14, 2005, succinctly
describes soft dollars as tlie “use of customers’ money to pay brokers for
buying and selling =stacks in funds and then using what amount to kick-
backs from thos=ccmmissions to buy everything from analyst reports to
data feeds to office furniture”.

However, some might think that the use of soft dollars is the most
practical compromise despite the drawbacks. As Winston Churchill said
about democracy, that it’s the worst form of government except for all the
others, so too some might describe the use of soft dollars as a form of com-
pensation for brokerage services. After more than a year of consultations
and assessment of soft dollar practices, the International Organization
of Securities Commissions (IOSCO) concluded in its final report on
the subject published in November 2007: “Soft commission arrange-
ments present a challenge to regulators. The arrangements can provide
useful benefits to CIS (collective investment scheme) investors, but can
be subject to abuses. SC5 (I0SCO’s standing committee on collective
investments) will continue to monitor regulatory developments related to
soft commission arrangements to determine whether general principles
can be developed.” So there you have it.
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During its consultations, IOSCO ascertained that most regulatory
regimes permit soft commission arrangements so long as they follow
either specific regulations, or, if there are no specific regulations, so long
as the arrangements generally follow fiduciary principles (including best
execution) and that conflicts are disclosed. For example, the European
Commission recommends member states “to identify as soft commissions
any economic benefit, other than clearing and execution services, that an
asset manager receives in connection with the fund’s payment of commis-
sions on transactions that involve the fund’s portfolio securities”.

In terms of what can be included in soft commission arrangements,
most jurisdictions allow the inclusion of goods and services that benefit
the client in the investment process. These would include execution
as well as research and analysis, but not salaries, travel expenses and
office equipment.

Of course the disclosure requirements represent major conditions in
themselves. The need to make detailed disclosures n:eans that permitted
costs relating to execution and research should-be separately identified
anyway, and these costs would therefore in effzc be unbundled.

Ultimately, the market itself may be the best arbiter. One example to
demonstrate this is Japan. Although there is no regulation of soft com-
mission arrangements in this jurisdiction, I0SCO noted that it is common
practice that securities companies-arovide institutional investors with
their internal research material free ot charge. The following example also
shows that, whatever may or may net be happening in the regulatory world,
market participants are findiag their own commercially-driven solutions.

*

N EXAMPLE

N

Transparency in paying for research

Summary: As we saw at the beginning of Chapter 1, Anthony Bolton,
the famed fund manager from Fidelity, stated in his book that he has
always been a proponent of using the best outside research to comple-
ment Fidelity’s in-house research. So how does Fidelity pay for this
outside research?

First we must understand that Fidelity comprises two major com-
panies: Fidelity Management & Research (FMR), which services the
US market; and Fidelity International (FIL), which services interna-
tional clients.

Details: The Wall Street Journal of May 19, 2006, reports how Thomas
Weisel Partners has agreed with Fidelity (FMR) to separate the fees it

CHO03.indd 243 @ 7/6/10 10:06:46 AM



244  Writing Securities Research

Transparency in paying for research—cont’d

charges for research and stock trading, following similar agreements to
unbundle fees already made between Fidelity and both Deutsche Bank
and Lehman Brothers. Thomas Weisel said Fidelity “will separate pay-
ments for research products or services from trading commissions for
brokerage services and will pay for research directly in cash, instead of
compensating these firms through trading commissions as under soft-
dollar practices”.

This may have been an attempt on behalf of the parties concerned
to keep pace with anticipated changes in the regulatory environ-
ment. However, as seems likely from a Greenwich Associates study,
as reported by the FT on August 9, 2007, the pendulum may now have
swung the other way, with some big investors lifting th=1r use of soft
dollars as the expected crackdown by regulators failzcl to materialize.
(Following the financial crisis the regulators have had their hands full
anyway with other issues, such as bank capitat adequacy, securitiza-
tion, credit rating agencies and executive remaneration.)

Meanwhile, another development involves commission-sharing
arrangements (CSAs), whereby a fund manager pays a commission
for the execution of a trade, but part of the commission is passed on
totheresearchhouse (suchasanindependent or boutiqueresearch firm),
which provided the investmeni or trade idea. Fidelity International
adopts the CSA route.

Conclusions: The WS/ atticle goes on to report that Thomas Weisel
said that if the unbundling trend continues within the industry, it
could force commission prices lower, although the firm was unable to
predict whether ¢h= arrangement would affect future trading volume
with Fidelity.

It remains to be seen what changes in regulations may ensue, but
evidently Thomas Weisel and Deutsche Bank see practical benefits in
agreeing to adapt to the wishes of such an important buy-side client
as Fidelity.

There will no doubt always be a demand for good investment
ideas, whether these come from bulge-bracket firms or independent
research houses, but how these ideas are monetized will continue to be
a challenge going forward.

Aside: I just can'’t resist including a reference to the US$8 million
fine that Fidelity in the U.S. paid to the SEC in March 2008 to settle
claims that employees accepted lavish gifts and entertainment from
brokers in exchange for business. One particular event allegedly
included a dwarf-tossing competition. I'm not making this up.
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Managers at firms that employ a soft dollar policy need to determine
what expenses can be covered by the arrangement and what should not
be. As we see from the following case study, it’s important for the policy to
be clearly disclosed and managed.

CASE STUDY \

Transparency in paying for research
(inappropriate payments)

Summary: Terra Nova Financial was fined US$400,000 by FINRA in
November 2009 for “making more than US$1 million in :mproper soft
dollar payments to or on behalf of five hedge fund n.anagers, without
following its own policies to ensure the payments were proper”. Three
officers of the company, including the chief ¢ n pliance officer, were
suspended and fined a total of US$45,000.

Details: FINRA’s press release stated tihai Terra Nova made the pay-
ments without receiving adequate drcamentation or conducting an
adequate review to determine tha: tne payments were for expenses
authorized by fund documents. 1:e bulk of the payments were for ill-
defined consulting fees and expenses. However, specific items included
meals, clothing, auto repeits, parking tickets, limousines, airline tickets
and hotel stays, often pa11 Jor by credit card. The most notable item was
US$13,700 for seven wiips by a hedge fund manager to a “gentlemen’s
club” over a two-week period.

Conclusion: there’s too much of this going on, and I’m not having
any of it. Setiously, as FINRA’s chief of enforcement, Susan Merrill,
said in the context of this case: “Broker-dealers that collect soft dol-
lars and make payments for their hedge fund clients must possess and
implement adequate procedures that govern their soft dollar practices.”
Transparency is key.

A similar tug-of-war to that discussed above for equity research is
being played out in the world of credit rating agencies. Apart from
perhaps some sort of government control or subsidy, the two free-market
ways of paying for credit rating agencies’ services boil down to either the
“issuer pays” or the “investor pays” model. In recent times at least, it has
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been the issuer who has paid, and as we saw at the end of the risk section
in Chapter 2 (see the example on Bridgewater property group), there has
been an evident conflict of interest in this method. However, an “investor
pays” model is not without its flaws either since this might result in an
elitist system where only institutional investors might be able to afford
the research. At least with the “issuer pays” model, all investors can get
access to the ratings for free. New developments and measures at least
look like they will increase competition and disclosure, which can only be
good for investors.

EXAMPLE

Paying for credit ratings

Background: Barron’s in the U.S. published a ccmprehensive article
about credit rating agencies on December 24, 2007 'written by Jonathan
R. Laing and entitled “Failing Grade”. The @r’icle identified the vari-
ous issues involved and suggested solutic:is. One of the ideas offered
was that the way agencies get paid shouid change. Traditionally agencies
get paid by the issuers, and one ccmypiaint has been that the issuers
will only commission the agenciea o start with if the rating will be
positive. Barron’s cites former Clinton secretary of labor, Robert Reich,
who wrote in his blog that the system is tantamount to movie studios
hiring critics to review their films and paying them only “if their reviews
are positive enough tc get lots of people to see the movie”. The article
also referred to a ceriairi rating service called Egan-Jones that had been
trying for a decede to win official agency status. The interesting point
to note about this tirm is that it does not get paid by the issuer whose
bonds it rates, but by institutional investors.

The WSJ of June 4, 2008, quoted the former president and chief
operating officer of Moody’s who acknowledged that “what the market
doesn’t know is who’s seen certain transactions but wasn’t allowed to
rate those deals”. In another startling revelation, Elliot Blair Smith in his
Bloomberg article of September 24, 2008, quotes a former Standard &
Poor’s managing director saying that S&P’s executive committee
had ordered him to grade a real estate investment that he’d never
reviewed. The rater stated that relying on a competitor’s analysis was
one of a series of shortcuts that undermined credit grades issued by
both S&P’s and Moody’s.

The WS]J of October 24-26, 2008, reported how internal documents
and e-mails released at a House of Representatives hearing showed
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Paying for credit ratings—cont’d

how far Moody’s and Standard & Poor’s went to accommodate bond
issuers that generated giant fees for the two firms. Executives were
torn between maintaining the integrity of the ratings and easing
standards in an effort to win more business. The infamous comment by
one Standard & Poor’s analyst that a deal could be structured by cows
and they would still rate it says it all.

In Europe too, regulators evidently appreciated the need for change,
as noted by Gillian Tett reporting for the FT from the World Economic
Forum in Davos, Switzerland, in January 2008. Charlie McCreevy,
European Union financial commissioner, said, “. . . we have put them
[credit rating agencies] on watch that things cannot stay the same”.
Similarly, Malcolm Knight, the head of the Bank for. International
Settlements, remarked: “The whole question of the role of ratings in
the regulatory system does have to be looked at.”

The example relating to New Zealand’s Dridgewater property
group, detailed in Chapter 2, also denriornstrates how global the
problem had become.

Developments: In May 2008, 1C.SCO published various amend-
ments to its Code of Conduci for Credit Rating Agencies. Note
that IOSCO does not have statutory authority in any one market or
over any particular credit rating agency. However, it does exert an
influence on all its miembers, which include the main securi-
ties regulators arouand the world. Among the amendments were
recommendations to.

* Encourage  the differentiation between ratings for structured
products end those of regular bonds.

* Discourage “ratings shopping” by issuers for credit ratings.

* Ensure appropriateness and transparency in methodology.

In the U.S., Egan-Jones was approved as a nationally recognized
statistical rating organization (NRSRO) at the end of 2007. It was the
first agency to be approved by the SEC as an NRSRO in the U.S. that
does not get paid by the issuer whose bonds it rates, but by investors
who subscribe to its services.

The SEC announced in July 2008 the findings of their investiga-
tion into Fitch, Moody’s and Standard & Poor’s. As reported by
Paul Davies, Joanna Chung and Gillian Tett in the FT, the SEC chair-
man, Christopher Cox, said: “We’ve uncovered serious shortcom-
ings at these firms, including a lack of disclosure to investors and the
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public, a lack of policies and procedures to manage the rating process
and insufficient attention to conflicts of interest.” Note that a month
earlier the New York attorney general, Andrew Cuomo, had reached
a settlement with these three firms under which they would get paid
for their review even if their ratings weren’t eventually used by the
issuers. They would also need to disclose the fees that they are paid
for nonprime-mortgage-backed securities. The SEC announced mea-
sures in December 2008 that would “ensure that firms provide more
meaningful ratings and greater disclosure to investors”. However,
one criticism that was not addressed was the fact that the need to
use credit ratings is hard-wired into, that is mandated by, securities
regulations. The SEC went some way to address this concern when
it announced in September 2009 that it would eliminate references in
“certain SEC rules and forms”.

Meanwhile in Europe, German Chancciicy Angela Merkel
called for the creation of a European credit r=tir.g agency to challenge
the dominance of the U.S. agencies. The.turopean Commission
announced in November 2008 that it would be formally regulating
creditrating agencies. The commission’s 2ims, as reported by Newsweek,
were to:

¢ Ensure that credit rating agencies avoid conflicts of interest in the
rating process or at least ianage them adequately.

* Improve the quality. of the methodologies used by credit rating
agencies and the quality of ratings.

* Increase transparericy by setting disclosure obligations for credit
rating agencics.

¢ Ensure an etficient registration and surveillance framework,
avoiding ‘forum shopping” and regulatory arbitrage between
EU jurisdictions.

Conclusions: The issue is evidently a global one, and as such really
needs a globally applicable solution, perhaps resulting in more involve-
ment with IOSCO.

The new measures and new competition will hopefully go some
way to address the concerns regarding conflicts of interest, at least in
the U.S. and Europe. It remains to be seen what measures are adopted
elsewhere in the world, and whether the markets are happy with
the arrangements.

In defense of rating agencies, Vickie Tillman, executive vice-
president of Standard & Poor’s in New York, says in her letter to the
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FT of June 20, 2008: “The acid test of how effectively a ratings firm
manages potential conflicts, of course, remains its track record—that
is, the historic correlation between ratings and defaults.” S&P’s later
introduced 27 internal practical steps to strengthen its rating process,
including the in-house credit analyst certification program mentioned
in the continuing education section in Chapter 1 and the setting up of
a risk assessment oversight committee, as reported by Rebecca Knight
in the FT on January 4, 2010.

Endnotes

1. Following the passing of the Credit Agency Rzicwm Act in the U.S. in 2006,
the SEC introduced in June 2007 an oversight cystem for credit rating agen-
cies. These now need to be formally registered as “nationally recognized
statistical rating organizations” rather ti:an being passively recognized as
such through so-called “No-Action Letters” issued by the SEC, as had been the
case since 1975.

2. SeeSecurities and Exchange Board cfIndia (Disclosure and Investor Protection)

Guidelines, 2000.

See NASAA.org press release of July 5, 2006.

4. In the U.S., where pre-Ceal research is not permitted, FINRA proposed in
October 2008 that the {ost-IPO blackout period for FINRA-registered broker-
dealers involved i1 a deal should be reduced from 40 days to 10 days, and that
for secondary:oiferings the blackout period, previously 10 days, should be
eliminated-alisgether.
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