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Honest analyst angst
Despite the reforms of recent years, stockbroker research might still be
compromised by conflicts of interest. By Smart Washington

ssurances about the independence of Australia’s
research analysts were dealt a serions blow by
the Australian Securities & Investments Corn-
mission (Aslc) in a repoE issued on Augnst
The As~c smweillance report’s main result was
widely and incorrectly portrayed as a clean bill
of health for the investment banking and
broking industry. This portrayal was possible
because the surveillance repolt into eight large

investment banks found no breaches of the Corporations Act. Nor
was there evidence of the kinds of market manipulation that

occurred in the United States and led to a $USL4-billion settlement
with US regulators by ~o Wall Street firms.

Behind the result, the report skewered the banks for various fail-
ings, including weaknesses in finding, managing and disclosing con-
flicts of interest.

Ti:e report into research analyst independence said: "There is some
risk that research analysts (and their employers) do not adequately
avoid and manage conflicts of interest when they do arise." In short,
AsIc found fertile conditions for conflicts of interest and market
manipulation. Making the finding even more damning, tee report
covered the period after compliance practices had been improved in
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TIM BUCKLEY: "We are
solely evaluated on our
service to the investment
client base"

zooz in response to excesses in the US. Changes in US regulations
flow through to Australia because most large broldng fimls either have
their head offices in the US or do business there.

Industry responses to the report range from a recognition of the
importance of the matter to denials that real problems remain in the
industry in Australia.

Kent Wilson, the managing director of Australian equities at
Credit Suisse First Boston (CSFB) and chairman of the Securities and
Derivatives Indust~ Association research advisory panel, is among
those putting the best possible spin on Aslc’s findings. "We were, as
a firm, pleased that the other major players, by and large, got the ticks
that they got from Aslc. AsIc came out w~th what I think is, in gen-
eral, a pretty solid statement that the problems that have been seen
elsewhere in the world certainly didfft exist on the same scale in
Australia."

John Deakin-Bell, the head of research at UBS, makes a similar
assessment of the report, which narrowed the bulk of Aslc’s surveil-
lance down to four firms: UBS, Macquarie Bank, Citibank and JBWere.
"Number one, it said there were no legal breaches. From a legal
standpoint, Astc has investigated the industry and said there were no
laws broken. All we can really comment on is the policies we have in
place ... we believe we have very high standards o£procedures in place
that actually promote a culture of integrity."

In the year since BRW’s previous Best Brokers poi1 was released,
the issue of research independence has been a big headache for
investment banks, broking firms and reguJators. There is also a
threat that Australian laws will be added to the US laws and guide-
lines. This would add to the industry’s problems.

JBWere’s head of research, Craig Connelly, says: "Probably the
greatest issue thafs taken my attention is the evolving and changing
regulatory landscape, and what that means."

Analyst independence and the still unclear measures to deal with
the issue were a key talking point in this year~s Best Brokers poll, con-
ducted for BRW by the financial research firm East Coles. Other
issues included surprisingly strong showings by boutique brokers,
the rise of interest in quantitative analysis in a falling market, and
the "dumb-bell effecf’ as the big houses get bigger and the smaller
houses focus on niche opportunities, partly demonstrated by the
merger between Goldman Sachs and lBWere.

UBS Warburg emerged as the top-rated house in the survey of
more than 4o0 fund managers, with the highest number of analysts
rated number one, the number one rating research house and the
number one rating equity capital markets division. It was followed in
the best house ratings by Macquarie Bank and JBWere.

The issue of analyst independence goes to the heart of the effec-
five operation of the stockmarket. Institutional and retail investors
use the analysis and recommendations of research analysts as a guide
to stock purchases. Conflicts of interest that affect the independence
of analysts’ research undermine the basis for investors’ choices.
These conflicts include pressure from the analysts’ corporate finance
divisions, which are keen to secure business such as initial public
offerings, and pressure from the companies that are covered by the

In the US, some analysts issued buy recommendations for so-
called dog stocks that they privately disparaged. These and other
practices led to the SUSz.4-billion settlement in November for ~o

Wall Street firms: Bear Steams, CSFB, Deutsche Bank, Goldman
Sachs, ]P Morgan Chase, Lehman Brothers, Merrill Lynch, Morgan
Stanley, Salomon Smith Barney (now part of Citigmup) and UBS
Warburg (now UBS).

In a report in October last year, BRW found similar pressures on
Australian research analysts. Based on claims by seven analysts,
BRW alleged that at UBS, Deutsche Bank and Macquarie Bank there
was a strong link between analysts’ pay and their work on the invest-
ment banks’ corporate finance transactions, conditions that threat-
ened analysts’ independence. One former analyst said: "We knew
where we were going to get paid from, in no uncertain terms. We
knew that if we brought in corporate deals or, particularly, brought in
and also supported them, that was how the bank made money."

These allegations were strongly denied by the investment banks.
The Aslc report was critical of the investment banks’ systems for

paying analysts. It said: "We found that there was often no indication
of weighting given to the various factors used in determining the
incentive payments or the way these factors were actually used to cal-
culate an incentive payment. It was also unclear how the research
bonus pool was determined and whether it was in any way linked to
the investment banking division perfomaance. There is a risk that
this may actually result in a remuneration policy more closely aligned
with investment banking revenues than research performance."

Other criticisms in the Aslc report included the practice of
discontinuing coverage on a
stock rather than issuing
a sell recommendation, the
lack of review of research
recommendations, and the
reliance on investment bank
staff to manage conflicts of
interest.

Smith Barne)Zs head of
research, Tim Bucldey, does
not play down the impor-
tance of the AsIc report:
"AsIc’s finding is less
than complimentary to the
research industry." Citigroup
has dealt with the issue by
splli~ing its research analysts
into a separate unit, now
called Smith Barney, under
the global leadership of
Sallie Krawcheck. It began
this process in September,
formalising the new struc-
ture in November.

Bucldey says the separa-
tion enshrines the fact that
analysts now work solely for
the interests of their investor
clients. In a marked depar-
ture from previous practice,
when analysts were seconded
"across the Chinese wall" to
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work on corporate finance transactions, analysts can now work on
these transactions only as representatives of their investor clients.
They can issue a sell recommendation on the proposed ~ransaction,
a measure that has, in effect, vetoed some transactions.

"We are solely evaluated on our service to the investing client
base," Buckley says. Bucldey also highlights Smith Bamey’s system
of having supervisory analysts who review all analyst reports before
pubFlcation, its qualification of analysts with US and Australian
accreditations for issuing research, and the fact that its analysts sign
each research report, stating that their work was not subiect to exter-
nal influences. Smith Barney analysts are now formally banned from
participating in corporate finance pitches for business and initial
public offering roadshows.

Even firms that take the view that As[c gave the industry a clean
bill of health have adopted some or all of these additional measures.

UBS no longer allows its analysts to participate in functions
arranged by its corporate finance division, which was happening up
until last September. CSFB has introduced a firewall in the US,
blocking e-malls between its corporate finance division and its research
division, a measure that is likely to be introduced in Australia. Since
April, CSFB analysts have signed assurances that the views in their
research are their own.

In November last year, ]BWere introduced a new recommenda-
tions system that rates stocks on five criteria, dealing with previous
criticism of the industry that only a% of recommendations were sell.
Connelly says the short-term recommendations now consist of I9%
underperform (sell), % market perform (hold) and z8% outper-
form (buy). ]BWere is also using supervisory analysts, and its ana-
lysts also have to sign their research reports.

None of these measures is good enough for Peter Leodaritsis, the
managing director of Aegis Equities. He does not believe that any-
thing short of complete separation w~ resolve the conflicts of inter-
est between corporate finance and research divisions. "I insist that it
has to be a separate company."

The business model of Aegis, founded in July z999 as LM Equities,
differs from its much larger rivals because it relies solely on revenue
from selling its research. The larger research firms have cross-subsi-
dies from their investment banking and dealing (stock selFmg) oper-
ations. Aegis has six institutional customers and ao retail brokers
that buy its research. One result of this business model is that Aegis’s

24 analysts (about half the number of analysts at the larger firms),
covering zoo companies, are paid less than their counterparts at the
cross-subsidised investment banks.

Leodaritsis acknowledges that his analysts’ bonuses will never be


