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The Securities Analyst as Agent:
Rethinking the Regulation of Anaivsts

JULE. Fisch
Hillary A. Sale

ABSTRACT: Recent press has highlighted shocking examples of bias, self-
dealing, and inaccwracy in the behavior of the w(um‘m analyst. ()zfz(s
have a{mbul(’d the bubble and subsequent crash in the tec /m()’(w\ sector to
analyst hype and posited that undue analyst optimism contributed to
scandals such as Enron. After many years of minimal regulatory oversight,
analysts are now the subject eof extensive regulatery )ejmm ])m[)omls
1)1(/1((11)10 a mandate in the Sarbanes-Oxley Act of 2002 1eqzum1(r that the
Secwrities and Exchange Commission adopt a variety of restrictions on
analyst behavior.

Despite the media attention, there have been few (li[(’?ll/)/fi to conceptualize
carefully the analyst’s vole. This Article offers such an analysis. First, the
Avticle challenges the traditional conception of the analyst as independent
gatekeeper. The Aticle draws upon empurical, legal, and anecdotal evidence
to evaluate critically the existing behavior of securities analysts and the
extent to which ther activities increase market efficiency. As the Article
demonstrates, analysts are subject to a varwety of conflicts of interest ihat
constrain their behavior. The yesulting costs tmposed by these conflicts are
classic agency costs.

Accordingly, the Airticle develops a new conceptualization of the securities
analyst as quasi-agent. Although analysts have not traditionally been
treated as ageils umlm slmu{md agency law principles, jmm a broader
CCONOMIC f)PIS/)(’(([U(’ (1)1(1/)515 re /))()/)P)[’)‘ wnderstood to acl in agerncy
capacity. Analysts act on Z)p/m// of mwltiple market pearticihants. i bzldlm
thewr 1})12/)10w’n wssuers, and investors. These intevests are in tension. lnum'
principles dluminate breakdowns in the analyst’s role and /})()I'I(f{‘ guidance

7 zdv)zlszw (1/)/)70/))5(11(‘ solutions. In /mmrulm we argue that )A,o/m
efforts should focus on the minimization of agency (osls through the
application of a quasi-agency approach m(ludmw“ a (/lu‘\ of reliability.

Protessor of Law, Fordham University School ot Law. This Article was pardaliv written
while Professor Fisch also was serving as Sloan Visiting Professor, Georgetown Uiniversity Ly
Center.

Professor of Law and F. Arnold Daum Corporaie Law Scholar, Doiversine of fowa
College of Law. For their comments and helptul sugaestions, the authors thank Jeonifer Avlen
Steve Choi, Mitn Gulad, Peter Huang, Donald Langevoort, Paud Mahoney, Adam Pritchard, and
Robert Sitkoff. The authors thank Robert Gadtke, Michael Russell, Jenness Parker. Doug
Ponder, and Brian Vander Pol for theiv rescarch assistance.
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The Article /bm, ses on the specific exnmble of selective disclosure to
demonstrade that ihe failwe to {{)m“/)llulu the quasi-agency stalus of the
anciyst’s roie led to an mappropriaie iolerance of \(lmfm disclosire,

Instead, the Article offers a new efficiency mmfsz,on for the adoption of
Regulation FD based on agency principles. The Article then discusses the
mz/;/z« ations of agency theory for recent proposals to address other {ypes of
mm/)"! conflicts. The Article concivdes by offering some suggestions for
'()f/zm debalte.
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THE SECURITIES ANALYST AS AGENT 1037

“From May 2000-Lebruary 2001, while the NASDAQ index declined by over
one-third, analysts’. . . ‘[sell]” vecommendations held steady at . . . 0% :

INTRODUCTION

On April 8, 2002, New York Attorney General Eliot Spitzer announced
shocking findings from an investigation of securities analvsts at Merrill
Lynch.” In papers filed with the court. Spitzer revealed that Merrill Lynch
analysts ~ consistently  skewed  their research  reports and  stock
recommendations in an effort to generate investment banking business for
the firm.” According to Spitzer, senior officials were aware that the rescarch
reports were tainted and often misleading, vet continued to assure public
imvestors that the information was independent, objective, and unbiased.’
Court papers detail repeated examples in which Merrill Lynch publicly
recommended stocks to nvestors while disparaging those same stocks in
imternal e-mails as “dogs.” or “junk,” or warning that the company was

“

falling apart.™ Indeed, as the market for Internet stocks plummeted in
2000, those papers reveal that Merrill maintained a rating of “accunulate™
or above on all the companies it covered. never once advising investors to
sell as stock prices plunged, sometimes “all the wav to 7¢10.”"

Spitzer’s investigation is merely onc example in a series of recent
developments highlighting the problematic role of the securitics analvst.
Both the media and the Securities and Exchange Commission (the "SELT)
have warned of analvst bias, scll-dealing, and other abuses. In addition,
analysts have been criticized for their falure to spot problems at Enron.
Finally, plaintiffs™ lawvers continue to pursue novel habilitv theovies in
litigation against analysts. Amid all of this controversy, the SEC adopred
Regulation FD in 2000 to prohibit issuers from selectively disclosing
corporate information to analysts.” Belatedly, the SEC also announced an

. Barbaru Moses, Reseanrch Analysts Creler Foe, ALFABA Broker Dealer Regulation Course
of Study (Jan. 10=11. 2002},

2. See Press Release, Office of New York Atorney General Elior Spitzer. Merrill Lanch
Stock Rating System Found Biased by Undisclosed Contlicts of Interests (April & 2002
available at l'mp:/ Awwwoag.state. v press 2002 /apr/aprosh_02.honl (fast visited Mo 25,
2003) (on file with the Towa Law Review).

5. Serid

do Seeid.

5. Pedtioner’s Affidavit in Support of Applicatdon for an Order Fursuant 1o General
Business Law Section 354 ar T0=15. Spitzer v Merrill Lyneh & Col Noo 02-40 1522 (N Sups. Ci,
Apr. 8, 2002). availalle al T/ Awwwoagastie.nvas, investors S press,/ 2002/ ape /el pdf
(on tile with the Towa Law Review),

6. Seedd ar 9-=10.

7. Selective Disclosure and {nsider Trading, 65 Fed. Reg, 21716-01 (Aug. 24 2000) (1o be
codificd at 17 CF.R prs. 2400 245 and 299 (on Hle with the Towa Law Review). The SEC has
not. however, adopted anv divect regudations of anadvst hehavior. I tacts the SECS failure 1o

take anv action in the divection of reculating wanadvsts was part of whar promoted Anorey
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inquiry into analyst conflicts of interest.” In spring 2002, the New York Stock
Exchange (the “NYSE") and the National Association of Securities Dealers
(the "NASD”), as self-regulatory organizations (the “SROs”), also adopted
new standards for analyst disclosure and trading activity, which were
subsequently approved by the SEC.” The latest development is a mandate
under the new Sarbanes-Oxley Act that the SEC or the SROs promulgate
rules to address analyst conflicts of interest.”” The goal of these various
measures was to implement a more thorough regulatory regime to alleviate
the conflict of interest problems that have plagued analyst recommendations
in recent years. Whether these steps will succeed, however, remains unclear,
in part, because of the continued ambiguity in the conception of the
analyst’s role. To see why, consider how analysts are traditionally treated by
courts, commentators, and regulators.

Historically, analysts have been relatively free from regulation. Indeed,
in some respects, analysts have enjoyed preferred status under the federal
securities laws. Courts carved out an analyst exception to the prohibition on
the use of nonpublic information in securities trading, justifying this policy
bv a twofold claim. First, courts and commentators argued that sciective
disclosure to sccurities analysts is beneficial to the securities markets because
it inoreases the dissemination and incorporation of information into stock
price. Second. some commentators argued that analyst use of inside
information does not pose risks analogous to those presented by traditional
insider trading. Both justifications rely, in part, on the theory that analysts
function as unbiased market gatekeepers. This “gatekeceping” theory is
premised on the assumption that analysts act as conduits of information
from company to shareholder and from shareholder to company. Because of
the information tlow provided by analysts, information is disseminated to
the market, and the market becomes more etficient. Based on the
conclusion that analysts actually perform this gatekeeping function, courts
and reguiators have left analysts largely unregulated so as to avoid
interrupting the tlow of information. Even in light of the analyst problems
outlined above, these arguments are still used to defend a privileged role for
securities analysts, including the claim that Regulation FD is both
unnecessary and undesirable. Although this argument has recently been

General Eliot Spiizer to launch his own investigation into the area. See Charles Gaspavino, Wal/
Street Hus an Unlikely Newe Cop: Spitzer, WALL ST, |, Apr. 25, 2002, at C3.

S0 See Charles Gasparino & Scot [ Paltrow, SEC Joins Pack, Opens Duguiry into Analysts,
WALLST oo Apr. 26,2002 at AL

9. See NASD and NYSE Rulemaking. Exchange Act Release No. 3440408 (:\!;1}' 10, 2009),
avadable at g/ A wwwesec.gov/rules /hon (last visited Mar. 25, 2003) (on fte with the Towa Law
Review).

10 SeeSarbanes-Oxley Act ol 2002, Pub 1. No. 107-20-0 § 501, 116 St 745, 791 (2002)
(requiring SEC within one vear 1o adopt rules “reasonably designed 1o address [analvst]
contlicts of interest™).
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muted somewhat in the wake of revelations like those at Merrill Lynch, the
actual role played by securities analysts remains open to debate.

This Article challenges the traditional view of analysts as independent
gatekeepers. We question whether, given their jobs as employees, it is
reasonable to assume analysts are actually “independent.” To explain why
securities analysts are not “independent,” the Article draws upon empirical,
legal, and anecdotal evidence to evaluate the existing behavior of securities
analysts and the extent to which their activities increase market efticiency.
Based on this examination, the Article demonstrates that analysts are not the
independent information gatherers the courts and other academics have
purported them to be but are, instead, subject to a variety of conflicts of
interest that compromise their independence.

One possible response to this conflict of interest problem is simply to
improve disclosure of these conflicts and to acknowledge that analysts are
essentially salespeople, serving the interests of their firms’ investment
banking clients. This response is unsatisfactory. Issuers, investors, and the
markets themselves are heavily dependent upon the ability of the analyst to
function as an information intermediary. In addition, the existing regulatory
treatment of analysts has been premised on protecting this function, an
objective that persists in the Sarbanes-Oxley Act.'" Nonetheless, the
substantial role that analysts play with respect to information flow and
securities pricing is significantly undermined bv conflicts of interest that
create a variety of incentives for analysts to distort the information they
present.

The resulting costs that these conflicts impose on the market are classic
agency costs."” Analysts have not traditionally been treated as agents, at lcast
for anyone other than their ecmplover, and there are significant
impediments to classifving them as agents under standard agency law.
Nonectheless, because their intermediation effectively results in their acting
on behalf of issuers, investors, and the markets, from a broader economic
perspective, analysts are properly understood to act in an agency capacity.
To capture this conceptualization while distinguishing analysts from
traditional agents, this Article describes analysts as “quasi-agents.” We co not
argue for the application of standard agency law principles, but we do
propose that anabyst regulation be viewed from an agency perspective. By
utilizing this agency approach, it is possible to illuminate breakdowns in the
analyst's role and to provide guidance in identifying appropriate solutions.
In light of this analvsis, we argue that reform eftorts should focus on the
minimization of agency costs. Toward that end. we argue that analysts owe

11, Ser dd. (directing the SEC to adopt rules designed "o protect the objecrivite and
independence of securities analysts™) .

12, See Michael C. Jensen & William H. Meckling, Theoy of the Firm: Managerial Behazvior,
Ay

o
iy

ney Costs and Ownership Structure. 3]0 FING ECOND 305, 303 (1976) (explaining nawre and

npes of ageney cosis).
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and that those

duties to the market—duties that we term “reliability duties”
duties should be enforced."

To provide a framework for analyzing these duties, the Article
conceptualizes the security analyst’s role and outlines a quasi-agency model
for understanding and regulating analyst behavior based on that
conceptualization. This model serves three important purposes. First, it
clarifies how conflicting duties inherent in the analyst’s role cause analysts to
fail as gatekeepers. Second, the model provides a more coherent
explanation for Regulation FD than that provided by the SEC’s focus on
fairness. Finally, the model provides direction for further regulation.

The Article proceeds in the following manner. Part I formalizes the
identity and role of the securities analyst. Part IT identifies the conflicts of
interest that securities analysts face, detailing empirical literature on their
jobs and roles. and explains how these conflicts create incentives for analysts
to use inside information in ways that are inconsistent with market
efficiency. Part HI briefly reviews the history of analyst regulation and
describes kev components of recent proposals for regulatory reform. Part IV
expands on the deficiencies in reform proposals by demonstrating how the
proposals fail to conceptualize the analyst’s role properly. Part V extends this
analvsis to develop a quasi-agency model of the analyst. The Partapplies the
model to create an analvst duty of reliability and to offer an efficiency-based
justification for Regulation FD. The Article concludes with some reflections
on the role of the SEC in regulating securities analysts.

I. 'THFE ROLE OF THE SECURITIES ANALYST

Securities analvsts perform research and analysis on companies in order
to evaluate securities and estimate their value as investments. In theory, they
serve as information conduits, or intermediaries, between the companies
theyv investigate and actual or potential investors in those companies.'' Their
work involves collecting and processing information from a variety of
sources. both inside and outside of the compan)’.]:’ As a result of their
research. analvsts typicallv produce two products: a “report” and a
“recommendation.” In the report, analvsts offer facts and opinions about the
subject company and its securities.'” The recommendation, which is

P50 See Robert CoClark, Agenoy Costs Versus Fidiecieny Dicties. iy PRINCIPALS AND AGENTS: THE
STRUCTURE OF BUSINESS 55 (John W. Prane & Richard |, Zeckhaser eds.. 1085) (deseribing the
role of fiduciary dudies in reducing agencey costs). For an argument that anadvsts™ fiducian
responsibilities should be Timited to investors, see Peter T Huang. Legal Dnplications of Guill and
Pridde for Securities l\’/g'u/(///'m/. 150 UL Pl Rev. (forthcoming 2003),

I TED TRAUTMANN & JAMES HAMILTON. INFORMAL CORPORNTE DISCLOSURE UNDER
FEDERAL SECURITIES LAw TOS (CCEH 2000).

F5. 0 See A Mearin Ass™NC A COMPANY GUIDE TO EFFECTIVE STOCKHOLDER RELATIONS 23
REsREP. Now 21 (1953)

16, [ason Michael Crate What's AL the Cominotion?: An Examination of the Secuvities and
Fxehange Comisston’s Begnlation FDOTH DEPACL BUS L] TTOC 125 (2001,
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generally a sefection from a series of rating categories, advises the investing
public to buy, sell, or continuc to hold the securities in question. When
analysts act “independently and objectively, investors gain from the
publication of their insigl‘ns."”

Analysts conduct their research for various tvpes of investors. This
Article, like mou recent congressional and media attention, focuses on sell-
side anulysts ‘seh side analysts, who comprise approximately 30% of the
analyst industry,” are generally emploved by brokerage firms and produce
research for brokerage firm customers and other investors. Many of these
brokerage firms also have an invesument banking division. In addition to
doing research for customer reports, analysts who work for those firms also
may perform research for the underwriting of an issuer’s securities.
participate in the road show (actually waveling to pitch securities), or help
clinch the underwriting deal. The information produced by sell-side analvsts
is widelv disseminated in the financial markets. Individual recommencations
are announced to  the marketplace, and services like Thomson
Financial/First Call publish regular reports polling analyst predictions and
recommendations. As a vesult, changes in analyst recommendations typically
trigger substantial price movements.

Analysts generaliv tend to concentrate on a particular indusny. In
theory, thev search for and analvze corporate information. Analysts read and
digest company repoerts and eother secondary sources, speak with company
officers and emplovees,

ad, whers appropriate, visit company sites 1o help

them form an independent impression of the business. Analvsts review
company decuments filed with the SEC and other regulators as well as

material sent directly to shareholders. This information is available from the

com; anies, the SEL, and secondary sources like Standard & Poor's that

Yy

compile, summarize, and it Analysts also may review oade

o e 5 =)
7‘%“])11( dfl()l‘\ me EU’C‘,‘.HQ" 11\1{’1111"’1'[i‘\’-?ﬂi‘?{ff]llc Ul?_!gél)’.ll](ﬁl\‘.

17, TRAUTMANN & TIAMILTON, v note L ai 1O,

18, The second large proup of wadvats is buvsside anadvsts, Buvsside analists work for
mstintional investors, mosi cosmnonly nntual funds Their repores are not oy the invesring
public, but for their emplovers: Their cmplovers purchase securities for their owar acconnts and
those of their cliens.

pproxinately 604 of the analvsts i woday's securities industy are bus-
sicde analvsts. See JEFFREY 50 LRIV ANALYSES ON WALL STREFT: A COMPRENENSIVE
GUIDE TO TODAY™S VALUATHON !

PUOOWHLEY TOUS). A sl px\:»pnrti(m ot securtties

analvsts are so- sy who provide vesearch without an undeiaritieg

other relatonship o the e Alany independent analysis provide their reports

on asubseripuon or otaer fee busizc Trele judependent vesearch can be expensive A joho
Zielinski, Remarks ot tiie SEC Rounddie Discussion on Financial Disclosure ord Audito

Oversight (pro o b 200 geadlable al T/ Avwwesecgov/spodichi S roundables

accounwound 4040 inn (o Hie with the {owa Law Review).

rely on the reports of seliside wnalvsis,

vomxamning 9



1042 38 1OWA LAW REVIEW [2003]

Traditionally, analyst research also has included hands-on
investigation.!] Analysts may hold personal meetings with members of the
company’s management team. Those same managers may attend analysts’
conterences to build relationships and share information. In the course of
their discussions, analysts acquire information that they use to make their
earnings estimates. They share those estimates with company ofticials who
comment on and respond to them. Analysts may then refine the estimates in
response to company reactions.”

The analyst generates his or her recommendation from the information
collected. The analyst assesses the issuer’s value based on that information
nd the issuer’s place within its industry. Thus, processing the information
on a particular company also requires analysts to process information on
other companies within the industy, and it is common for analysts to
specialize in a specific industry or sector. Typically, the analyst also will
emplov his or her financial skills to create and revise financial valuation
modeis.

The end result of this research is a report that is distributed both orally
and in written form. These reports not only describe the company and
locate it within the industry, but also provide predictions. The most
of thes

important predictions is the analyst’s estimate of the company’s

e

future carnings. The securities markets have become highly sensitive to
revisions  of analyst estimates and to discrepancies between analyst
predictions and issuer announcements of actual operating results, often
respouding to either with substantial price fluctuations. The report also
contains a bottom-line recommendation based on the analyst’s projections

for the short, and sometimes the long, term. The exact terms used for the

<8
botiem-ine recommendations vary across analysts, but the categories and

purpese-—iranslating the research into a one-word assessment, like buy, sell,

s essentlaliv the same.

R N V2|
O 11id-

Uhie value of the report depends in large part on the extent to which
the anaivst’s research and analysis are independent. The independence of

analvar anabvsis has, however, increasingly become the exception rather than

Theoren
the lowa

9]

vestate it analyst as nciuding the digestion of company reporis and company food. feft D.

fe. Placises Some Stock Analysts Get Back (o Basics in Weake of Scrutiory, WALL ST. ], Sept.
L The analyst vegularly ears in the restaurants she covers. She often visits several
@ chain o derermine whether the restaurant is busy, whether menu changes are
~andwhether the sraft is pleasant and knowledgeable, F she finds anasty sttt dirny

srono wadting line ai a previously oversubscribed restanrant, she combiues that

2onith ibe inancial reports and recens acquisisions into her research. /4.
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the rule.” Many analysts have come to rely on company insiders to share
information about the company with them, creating a symbiotic and
conflictridden relationship.™ Rather than performing independent analysis,
analysts have increasingly served as conduits for management to convey
Information to the securities markets. Moreover, as detailed in Part II below,
analysts are subject to a variety of other conflicts that compromise their
independence. As a result, the traditional hands-off approach to analyst
regulation, which was premised on the theory that analysts functioned as
independent gatekeepers, is no longer appropriate.”™

II.  ANALYST CONFLICTS OF INTEREST

Contrary to the traditional judicial view,” securities analysts currently
face a variety of conflicts of interest. These conflicts can be divided into
three general categories. First, analysts and their firms may have an
ownership interest in a company that is the subject of the analysts’ report.
Second, analysts may be subject to pressure because of the firms’ business
interests; investment banking relationships between brokerage firms and
issuers have been particularly problematic. Third, analysts” reports may be
affected by efforts to maintain superior access to corporate information,
typically from company ofticials.

A OWNERSHIP INTERESTS

The first group of conflicts arises out of the investments made by
analysts and their employers. Analysts consistently invest in the companies
they cover. Their own self-regulatory organization rules require disclosure
and monitoring of such investments, but disclosure requirements
traditionally have been minimal, and menitoring has been virtually
nonexistent. The NYSE requires disclosure of all financial pesitions held by
a firm and its analysts in the securities of a recommended issuer, but permits
the disclosure to be conditional.”’
could be satistied by inciuding the boilerplate statement, “the firm or

Consequently, the NYSE requirements

employees may own securities of a recommended issuer,” 1 an analyst

23, See Opdyke, supranote 21,

24 See Gretchen Morgensaon, See No Evil, Speak No Ewl, FORBES, Dec. 15, 1997, ai 162, 16+,
avaidable ai 1997 WL 16177370 (quoting « money maunager as saving that “[a]oalvsas have
become reporters for the company” and thar “[iff management says evervthing's
evervithing's okay™) [hereinafter Morgenson, See No Evil).

25, See, e id. (explaining that there is o “conspiracy among Wall Street analysis ot 1o
notice™ that stock prices are abowt o fall). As early as 1953, the American Management
Assoctation exhorted managers 1o cultivate analysts: “Ieis important o cultivate this group, for
s reports on vour company, recommending the prrchiase or sale of vour securities, mav have
very broad circulation and an tuportnt effect on the market action.™ AN MONT. ASSNL sufra

note 13, a 23,

~1

MYISTLRbe ik

i
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report.” NASD Rule 2210 required member firms and their officers or
partners to disclose ownership of option positions, but not of common
shares.” The rule did not require the analyst who prepared a research
report to disclose ownership of any financial position in a recommended
issuer.”

Analysts” ability to invest in covered companies led to some egregious
abuses. A recentinvestigation by the SEC discovered widespread instances of
analysts trading contrary to their public recommendations.” Such trading is
problematic because, at a minimum, it suggests a lack of faith by the analysts
in the accuracy of their reports. Analyst trading that is consistent with a
recommendation is also problematic, however, as the analyst may have an
incentive to distort the information for personal gain. For example, Banc of
America analyst Jerry Treppel was placed on administrative leave in May
2002 in light of questions about his trading recommendations in
pharmaceutical stocks.™ Treppel apparently reiterated a number of “buy
recommendations” for a company in which he owned 21,060 shares and, at
the same time, downgraded the stock of a major competitor.:":"

Similarly, the SROs have not enforced even the minimal existing
disclosure requirements. The SEC recently completed a review of nine large
brokerage firms and found that “compliance with the SRO rules that require
firms to monitor the private equity investments of emplovees, including
analysts, was poor.”™" Additionally, “nearly all of the firms examined were
unable 1o identifv all of their emplovees’ investments in companies that the
firm took public."d"" As a result, the hirms could not determine the extent to
which their analysts held conflicting interests in covered firms.

An SEC investigation revealed that nearly one-third of the analysts
investigated owned securities v companies thev covered and sometimes
acquired their

securities in private placements occurring prior to initial
public ox"fm‘ixlgs.:‘"" Pre-TPO purchases by analysts are particulariy problematic
because the analysts obtain their securities prior to the pubiic offering for a
fraction of the PO price and have a stake in the effect of the reports they

D7

help to auther.”” Only one firm could accurately identify all pre-1PO

28 Td.

20 NASD Rule 2210,

30) fd

S See Jessica Sommvar, Red-Faced SEC Targets Taeo-Faced Analysts, NY. POST. May 2-5 2002,
at 41 (explaining tha SEC task force will invesiigate analysts” contlicts of inierest).

e

320 Christinn Berthelsen, Bof Tightens Rules for Analysts, SF.CHRON., Tune 21, 2002 at Bl
] 1’1/
3+ Rachel Winmer McTague, Unger Savs Securities Foans Complied Pooviy with Bides Relating to
15 .
1)

Analysis” Dizestmenis, 33 SEC. REGC & 1AW 1135, 11358 (Aug. 6, 2001).
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. . a8 - . .

investments by its analysts.” Another firm engaged in retroactive approval of
349 . E

pre-IPO purchases.” These factors suggest that analyst conflicts of interest

are extensive and unmonitored.

B.  BUSINESS INTERESTS

Analysts also face pressure arising from the business interests of their
employers. This pressure comes in two main forms, recommendations that
are connected to brokerage commissions and recommendations that are
tied to underwriting business. Significantly, brokerage firms are limited in
the extent to which thev can profit directly from the information produced
by their research departments. Competition among brokerage firms, the
extensive information available to investors at no charge through the media,
the Web, and other sources, and the general public-good character of
information limit the ability of brokers to charge for their research. As a
result, in today’s world, research departments do not earn revenue; other
departments support them.

Some of this financial support is provided by the firm’s brokerage
business. Analysts provide information to investors. Through their
transactions in securities, those investors generate commission revenues for
the analysts’ employers. Analyst recommendations that result in trades
increase the commission revertue of their brokerages. Notably, because the
potential universe of buyers is greater than that of sellers for any given
security, buy recommendations are likely to have a greater etfect on
brokerage revennes than sell recommendations. A positive analyst report,
therefore, 1s likelv to generate more transactions in the securities covered,
and those sales will generate a greater amount of commissions for the £ rm.*’
Positive reports also help the firms to attain and maintain clientele, thereby
attracting additional sales and commissions. Thus, analysts face firm
pressure to issue positive reports because those reports have greater
potential to generate commission revenue for their companies.

A recent empirical study supports this conclusion. The study finds that
analysts’ recommendations are consistent with their employer’s incentives
but not those of the investing public.“ Analysts tend to recommend growth

and momentuin stocks, ™ and they generally do not incorporate the

predictive power of negauve or “contrarian” indicators—indicators that,

98, .

39, McTague. supia note 34at 1138

400 Amiitabh Dugar & Siva Natha, The Effeci of Tneestiment Banking Relationshi s on financial
Analysts™ Earnings Fowecasts and nvestinent Recomomendedions. 12 CONTEMP. ACCT, RES. 131, 137
(1993).

41, Nurasimban Jegacleesh et all, Anabvzing the Anadvses: When Do Recommiendations Add
Viduer 8 (Nov 6, 2001

e

unpublished manuseript, on file with the towa Law Review).

il



1046 88 IOWA LAW REVIEW [2003]

according to the study’s authors, actually account for future returns.” The
study’s authors posit that the focus on growth stocks is consistent with the
incentives of sell-side analysts who work for firms with higher trading
activity.™

A second and more problematic source of conflicts arises out of the
employers’ investment banking interests. Because of the elimination of fixed
commissions and intense competition in commission levels, commission
revenue currently reflects a relatively minor component of brokerage-firm
revenue. For most major firms, investment banking revenue is far more
significant. For example, in 1967, prior to the elimination of fixed
commissions, commission revenue accounted for approximately 57% of
Merrill Lynch’s revenues, and investment banking accounted for less than a
tenth of that sum."” In contrast, the Securities Industry Association reported
in 1997 that commissions generated only 16% of industy revenues.*
Industry investment banking revenues, however, have increased fifty-fold in
the last twenty-five yem‘s.47 This revenue 1mbalance 1s reflected in the
makeup of investment firms’ management, where the average ratio of top
managers from corporate finance versus equity is seven to one."

The implications of this development for analyst operations are
substantial. Although at one time a firm and its brokers could generate
profits on the basis of a strong research department and a reputation for
integrity, today the big money comes from a firm’s abilitv to attract
investment banking business. This trend raises serious doubts about analysts’
ability to remain independent. Because analyst research is an important
element of a firm’s investment banking operations, potential conflicts arise
between the analyst’s duty to provide accurate, honest reports and the
analyst’s duty to improve the firm’s (and therefore the analvst’s) financial
standing. These contflicts arise because firms typically relv on their research
departments, in part, to develop and maintain a strong client base, which
enables the firms to sell securities in public offerings. Firms further involve
their research analysts in the process of selling securities bv enlisting their
participation i roadshows and other marketing activities in which analvsts

45, [

4 d,

45, BENJAMIN MARK COULE, THE PIED PIPERS OF WALL STREET: TTOW ANALYSTS SELL YOU
DOWN THE RIWVER 50 (Bloomibere Press 2001). Moreover, Merrill was one of rhe firms with the
fargest investment bauking deparunents: the clisparity at other firms was even greater. fd.

46, Seewd. at 57 (quoting former Securities Industiy Association senmor vice president and
director of research Jettrey M. Schaeler).

47l see also Matthew LA Havward & Warren Boeker. Power and Conflicts of [nterest in

Professional Firms: Ividence from Frvestient Banking, 45 ADMDL SCL QL 106 (1998): Paul J. livine,
Anohses’ Forecasts and Brokerage Firm Volume (May. 2001) (unpublished manuseript, on file
with the Towa Law Review): Rogers & Fogarty, sifra note 200 (same)

G800 Favward & Boeker, supranote 47, at 6.
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pitch securities to prospective purchasers.™ A finm also enhances the
attractiveness of its investment banking services if it can provide continued
analyst coverage that will help to maintain the price of the securities
subsequent to the offering. A firm’s commitment to provide analyst coverage
and the visibility of its analysts are key components of the firm’s ability to
attract investment banking business.”

In today’s world, therefore, the analyst is the “star of the show” in a
typical investment banking bake-off, or client competition.” The issuer
wants coverage from the analyst because a “rousing endorsement from a
highly ranked analyst™ is believed to send the stock of a “fledging” company
into “orbit.”™ The pressure that sellside analysts face from their investment
banking counterparts to cover particular clients has been widely exposed by
the media in recent months.” Moreover, it i1s crucial that a firm interested in
generating investment banking business maintain a reputation for
promoting its investment banking clients.” The ultimate goal in investment
banking is to sell securities, and a firm’s investment banking business gives it
a stake in the outcome of an issuer's offering. Positive reports and
recommendations generate securities sales. The correlation between positive
reports and increased securities sales is so strong,
have stated publicly that they avoid working with analysts who are critical of

in fact, that some issuers

them and will choose underwriters based, in part, on whether the associated
analysts’ views are favorable.” This revelation shows that sccurities
promotion is inherently in tension with securities evaluation. When analysts
who evaluate certain companies are involved in the investment banking
process of those same companies, an inherent conflict occurs.

The financial importance of invesument banking to investment firms
partially esplains the consistent findings that analyst reports and
recommendations are overly optimistic. Downgrades are rare.” According to
the SEC, downgrades occurred only in 1% of the securities covered in 2000.
Studies also reveal significant differences between positive and negative

49, Analysts are often included on sales pitches precisely because they huve knowledge
about the industry—and because they write the reports that sell the stock. See generally
Morgenson, See No Euil, supra note 24

50, See Haywurd & Boeker, supra note 47, at 5 (1998) (finding that analysts’ presence and
reports aftect the finance department’s ability to attract clients).

51, Jeffrey M. Laderman, Wall Street’s Spin Game, BUS. WK, Oct. 5, 1998, at 143

82, Id.

53, See Michael Siconolfi, A Rare Glimpse at Flow Street Covers Clients, WALL ST, ], July 14,
1995, wt €1 (noting thar analyst was wsked by invesunent banking counterpart 1o initiate
¢

verage on client whose stock was "reeling”).

540 Havward & Boeker, sugra note 47, at 5.

R 1d

o6, See generally Maoreen MeNichols & Pawricia Co O™ Rrien. SdFESelection and A nalyst Cowrage.
35 [LACCT. RES, 167 (1997).
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rating rates.”  @ften anzlysts  persist in  adhering to  positive
recommendations despite negative opinions about future prospects for the
stock.™ Many analysts do not even downgrade companies that fail to meet
their predications.” This bias is evident in sell-side analysts’ performance as
well. For example, one recent empirical study showed that the realized price
growth in securities positively rated by sell-side analysts is one-sixth, while the
realized price growth for securities receiving positive buy-side analyst ratings
is one-third."” Similarly, other studies have revealed that analyst ratings are
all overly optimistic and that sell-side reports are worse than the consensus.”

One might predict that the market would discount for this excessive
analyst optimism; however, empirical studies suggest that, at least in the past,
the market has failed to do so.” Spitzer’s investigation, for example,
revealed that Merrill's securities ratings consistently reflected a positive bias.
Even though Merrill purported to classify securities according to a five-point
scale, Merrill never used the lower two ratings, thus turning the scale into a
de facto three-point system.r’3 The investigation further revealed that
downgrades and sell recommendations were virtually non-existent.”
Although Merrill quietly terminated its coverage of a few stocks, rather than
reducing its ratings, for the most pait it simply maintained its positive ratings

7. See genevaily Kent Womack, Do Brokerage Analyst’s Recommendations Heave  Divestinent
Value?, 51 . FINC T (Var. 1996); RUE. Dietenbach, How Good s Instititional Brokeyage Research?, 238
FIND ANALYSTS ], Jan.—~Feb. 1972, at 54,

58, See generally Petitioner’s Atlidanit in Support of Application tor an Order Pursuant to
General Business Law Section 354, at 10, Spitzer v. Merrill Lynch & Co.. No. 02-401522 (NY.
Sup. Cu Apr. 8, 2002), available at hup:/ /www.oag.state.nv.us/investors/press/2002/apr/
MerrillL.pdt (on Gle with the Towa Law Review).

59, See Ron Rasznik & Maunreen Fo MceNichols, Does Meeting Expectations Matier?
Evidence from Analyst Forecast Revisions and Share Prices (Aug. 1999)  (unpublished
manuscript, on file with the Towa Law Review). Yet downgrades are more accurate than
upgrades. Womack, supra note 57, at 165. The extent of over-optimism that occurs in securities
vatings decreases as the rating decreases. So. the buy rating is less accurate than the hold, and
the hold rating s less accurate than the sell. Jenniter Francis & Donna Philbrick, Analysts’
Decisions as Products of ¢ Modti-Task Envivonnent, 31 . Acer. REs. 216, 225 (19933,

6O, See generally Pawicia Mo Dechow et all, The Relation Beuween Analvsts” Forecasis of
Long-Term Growth and Stock Price Performance Following Equity Offerings (june 1999)
(unpublinhvd manuscript, on file with the Towa Law Review): Laurie Rrigman et al.. Why Do
Firms Switch Undenrnwritersz (2000)  (unpublished manusceript, on file with the fowa Law
Review).

61, See Dechow et all, supra note 60; Krigiman et al., sifira note B0 see also Roni Michaely &
Kent L. Womack. Conflict of Inierest and the Credibility of Underwrite Analyst Recormmendations, 12
REV. FIND S7Ubh. 653 (1990 (finding aftiliated underwriters to have inflated estimates): Hsiou-
Wei Lin & Mawreen ¥ MeNichols. Underwriting Relationships, Analyses™ Ecomings Forecasts and
Ivestment Recovmmendations, 25 [oACCT. & ECON. TOT (1098) {finding that affiliated analvsis” buy

recommendations perform worse than those of non-uwliliated analysts).

G2, Michuely & Womack. supia note 61, 6t 671=73.

B Petitioner’s Aftidavit in Support of Appelicaton for an Ovder Pursuant o General
Business Law Section 354 at U Sjatzern No. 924015282

64 il

¢/ (118
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even when stock prices collapsed.m Moreover. as the Internet market
collapsed from spring 1999 to fall 2001, and Merrill analysts internally
described covered stocks as “junk,” Menrill publicly continued to issue buy
and strong buy ratings for these securities.”

Merrill's story is hardly atypical. Benjamin Mark Cole has described how
the four brokerage firms that led the Planet Hollywood IPO issued their
highest ratings on the stock and continued to support those ratings with
outlandish predictions about the company that were inconsistent even with
the company’s own financial information.”” Bear Stearns’ star analyst Joseph
Buckley maintained his buy rating on the company as the stock sank from its
post-IPO price of $26 per share down to $3 per share.™ Buckley eventually
downgraded the stock to neutral just months before the company filed for
bankruptcy.”

In 1992, the Wall Street journal published a copy of a memorandum from
the managing director of corporate finance at Morgan Stanley making the
firm’s expectations for its analvsts explicit:

As we are all too aware, there have been too many instances where
our Research Analysis have been the source of negative comments
about clients of the Firm. . . . Our objective is . . . to adopt a policy,
fully understood by the entire Firm, including the Rescarch
Department, that we do not make negative or controversial
comments about ow clients as a matter of sound business
practice. ... Would vou please insure that these policy objectives
are fullv incorporated into the Rescarch Compliance Manual we
are currently prepaving. Again. the philosophy and practical result

. . ] . a0
needs to be "no negative comments about our clients.

Empirical evidence demonstrates that the imvestment banking conflicts

of interest are divectly correlated with analvsts’ predictions. When analysts’

employers receive higher avestment fees, the analysts generate
.. 5 3 Tl e : . .
more positive predictions.” The predictions that the underwriters

a

and their analysts are tving to boost ithe market for their clients’ securities.”
Another study reported that analysts are more likelv to upgrade stocks of

underwriting clients than of non-underwriting clients.”

6o, d arb-12
B, .
67, COLE, suprnote 45, azn 104-11

63, Tdoar T it

70, The Rolbach Memo: " No Negative Commenis.”WALLST. [ julv 4, 19920 4t AG.

71, Dechow et all, sufra note 6O, av 22,

72, Michoely & Womack, sufra note H1. at 680,

750 Jernifer Conrved ot al How Do Analvar Recommendations Re d 1o Large Stock

Price Movemenos: 4 ar,

22 (unpublished mannserina on e with the Towin Ly Review).,
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This pressure carries over to the firm’s ability to deliver investors, an
essential cornponent of continued underwriting success. Investors want good
buys and they want them to stay that way. Institutional investors, the key
investors from the underwriting perspective, are unwilling to tolerate an
analyst who downgrades a stock in which they hold a substantial position,
leaving them to take the loss. As a result, analysts face pressure to support
the stock price after the underwriting is complete. As Benjamin Mark Cole
explained, “The best analysts, brokerages and mutual funds agree, are those
who keep the buy signals on. At least until large clients have exited the
stock.” " Interestingly, those same institutional clients are also responsible
for publicly rating analyst performance, thus limiting the potential
effectiveness of reputation as a constraint on analyst optimism.”’

The venture capital role played by investment banking firms is
particularly problematic. The venture arms of many firms search out
companies before they go public, assisting them in finding funding.m In
return, the groups often take stock in their clients. The result of this process
is that the venture capitalists end up with a significant stake in the successful
sale and subsequent sustained stock price of the securities once the company
has gone })Ll])li{f.77 this situation, the investiment bank or its venture
arm has a strong interest in what its analysts say about the stock following the
offering—at least until the lock-up e.\'])ires.78

The pressure on analysts continues after the offering in other ways.
Underwriters support stock through market stabilization after the offering,
which creates pressure for the analysts to continue to issue positive reports.”
For offerings with lock-up agreements, the conflicts are even more layered.
A lock-up agreement typically requires certain people not to sell their stock
until a specified date (for example, six months after the offering date).
Underwriters, however, have the right to release company otlicials from a
lock-up agreement. Thus, the underwriter controls the date on which the
lock-up ends. The underwriter also may own shares that are subject to the
lock-up. The existence of a lock-up agreement mav consequently lead to
“booster shots,” or positive reports issued by analysts that give the securities a
price bump just prior to the expiration of the lock-up agreement.”” These

74 CovLil supranote 45, a0 126,

75, See i franote 138,

76, See COLE. supra note 45, at H53-59.

s i -

77 Seeld.

78, See Mark Muwewont, Ave Analysts Compromised When They Sy “Biy™ While the Bankers

Sedl 2, WALL ST, Jo july 240 2000, at AT (cdiscussing analysts” and invesiment bankers” interests).
79, See COLEL supra note 45, au 68,
S0 Kawina Bllis ev el When the Underwriter Is the Merket Maker Ao Examination of Trading in
the PG Aftermarket. 55 ], FIN. 1039, 1056 (2000). Firms have created Chinese walls, or internal
rules and procechures designed to diminish the contlicts of interest. I reality, those walls are

rarely respected. Theviare "commonly, even flagramy disregurded when thev present obstacles

to commercial objectives.” Havward, supra note 47, at 5-6.
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booster shots benefit clients as well as underwriters and analysts who have
stock in their clients.

Anecdotal evidence supports the conclusion that these conflicts
influence analyst behavior. For example, at one point only one analyst at a
major underwriting firm was covering Employee Solutions.” The
underwriter, Merrill Lynch, was trying to win a secondary off‘ering‘jobf\‘"’ in
another case, a Piper Jaffray analyst “heaped praise” on a company while
“lobbying” its CE@ for underwriting business.” When that company chose
other underwriters, the analyst wrote a “scathing” report on the company.‘”
As the reporter telling the story observed, “[O]ne can only wonder what [the
analyst] would say had he [instead] won a cut of the . . . PO

A 1997 Forbes magazine series provides further evidence on analyst
independence—or the lack thereof. The Forbes reporter compared ratings of
independent analysts to those attempting to obtain undenvriting business.
®ne example covered by the Forbes piece involved Steven Eisman, an analyst
at @ppenheimer who thought that the prepayments on mortgage pools at

3¢

GreenTree Financial seemed to be “distressingly speedy.”™ Unable to obtain
company numbers, he compiled the information on his own and expressed
his concerns publicly.‘\'7 Six weeks later, the company announced a pretax
earnings charge of $150 million, based on the prepayment problem Eisman
had discovered.™ Despite GreenTree’s statement, Eisman was the only
analyst at a “major firm who [was] less than enthusiastic about the
company.”™ He also was the only analyst at a firm that had never
underwritten one of GreenTree’s securitizations.”

Joseph Jolson, a second analyst covered, was, at the time oi the story, an
analyst at then Montgomery Securities.” He was cne of four tracking
Redwood Trust, Inc.” He was “bullish” on the company untii an analyst at
another firm—one that did “httle investment © the company

w

. . [t} . . . . .
negative rating.” One day later, jolson his  esiimates, but

31, Morgenson, See No Evil, supnre note 24,

82 Seeud.

83, Peter Burrows, A Sudden Change of Heart at Piper, BUs. WK, Dec. 6, 1999, ai 6. avaiials
at 1999 WL 27296551 .

84 d

85, [d.

86, Grewchen Morgensaon, See No Lvil, Speak No Evill: The Dog Ate Owr Homework, FGRBES,
Dec. 15, 1997, av 167, 167, available at 1997 WL, 16177945,

37, 1d.
88 ld.
90.  [d.

91, Grewchen NMorgenson, See No L, Speak No Lvil: Love for Sale, FORBES. Dec. 130 1987, at
166, available (1 1997 WL, 16177044,

g, d

g3,
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continued to rate the stock a buy.” Redwood was a2 Montgomery

"-Y

underwriting client.

The importance of investment banking also has a direct impact on
analyst success and compensation. For example, an analyst at Morgan
Stanley attended a meeting with a corporate finance colleague. She had
assessed the proposed offering price of securities in an investiment banking
client to be approximately half of the amount on which the banking side of
the firm had decided.” At the meeting her colleague “snapped open his
briefcase and pulled out [a] recentlv released compensation memo.” " The
memo proposed that analysts be graded from A to C on their ability and role

in attracting investment banking clients and then compensated
accordingly.”™ According to the Wall Street fowrnal, the analyst was
“stunned.”™ She felt that she was raising an “objectively quantifiable issue,”
and her colleague was not “interested at all in the substance of [her]
work.”" He wanted to know only whether she was “going to help him get
the deal done.”™ Once the deal is done. of course, the investment-bankers
want continued coverage because without it they cannot build business. As a
result, they pressure analysts not to drop coverage of clients as well. "™

Media and academic studies continue to report that sell-sicde analysts are
paid, in part, on the basis of finance business genemle(l.m:" When they help
land clients, their bonuses reflect it, either as a percentage of the contract
tanded or in absolute dollars." For example, one analvst contract contained
a formula that could have resulted in up o $1 million in compensation over
a two-venr period based on » underwriting business. o
however, analyst salaries tvpically are not based on anv direct atieinpt to

. . R IE -
measwre the accuracy of analyst recommendations or reports. Instead,

U .
6. Michael Siconolli. Onder Presswie: At Morgan Stanlev. Analysis ere Cvged (o Softew Harsh
Vorros, WALL ST Ju July 119092000 AT

a7, M
S, d
G4, i,

0. Id.

10T, Siconolil. supra note V.

109, 7

163, Charles Gasparino, Analysts” Contracts Link Pay te Deal Work, WALL 57 1., May 6, 2002, w
Ol Michaely & Womacks sofpy note B0 ab 6500 Scowe & Suckel. Reputation and Pevformance

Sunong Secity Anadysis, 47 JOVPISTH IST2 02 (1992,

Lo See Gasparino. supra nete THA,
o5, id.
106, See generally Dugar, supra note 40, at 1520 Michuely & W heosigra ote 61, at 659-
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analyst salaries reflect their perceived “star quality,” which has more to do
with their skill at public relations than at objective evaluation."”

Consider the case of Jack Grubman, a telecommunications industry
analyst. Grubman was, for vears, one of the highest paid analysts on Wall
Street. In the 1990s, his annual compensation was reportedly in the range of
$20 million."™ His recommendations, however, fared less well. In 2001, five
telecommunications concerns all filed for })anknq)tcy.lw Jack Grubman was
in the middle of this group of industry failures. Grubman issued buy
recommenclations on thirty such companies in the two years preceding the
bankruptcies."’ Of course Grubman was, at the same time, helping his firm,
Salomon Smith Barney, win securitv deals from the same companies.m
According to the New York Times, from 1997 to 2001, Salomon cornered the
telecom investment banking market, “tak[ing] in more in fees from telecom
companies than any other firm on the street.” ™ Duri ng the vears in which
Grubman was hyping the stocks, Salomon collected $809 million for
underwriting stocks and bonds and $178 million for strategic combination
aclvice. Although investors who followed Mr. Grubman’s recommendations,
and held on to securities in the firms he was hyping, “fared (lismally,“”'\"
Grubman fared well. A portion of the underwriting fees went directly to
Grubman. Incidentallv, Grubman received fnstitutional Investor’s top ranking

107, Although analvst saluries mav incorporate the Wall Street Jorrnal anadyst rankings,
which arguably reflect accuracy indirectly, analvsts are known 1o visit management just prior to
the Jowrnals review, leading to potential bias i the fowmnals management survey, See Stickel.
supra note 103, at 26, Similarly, the analyst rankings published by fusatutional Investor inagazine
are reportedlv based on surveys in which big monev managers we asked to rank analvsts based
on factors that include industy knowledge, accessibility, and various other criteria, According
to one empirical study, the resulting rankings are based more on reputation and recownition
than on analvst performance and research efforts. See Ni Lic Career Concerns of Analvses:
Compensation, Terininaton. and Performance (Apr. 8, 2002) (unpublished manuscript. on tile
with the Towa Law Review).

108, Sew Charles Gaspavino. The Soaring “90s: Behind the Investing Ciands aond Stocks ihat Morked
a Decade, WALL ST, . Dec 13018990 ar C1 (veporting Grubman's annual compensation in i990s
to be "as much as $25 million™: Paul Sweenev, Shaving in the Bounty: Doi-Cons and - Hyjer
Competition Huve {dsed SYadl Street Compensation Levels o Cnprecedented Fleights, bat Wil [t Last 2,
INVO DEALERS DIGEST. June 120 2000 (citing reports that Grubman was carning 520 million
annuahv).

109, See Gretchen Morgeuson, Telecom’s Picd Piper: AWhose Side Was Ie (w2, N VINES Nos.
18, 2061, a 3.

T1O. Seedd.

1T, Perhaps more ooubling is the fact that Grubiman solicited proxies in the control

-

covitest beoveen WorldCom wand British Telecommuunications for MO Conunumications at the

same time that e was purporting o cover WorldCom as a vesearch analar e Maithew
Goldstein, WorldCom Evlisted Grubpian in ML Take, TheStrect.com (Julv FL 2002 4 hup:/
www. thestreci.com/markers marthewooldstein /10031200 hom! (o file with the Jowa Taw
Review).
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. 114 . . . . 5

m 1998, despite his conspicuous absence from the magazine’s

performance-based lists such as best stock pickers or best earnings
. 115

estimates.

C. ACCESS INTERESTS

A third type of analyst conflict is created by analysts’ need to maintain
access to issuers to obtain company information. These potential conflicts
are perhaps the most dangerous from the perspective of the securities
markets. As indicated above, securities analysts have become increasingly
reliant on covered companies themselves as sources of research information.
At the same time, corporate officials face substantial pressure to maintain
the company’s stock price. These corporate officials tend to view analyst
skepticism or criticism with disfavor. As a result, analysts who issue negative
reports or recommendations face harsh criticism''® or worse from corporate
officials.'”

Indeed, analysts who exercise independent judgment are often frozen
out of future access.'"™ Corporate officials may refuse to take analysts’ phone
calls, prohibit employees from speaking with them, avoid their questions in
conference calls, and refuse to attend analyst-organized conferences.'”
These stonewalling efforts by issuers interfere with analyst efforts to conduct
research on the company. As a result, analysts question whether they can be
honest and sull do theirjob.m @®ne analvst, who had repeatedly failed to
rate a bank’s securities as a “buy,” for example, was denied an opportunity to
mect with the bank’s chief executive officer.™ Instead, the company
suggested that he meet with a lower-ranked management member who was
not even located in the bank’s head(_]uarters.[")2 Another analyst attempted to
atiend a Boston Chicken, Inc., research analyst conference, but was greeted
with the following comment from the company’s chief financial officer: “We
don’t want vou here. We don’t want you to confuse yourself with the

P1E Neeid.

1o, See COLE. sufra note 45, at 125,

116, Dugar, supra note 40, at 1357 see Susan Pulliam. Analysts to Tell Congress that Skepticisn
Gets Them Abuse, WALL ST. ], Mar. 19, 2002, at Cl (quoting two Morgan Staniey analysts who
were “lambast[ed]” by the chief executive at Qwest Communications International, Inc. after
they questioned  the company’s accounting practices, and noting that SEC is cwrrendy
investizating Qwest's accounting pracuices).

7.0 See Stephen Barr, What Chinese Wedlz, 16 CFO MACG.. Mar. t, 2000, at 63 (desceribing
series of retaliztions hy issuers against analvsts who issue negative reports).

FIS. See Pulliamy, supranote 116 (discussing treatment of analvsts by Wall Strect firms).
110 {d.
Loy, .
2. ld

e {d
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[N} . . . f
The analyst had issued a sell recommendation on Boston Chicken'’s

facts.”
stock. Similarly, when independent analyst Anne Anderson issued a sell
rating on Oxford, Inc., Oxford’s response was to “disinvite” her from its
analyst conference and refuse to return her calls.'

In extreme cases, analysts who issue accurate but unfavorable reports
may even be fired."” In one of the most h igh-profile cases, star analyst Mike
Mayo issued a controversial recommendation in spring 1999 that clients sell
bank stocks.”” Despite the fact that Mayo’s prediction was strikingly
accurate—bank stocks suffered their worst performance, relative to the
market, in fifty-four years—he was subsequently fired."™ After conducting
interviews with dozens of securities professionals, Fortune magazine
concluded that Mayo was fired for his honesty.'*

A casino analyst at Janney Montgomery Scott, Marvin Roffman, was also
fired after forecasting that Donald Trump would default on interest
payments for his Taj Mahal casino in Atlantic City.m9 Roffman subsequently
won an arbitration suit against Janney for $75O,OOO.BU Incidentally, Trump
did default on the interest payments as Roffman had predicted.

Similarly, Donaldson, Lufkin and Jenrette, Inc. (“DLJ”) analyst Thomas
K. Brown was “a Master of the Universe in bank stocks: fifteen vears on Wall
Street and in eight of the past nine years, the top-ranked analvst of regional
banks on the prestigious Institutional Investor All-America Research
Team. ™' After seven years at DLJ, however, Brown said he was fired because
he had been too negative on DL] clients."™

Analyst pressure may come in other forms as well. Analysts may face
litigation from disgruntled issuers. Issuer Positive Response Television Inc.
sued Painewebber analyst Stan Trilling, blaming its stock plunge on a critical
article in Forbes magazine.m Likewise, another company “slapped”™ two

123, Michael Siconolfi, Incredible “Buys™ Many Companies Press Analysts to Steer Clear of
Negative Ratings. July 19, 1995, WALLST. J., at AL

12:4 Morgenson, See No Evil, supra note 2+

125, See, e.g. Deboraly Lohse, Analyst Feels Vindicated on Conseco. WALL ST. J.. May 1-4 2000 at
Cl (describing CEO of Conseco, Inc. as approaching stock analyst who issued negative report
on company, threarening analyst, and calling analyst’s superiors and noting that Conseco later
reported earnings problems). For another story. ren years carlier, on the same analvst, see
Jeftrev M. Laderman et al., How Much Should You Trust Yowr Analyst?, BUS. WKL, July 23, 1990, at
5k

126, See David Rynecki. The Price of Being Right. FORTUNE, Feb. 5, 2001, at 126,

127, Jd.

128 /d.

129 Conseco Drops Merrdl for Morgan A fter Downgrade, BLOOMBERG NEWS, Oct. 13, 1994

130, U

151 Jeffrev M. Lackerman, Wall Street’s Shin Game, BUS. WK, Oct. 5, 1993, at T4,

152, 4 DL claimed that rhe dismissal was based on "o Jongstanding and acrimonious
conllict with colleagues in the institutional-equities division™ of D1J. /d.

138 Villiam Power, Company Sues broker. Forbes for Shave Fall. WALL ST. | Dec, b 1995,
(Gall:
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analysts with defamation suits when they issued reports questioning its profit
potentia].m

The analyst-issuer relationship does not compromise just the analyst.
The relationship can also distort the issuer’s decision-making. For example,
corporate officials are loath to report performance numbers that differ from
analyst predictions. This apprehension has two effects. First, officials provide
analysts with earnings “guidance” in an effort to insure that their predictions
do not create unrealistic expectations on the part of the market.'” Second,
once the predictions have been released, officials face overwhelming
pressure to meet those numbers, including the risk of litigation. As a result,
officials may resort to “managing” their financial figures in order to meet
analyst predictions.m Increased earnings management by corporate officials
has recently led to widespread restatements.

In light of these multiple and significant conflicts, it is apparent that the
reality of the analyst role is far different from the theoretical independent
gatekeeper. Analysts and their employers own stock in covered companies.
Analysts work for investment banking firms and are tied into the client-
wooing process. Analysts are forced to give positive coverage to win clients,
to keep clients, and to keep their jobs. Even nominally independent analysts
face pressure to issue only positive coverage or risk being frozen out of
access to corporate information. As Part III explains, cowrts and regulators
have done little to dampen these conflicts and therefore have failed to
protect investors adecuately.

I1]. REGULATION OF THE SECURITIES ANALYST

A FEDERAL REGUIATION—THE COURTS

In pertorming the roles described above, the securities analyst has been
swrprisingly free from regulatory oversight. Federal law does regulate SEC-

w137

registered mvestment advisers, albeit “lightly. The federal securities laws

134, Elizabeth MacDonald, Libel Suits Pose a Risl for Analysts. WALL ST, . Dec. 29, 1099, ar
1.

195, Indecd. @ group ot scholars found evidence that post-1992, analvsts consistently “walk
down™ their carnings estimates to a level that the firm can beat by the end of the vear, Scott A
Richardson ¢t al., The Walkdown to Beatable Analvst Forecasts: The Roles of Equity Issuance
and Insider Trading Incentives (Aug. 2000) (unpublished manuscripr. on file with the lowa Law
Review), avaidable  «r higp:,/mitedu/wisokip,/ waww/papers.htm. The practice is - most
pronounced wmong firms that are either net issuers of equity o1 where managers sell stock
following an carnings announcement. /e,

130, Joseph Fuller & Michael €0 Jensen. Just Sav No oo Wall Sveer (Febo 17,0 2002)
(enpublished munuscript, o tile with the Towa Law Review) . available «f huapy//papers.ssen.
corn/abstract=207150.

137, Robervia S0 Raowele The Chellenge o Financial  Regwdators Posed by Social - Security

Privatization, -8 BROOK. Lo REV. TOAS, 1063 (1993) Rannel desoribies the recordkesping,
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do not, however, sat forth any requirements or prerequisites specific to the
role of securities analysts, primarily because as long as analysts do not
provide personalized investment advice or recommendations, they are not
viewed as client fiduciaries."™ Similarly, the analyst function does not usually
involve handling customer money or securities.”™ Moreover, because sell-
side analysts typically are employed by broker-dealers and are compensated
indirectly thlough brokerage commissions rather than paid directly for
investment advice, they are exempt from the Investment Advisers Act
pursuant to section 20‘)(3)(11).1'2“

Significantly, existing law permits analysts to operate under a variety of
conflicts of interests such as those discussed in Part II above. Until recently,
in most cases, the law imposed little or no affirmative obligation to disclose
even the existence of these conflicts apart from the largely theoretical risk
that failure to disclose would constitute securities fraud. Furthermore,
because of the narrow construction of the Investment Advisers Act, it is
difficult to determine the precise scope of actionable fraud under it. Anv
such fraud would seem to require a direct personal relationship of advisor
and client.""

Alternartively, an analyst could be liable under section 10(h) and Rule
10b-5 of the Securities and Exchange Act of 1934, Traclitionally, such suits

reporting, and disclosure vequirements applicable o investiment advisers and observes that
“there are no gualifications for becoming an investment adviser.” fd,
138, The Investnent Advisers Act of 140 regudates

o, engages o the business of advising others,

v person whoo for compen

cither directls or through pubii thoris or wriings, as o te vadue of securiiies oras

S

te the advisahility of investing in, purchasing, or seiling securtiies, o who. for
compensation wid ws part of a regular business, issues or promulgates analvses or

ICDOES CONCCTHING securities.

Ivesunent Act of 1408 305200 () 15 UUS.C 88 80b-1 1o =21 (2000). Is focus. however, 14
on divece imvestment reconmendations to clienis. See generally Lowe vo SEC, 472 VS0 181 {(TU83)
(finding thar Acr was divected o business of providing personalized tnvestment advice 1o
specitic clients). Commantaiors have observed that Lews’s analvsis should similarly bring
financiad columnises, who are not making divect recommendations o specitic cliens, ouside
the scope of the Act Nee g, Bavid Levant, Financicl Colummnists as fnvestment Advisers: After ] owe
and Carpenter. 74 Cai Lo REVC 2061, 2079 (1986,

130, Anadvses who are cnaploved by broker dealers may be subject 1o securities regulations
| \

regarding franciai securin cordkeeping. Thus, for example, anabysis conunonly are

e the ‘;lf-ries T oenan because ey ave

CUERCE 240015071 (2002).

required to oo raiated persons of registered broker-

dealers. See 17
T4, The Acr exclades from the agfinition of investment adviser a broker or dealer whose

mvestment advisory aenvides are soleiv incidental o Qs brokerage busiess and who does nor

=7

receive any sepaite compensution for nroviding invesiment advice. 15 USAL § 8Ob-2060(Th

(2000,
141, Serls USLC

R )

240, 1005 (1992).
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have been rare."™ Recently, however, investors have begun to bring claims
against analysts based on false or misleading recommendations or
predictions. For example, in May 2001, investors filed an NASD arbitration
claim against Morgan Stanley and its controversial analyst Mary Meeker,
alleging that they were misled by that firm’s overly optimistic and inaccurate
recommendations of technology stocks.™ On August 1, 2001, another class
of investors filed suit against six brokerage firms for issuing misleading
favorable recommendations and research reports on a variety of Internet
securities.” The extent to which these suits will be successful remains an
open question. On one hand, in July 2001, Merrill Lynch paid %400,000 to
settle a case by a former client, alleging that he was duped by a Merrill
internet ana]yst.“’i On the other hand, a federal court quickly dismissed the
suit against Morgan Stanley and Meeker.""

The most controversial regulatory area involving analysts has been the
extent to which their use of nonpublic information creates the potential for
insider trading liability. Historically, analysts have enjoyed superior access to
corporate information. Issuers routinely shared information with a favored
eroup of analvsts before disclosing the information to the general pul)lic.H\
Issuers would hold invitation-only meetings and conference calls to release
updated corporate information and answer analyst questions.”l" Moreover,

suers would res ,t,(‘nc‘ privately to analyst inquiries and, in some cases, \\ oul(l
review the I “swork product and offer guidance as to its accur acy
During the 1970s, the SEC pursued analysts and their clients in several
cases for using information selectively disclosed by corporate insiders. In /»n
re Investors Management, for example, the SEC censured analysts at Merrill
Lyach and thelr tippees for trading on the basis of non-public negative

Bue see Inoye Credit Suisse Fivst Boston Corp. Sec. Litig., 97 Civ. 4760, 1998 U.S. Dist.
w1 0 cat F36 (SDANY. Oct 19, 1998) (denying motion to dismiss private suit by
lovestors .lllHrn o that nn\l\w made unduly pessimistic reconuendations due to his firm's shont

=

i v. Morgan Stanley Dean Witter & Co., 01 Cive 7248, 2001 U.S. Dist. LEXIS
F1{SDILY Aug. 23, 2001).

Fadenm Truee v Credit Suisse First Boston Corp., OL-CV-7161 (S.D.NY. Aug. 1, 2001),
cllstewart.com/homejump.hunl:page=caselist:hunl (on file with the
Narwra v Bre-X Minerals Licl., 2001 U.S. Dist. LLEXIS 4571 (E.D.

3
2001) {refusing o dismiss complaint against JP Morgan, issuer’s investment

cifledn’e af Bip: S wwan o

Law Review): soe giso |

blic sratenient: made by Morgan analysts).
1) Backs Anodyst-Conflict Disclosires, Members Say, BLOOMBERG NEWS, Oct. 10, 2001,
Roland & Walter Flamilion, Keeping Tabs on the investigations. LD TIMES, Nar, 3,

CoLnbiinane 7.
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information about Douglas Air craft.” In Bausch & Lomb, the SEC sought
injunctive relief after analysts covering Bausch & Lomb met with the
company’s chief executive officer and obtained non-public negative
information regarding future earnings and business operations.m In
another case, Monarch Fund, the SEC attempted to obtain disgorgement
from an investment advisor and the funds he managed, which had traded on
the basis of information obtained from a corporate director about the
company’s future 1‘unding.”"”' In SEC v. Lum’s, Inc., the SEC pursued Lehman
Brothers after its broker, who had obtained nonpublic information about a
downturn in earnings at Lum’s, Communicated that information to an
institutional client that then sold its stock.'” Finally, in Dirks v. SEC, the SEC
censured Raymond Dirks for communicating information about an
undisclosed fraud at Equity Fundmo to his clients, who subsequently traded
on the basis of the information."™

The SEC justified its efforts to target selective disclosure to analysts on
fairness grounds.m Irs position was that all investors should have equal
information or, at least, equal access to information.””’ Accordingly, the SEC
reasoned that when analysts or their clients traded on the basis of non-
public, selectively disclosed information, they violated Rule 10b-3.""" The
Lum’s court summarized this  position, explaining that “selecti'\'e
disclosure . . . ultimately works unfairness in the markets: some people are
better informed and thus can conduct better analyses, in reaching decisions
to act, because of unfair advantages not enjoyed by others.”™

Judicial reaction to analysts’ liability based on their receipt and use of
selectively disclosed corporate information was largelyv critical of the SEC's
position. The criticism was of two types. First, the courts placed greater value

1

than the SEC on the role of analysts in uncovering and ‘maf—mnm.mg

160~ . N - . . i i
corporate information. .“a»;’COl‘d, a nuimnber of courts the sc up{—
of nile 10H-5 and reasoned that its application was limited to cases involving

161
a breach of fiduciary duty.” The Supreme Court ultimately accepted both

of these arguments. In Chiwella, the Court rejected the "information” theory

151 In e Investors Management Coo 44 5 E.CO 653, 643 (1971). Merrilt Lyacl was acting as
prospective managing underwriter for a new issue of Douglas Aiveralt securities at the thme of
the selective disclosure. fd at 635-L

152, SEC v Bausch & Lovnh Tnel, 565 F.2d 8.9 (2d Cir, 1477).
153, SECv. Monarch Fund, 608 F.2d 933, 939 (2d Cir. 1979).
104, SEC v Lumd's Inc., 965 ¥, Supp. il'Hﬁ, 1060 (S.D.NY. 19739).
1535, Dyirks v, SEC, 463 118, 646, 651 (1983).

156, Seelnre Cadv, Roberts & Col -0 SUE.Co 907, 912 (1961).

187, Sev .
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of liability in favor of the “fiduciary” theory."™ Superior information alone,
the Court concluded, did not give rise to a duty to the marketplace to
disclose or abstain from tracling.m Instead, corporate insiders violated
federal law by trading on non public information because such trading wasin
breach of their fiduciary duty to stockholders.'” Because Chiarella lacked
such a duty, he was not liable.'™

In Dirks, the Court directly considered the implications of its fiduciary
theory for securities analysts.m The Dirks Court treated the analyst Dirks as a
tippee, and articulated a standard governing when analysts, as tippees,
inherited a fiduciary duty from the corporate source of nonpublic
information. The Court concluded that liability for the use of information
selectively disclosed by corporate insiders required that the insider obtain a
personal benefit from the disclosure.” The Court specifically concluded
that application of a parity of information standard to analysts could inhibit
the aggressive research that is necessary for an efficient securities market.'™
Significantly, the Dirks holding was premised on the “undisputed”
proposition “that Dirks himself was a stranger to Equity Funding, with no
pre-existing fiduciary duty to its shareholders.”"™ According to the Count,
despite Dirks’ activities as an analvst, which included disseminating
“[hle took mno action,
directlv or indirectly, that induced the shareholders or officers of Equity

» 170

information to investors about Equity Funding,

Funding to repose trust or confidence in him.
Despite Dirks and Chiarella, questions remain regarding the permissible
scope of selective disclosure. First, it is unclear what type of personal benefit

162, Seead.

163, Seedd. ar 2840 The decision was motvated, in part. by o desire o protect the analyst
communitv. See AL Pritchard, Justice Lewis Fo Powelll Jro and the Counter-Revoludon in the
Federal Securities Laws 61-67 (July 2002} (unpublished manuscript, on file with ihe lowa Law
Review). This Article questions the basis for that desive.

164, Chicoella, 345 US. ar 227-29. The Court did nat fully articulate its rationale for insider
wading regulation in Chicrella, and that deficiency persists. One justification for regulation that
is suggested, although not fully developed. by Zohar Goshen and Gideon Parchomovsky, is an
agency rationale. See Zohar Goshen & Gideon Parchowovsky, On Insider Trading, Markels, and
“Negative™ Property Rights in Diforimction, 87 VAL Lo REV. 12240, 1250-61 (2001) (demonstraring
that msider wading provides corporate managers with incentives that reduce their effectiveness
as corporate agents).

165, The Cowrt identified the possibility that insider wading could be premised on o
fiduciany duny owed by the trader to someone other thin the issuer or it stockholders, but did
not address the issue. Chiarella, +45 VLS. at 232, Subsequently, the Conrt extended the scope of
ficductuy obligations upon which insider trading liabilite coudd be premised in United States v
O'Hagan, 519 U.S. 1037 (1997).

166G, Dirks v, SEC, 463 U.S. 646 (1983).

167, See g B2 (C[TThe test is whether the insider personally will benetits divecthv or
ndirectiv, from his disciosure.”).

168, Jd. at 658,

169, Id. ai 66D,

170, 4.
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is necessary after Dirks. Second, neither Dirks nor Chiarella addresses the
extent to which an analyst may engage in personal trading on the basis of
selectively disclosed information. Third, the cases do not consider the extent
to which analyst insider trading liability may be premised on conflicts of
interest. Nonetheless, after a 1991 action against CE@ Stevens for selectively

wr

disclosing corporate information to analysts “in order to protect and
enhance his reputation,” which was settled through a consent decree but
widely criticized by commentators, the SEC stopped bringing selective

5 o : 171
clisclosure actions based on section 10(b).

B.  FEDERAL REGULATION—THE SEC AND REGULATIONS FD AND AC
1. Regulation FD

a. Backgreund

As described above, the Supreme Court’s decisions in Chiarella and Divks
created a privileged status for analvsts with respect to insider trading
regulation. Analysts benefited from traditional insider trading regulation
because they, unlike corporate insiders, were allowed to profit from the
receipt of non-public corporate information. By prohibiting corporate
insiders from using the information but granting the “property rights™ to
analysts, insider trading regulation placed analysts at the head of the line.'™
This preferred status is of particular importance because of the nature of
information as a public good. The value of nonpublic information dissipates
quickly. Those with the first access to the information can theretore reap the
greatest value if they are permitted to use i T

The practice of selectively disclosing significant corporate information
generated complaints that small investors were being treated unfairly.'”’ The

171 Mewitt B, Fox, Regwdation FD cond Foreign Issuers. Globalization’s Strains and Opportunities,
41 VAL INTTL L 633, 662 (2001).

172, See LE. Fisch, Start Making Sense: An Analysis and Proposal jor Instder Trading Regulation.
26 GA Lo REve 1790 232 (1991) (noting that “[a]lthough they do not have the access of an
insider, [investment professionals’} resotirces enable them o be ‘next in line” in terms of
qualitv of informaton™) (quoting Donald C. Langevoort, Setting the Agenda for Legislative Reform:
Some Fallacies. Anomalies, and Other Curiosities in the Prevailing Lawe of Insider Trading, 39 Ava. L.
REV. 349, 400 1.6 (T988)).

175 See dd ar 227-28 ("It s the fact that an insider has ebrained his informatonal
acdvantage because of his position. and the fact that his position is awributable o the presence
of ather less-privileged ransactors i the market. that makes the insider’s use of nonpublic
information unfair.™).

174 See Susan Pulliaon, Abererondne & fatch fanites Controversy Over Possible Leak of Sluggish
Sales Data, WALL ST, [ Octe T4 1999w €1 (noting that small investors arve often last o know
about tmporiant company developinentsy: Susan Pulliam & Gary McWilliaws,  Compag s
Criticized jir Hoze It Disclosed PCTrohles, WALL ST T NMars 20 1909, at CL (same); Randall Smid,
Cimforence Calls to Bry Tnoestors Often Leaoe Lattle CGuys Hung Up WALLST. o, June 21, 1895 at €0

(saine).
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problem took on increased urgency as market volatility increased in the late
1990s. The media reported various stories in which investors in possession of
nonpublic information were able to earn large profits or avoid substantial
losses.'”” Market followers indicated a concern that such incidents would
cause investors to lose confidence in the markets. The problem was
aggravated by the fact that the incidents did not appear to be isolated
occurrences; a substantial number of issuers apparently made selective

A

. . 1
disclosure a regular practice.

b.  Regulation F1)

On December 20, 1999, the SEC responded to concerns about selective
disclosure by proposing Regulation FD.'"” From the outset, Regulation FD
was a departure from the historical treatinent of selective disclosure through
antifraud regulation. The proposed regulation created an independent duty
of disclosure to be enforced through SEC enforcement actions rather than
private civil litigation.m In addition, Regulation FD dealt with selective
disclosure by regulating issuers, not analysts.' "

The SEC acknowledged that historically selective disclosure had been
addressed as part of the regulation of securities fraud."™ Nonetheless, it
reasoned that new regulation was warranted for several reasons. In addition
to the fundamental unfairness associated with unequal access, the SEC
noted that by allowing corporate officials to use information as a
commodity, selective disclosure created an incentive for them to delay
public disclosure. ' Delays in public disclosure enabled corporate officials to
manage o and, indirectly, manipulate market expectations.'m
Selective disclosure also facilitated issuer use of disclosure practices to
pressure analysts to generate favorable reports and recommendations by
allowing issuers to create relationships that gave preferred analyvsts the first

175, See Swith, supra note 174 (explaining how “big™ investors with access o nonpublic
information provided threugh conference calls impacted markets).

176, In addition, a study of corporaie disclosure practices by the National Investor
Relations Tustitute reported that 26% of responding companies stated that they engaged in
some tvpes of selective disclosure practices. NAT'L INVESTOR RELANTIONS INST. A STUDY OF
CORPORATE DISCLOSURE PRACTICES, SECOND  MEASURFMENT 18 (1998), cited in Selective

Disclosure and nsider Trading, 64 Fed. Reg. 72,590, 72,502 .11 (proposed Dec. 23, 1999) (o

be codified at 17 CF.R pr 243).

177, Selective Disclosure and Insider Trading, 64 Fed. Reg. at 72,590,
TR Seead it 72,598,

179, See il a2t 72,5944,

180, Indeed. a number of commentators argued tor the continuation of this approach.
Sclective Bisclosure and Insider Trading, 65 Fed. Reg. 51,7060 51718 (Aug. 24, 2000) (1o be
codificd at 17 {1LF.R pr. 243).

181, Selecdive Disclosure and nsider Trading., 6+ Fed. Reg. at 7

32 I,
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shot at internal company information."™ Finally, the SEC noted that
advances in information technology had reduced the importance of analysts
as information intermediaries and made it easier and less costly for issuers to
disseminate information directly to the public.m

In light of these conclusions, the SEC posited that its new regulation
would provide a number of advantages. In addition to increasing investor
confidence in market integrity, the SEC predicted that issuers would benefit
from participating in more open disclosure practices.m Those open
disclosure practices, the SEC argued, would have the effect of lowering the
cost of Capital.m“ In addition, the SEC reasoned that analysts would benefit

»

from an “equal competitive footing. "7 Absent issuer ability to play favorites
in the release of corporate information, analysts could report with greater
candor.'™ Moreover, analyst performance would reflect ability and effort
rather than access to corporate insiders."™ As a result, better information
would be provided to the marketplace, either through direct company
disclosure or improved analyst performnnce.]("”

The SEC adopted the final version of Regulation FD on Aug 24, 2000,
with an effective date of October 23, 2000.""" Consistent with its initial
proposal, the SEC designed Regulation FD to be an issuer disclosure rule,
not an antifraud rule. As modified, Regulation FD continues to prohibit
issuers and those acting on their behalf from selectively disclosing material
nonpublic information to securitics industry professionals, institutional
investors, and certain other pcrsons.m

Regulation FD applies to issuers with “securities registered under
Section 12 of the Securities Exchange Act” and those “required to file
reports under Section 15((1)."“':" The regulation covers only communications
by an issuer’s senior management, its investor-relations professionals, and

183 1.

184, Jd at 72.5935.

185, I at 72.605.

186, Selective Disclosure and Insider Trading, 64 Fed. Reg. at 72.6053.

187, [d.

188, [d.at 72.605-06.

189, [d. at 72,606.

100, [d.at 72,607. The proposal provoked immediare controversy. The SEC received alimost
6000 comment letters. and although most individual investors supported the new regulation,
isster and analyvse reaction was less tavorable. See Rristy L. Covev, Developinents in the Substantive
Leao: Regulation 11 Controversy, TeX. Law,, Dec. 18 2000, at S+ (cdescribing rule as generating
“significant opposition from Wall Sireet”™). Many critics denounced the rule. arguing that its
guidelines were ambiguous and rthat fear of liabilitv would reduce information flow to the
markets. See Selective Disclosure and Insider Trading, 65 Fed. Reg. 51.716. 51.718 (Aug. 24
2000y (1o be codified at 17 CF.R. pr. 243). The ouery prompted the SEC 1o extend the initial
comment period and to modlity the proposed rule substandally. /d.

191 fd

192, [d.

105, 17 CER S 2H.101(h) (2002)
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those who regularly communicate with market professionals and security
holders.™ It does not cover every low- or mid-level employee. Nor does the
rule apply to all disclosures, but only those made to specific categories of
recipients: brokers and dealers;” investment advisers and certain
institutional investment managers; = investment companies and hedge
funds;"™ and holders of the “issuer’s securities, under circumstances in
which it is reasonablyv foreseeable that the holder will pulchase or sell the

33 1)

issuer’s securities on the basis of the information. Thus analysts,
institutional investors, and other market professionals are included under
the rule." In addition, the rule explicitly exempts disclosures to people
owing “a duty of trust or confidence to the issuer”™ (such as professional
advisers);”"" persons subject to an express confidentiality agreement;”" and
credit rating agencies.w The SEC has further stated that it does not believe
the rule covers disclosures to the media or those involved in ordinary
business communications with the issuer such as customers or suppliers.™
The rule covers disclosure of material nonpublic information other
than communications made in connection with registered offerings.k‘)'H The
SEC did not clarifv the definition of materiality, despite requests that it do
s0.”” Nonetheless. in an effort to provide increased guidance about
materiality, the SEC listed several categories for which “close scrutiny” is
warranted, including disclosures relating to earnings, mergers and
acquisitions, new products or discoveries, changes in control or
management, changes in auditors, events regarding company securities, and
bankruptcies or receiverships.™ The SEC specifically singled out private,
one-on-one discussions between companies and analysts regarding carnings
estimates as an area raising special concern. Calling this an area involving “a
high degree of risk,” the SEC noted that even indirect guidance such as

07

. N . . 2
“expressing comfort” could amount to selective disclosure.

104, Td.

WL, Jd. §215.100(b) (10

196, [d. $ 243100 (1) tii).

197, 1d. $243.100(h) (1) (iii).

198, 17 C.F.R. 8 248.100(b) (1) (iv) (2002).

LOO. L. 233100 (h) (1) ()= (1v).
200 Il x 24 3100 (2) (1),

201 Je. § 2483, 100(Dh) (2) (i1)
D02, [l § 23 100(1) (2) (i),

2055, Selective Disclosure and [asider Trading. 65 Fed. Reg. 51,716, 31,720 (Aug. 24, 2000)
(to be coditied ai 17 CF.R. pr. 243).

204, fdoauH1 721,051,725,
2005 1.
206,
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Regulation ¥D divides selective disclosures into two categories:
intentional and unintentional.™ For selective disclosures that are
intentional (or reckless), the issuer must simultaneously disclose the
mformation to the public.m For selective disclosures that are unintentional,
the issuer must disclose promptly, meaning within twenty-four hours or
before the beginning of the next trading day, whichever is later.” Issuer
options for effective disclosure include the following: filing the information
through Item 5 of Form 8-K, furnishing the information through Item 9 of
Form 8-K, or otherwise disseminating it in a manner “reasonably designed to
provide broad non-exclusionary coverage.gll Methods that satisfv this third
option include press releases distributed through widely Circuhte(l news or
wire services and conferences with public notice and access.””” The SEC
explicitly warned that publication of the information on an issuer’s Web site
does not constitute public disclosure.”"”

The SEC has stated repeatedly that Regulation FD is designed as an
enforcement tool rather than an extension of private civil liability.”"
Responding to the concern that Regulation FD might chill issuer
communications, the SEC clarified the final rule to provide that issuers
would be liable only “when an issuer’s personnel knows oris reckless in not
knowing that the mformation selccf_i\'ﬁly cisclosed 1s both material and
nonpublic.”™” In addition, the ﬁna] rule explicitly states that the failure to
make a public disclosure reguired by Regulation FD is not a violation of
Rule 10b-5."" Thus, Regulation FD should not expand the scope of
antifraud liability; Nonetheless. the SEC can bring administrative or civil
enforcement actions against violators and individual employees, and fmal\ sts
may be liable for causing violations and for aiding and abetting as well.”

e. The Linpact of Regulation FIO

Indusiry reaction to was extremely negative. Both the

commenis in response to the SECs proposed release and the inital

wed that the new rule would have the

responses to the final regulation wa

208, 17 CFRUS943.1000a) (1)=025 (2009).
2049, fd 3243000 (a)(1).
210, L $ 243100 () (23, 243101 (D)

2 ) (1)={2).

212, Selecuve Disclosure and insider Tracting, 65 Fed. Rego 31,724, 51,724-25 {Aung. 24
2000) (1o be codificd at 17 CUERL pr243).

2050 .

b ddoar 31,726

215, 7R RS 215101 () (20025,

216, fd ¥ 243102

2l I'.:'l/.

218,  Selective Insider Trading, 65 Fed. Reg. at 51,720
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effect of substantially decreasing information flow to the marketplace.”"
Critics also predicted that the regulation would increase price volatility.”"

Initial public discussions reflected these concerns. On April 24, 2001,
the SEC held a roundtable discussion in New York City to consider the early
experience of analysts, issuers, and investors with Regulation FD.*' At that
time, issuers related their efforts to provide equal informational access, but
described their fear of liability exposure.™ Analysts stated that the quality of
corporate information had been reduced dramatically by the enactment of
the rule.” In addition, multiple participants identified recent increases in
price volatility and attributed those increases to the rule.”™

Commissioner Laura S. Unger, the only Commissioner to vote against
the rule, prepared a report shortly after the rule’s adoption.” In this report,
Commissioner Unger made several recommendations to make Regulation
D function more efficienty. First, she urged the SEC to provide more
guidance on the definition of materiality.” This recommendation responds
directly to a concern expressed by issuers, analysts, and lawyers—that
without better guidance, companies may err on the side of not releasing
mformation for fear of crossing the materiality line. Second, the report
asserted that the Commission should explore adding disclosure mechanisms

its approved methods of distribution, including, for example, Web site

LT : e 1

»ostings.” " Third, the report urged the Commission to study the chilling
peiy

ct, if any, of Regulation ¥ on corporate communications.”

It is difficult empirically to assess the impact of Regulation FD due to its
vecent adoption. Nonet heless, initial research suggests that the purported
negative eifects of Regulation FD on information tlow and volatility may be
overstated. Several studies are particularly worthy of note. First, Philip Shane

stoal investigated the eftfect of Regulation ¥D on the information
5 w2y , . Coe . .
svirounIment. Although the authors observed an initial reduction in

ormation flow, they found that analysts are now gathering more

SPECIAL STUDY: REGULATION FAIR DISCLOSURE REVISITED (2001),

at o/ v secoov news/studies /regtdstudv hu (on file with the iowa Law

rice Discovery i the Post-Reg. FIO Information

5.2600) (enpablished manuscript, on file with the




THE SECURITIES ANALYST AS AGENT 1067

information during the period between quarterly earnings announcements,
with the result that, by the end of the period, analysts™ forecasts, however
debatable, are as accurate as those prior to Regulation FD.*" Moreover, their
study found that price discovery has improved in the post Regulation FD
period and that recent price volatility has actually decreased, suggesting
higher overall levels of market information.™ The study concluded that “in
the post-Reg. FD environment, firms have found effective alternative means
of informing analysts and investors about forthcoming quarterly earnings."m

Second, a study by Brian J. Bushee et al. employed two pre-Regulation
FD samples and compared them to each other in the post-Regulation FD
environment.”™ The first set of firms included those that restricted access to
conference calls before Regulation FD became effective.”™ The second set
included firms that had unlimited access.”™” To examine the effect of
Regulation FD, the study’s authors considered the timing, use, and
information content of conference calls.”™ The authors found that only
those firms that were likely to benefit little from the calls discontinued
them.” They also found that the amount of information released during
conference calls has not decreased.”™ Further, they found that the amount
of individual investor trading during conference calls has increased, and
that price volatility has increased for firms in the group previously restricting
access.”™ They concluded, therefore, that Regulation ¥D has improved
access to company information for all investors, and, with the exception of
the small amount of increased volatility for a small subset of firms, the
criticisms of Regulation FD appear to lack merit.”"

Third, a study by Frank Heflin et al. focused specifically on price
\'olatility.241 Although the study identified increased stock market votatility
following the adoption of Regulation FD, the authors concluded that the
Regulation was unlikely to be the cause.”™ Moreover, the study found that
aithough volatility increased around earnings pre-announcements, it

230, ot 18,

231, Id.oar 19,

232, fd ar20.

235, Brian J. Bushee et al, Managerial and Investor Responses o Bisclosure Regulation:
The Case of Reg. FD and Conference Calls (Apr. 2002) Gampublished manusceript, on file with
the fowa Law Review).,

ERE S 72
235 Id.
2%6. Al

297, ld ac 13,
238, Bushee, supranote 233, at 18.

930, doar 21-22.

240 Idoac 20.

241 Frank Heflin er all Stock Retwrn Volatihine Before and After Regulaton FD(2002)
(unpublished manuscript. on file with the fowa Law Review).

Q490 doac A0,
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decreased around announcements of actual earni11cors.2'B This finding
suggests that an increase in the incorporation of earnings information by
the market may be reducing the informational impact of actual earnings
announcements.””

Fourth, a study by Shyam V. Sunder used bid-ask spreads as a proxy for
the presence of selective disclosure and its effect.” Sunder found that prior
to Regulation FD, bid-ask spreads were higher in firms employing selective
disclosure policies than for those choosing not to do 50.”"" Sunder further
found a decrease in bid-ask spreads since the enactment of Regulation FD—
arguably indicating that Regulation FD is decreasing informational
asymmetries and the correlative informational advantages some investors
garnered—but his work also revealed that despite the contentions of
companies and analysts, Regulation FD has not caused firms to decrease

. . . . 24
information provided through voluntary disclosures.”  Importantly,
Sunder’s study offers reason to question other academic defenses of selective

5 5 E 5 ‘. 248
disclosure, including Goshen and Parchomovsky’s liquidity-based defense.

2. Regulation AC

Ironically, the SEC’s initial imethod for addressing analyst conflicts was
to warn investors about the risk of relying on analyst recommendations. In
suminer 2002, the SEC posted a brochure, Analyzing Analyst Recommendations,
on its Web site warning investors about potential analyst conflicts of interest
that may undercut the integritv of their recommendations and advising
investors about how to uncover varions types of conflicts.*" In light of the
increased focus on and controversy over analyst conflicts, this approach was
clearly inadequate. Subsequently, in February 2003, the SEC adopted

245, [l ar 22.

D44 Ldoar 25.

2445, Shvam V. Sunder, hivesior Access to Conference Call Disclosures: Tmipact of
Regulation  Fair Disclosure  on Information  Asvbnmeny (Jan. 10, 2002)  (unpublished
manuscript, on file with the Towa Law Review).

246, fd.at 29,

V47 Id

248, Another study, emploving o different approach. also finds that Regulation FD has
reduced selective cisclosure ot informaton. See Evic Zitzewitz, Regulation Fair Disclosure and
the Private Information of Anabists (Apr. 2002) (unpublished manuscript, on file with the fowa
Law Review). In his sracdve Mro Zitzewity measured the number of analyst forecasis released
individually (solo forecasts; and compared that number o those released on the same day as
other analyst reports (multi-day forecasts). /. ar 4 He found that solo forecasts decreased alter
the enactment of Regulation FO and thar multi=ciav forecasts increased. 7d. Prior to Regulation
FD, approximately 705 of torecasis were solo forecasis and those forecasts contained 65% new
mformation. Jd. After Regulation FDL approximaiely 50% of forecasts were solo torecasts, i
the percent of new information to the market from then was down 1o 27%., 1d.

2:40), ULS) SEG AND EXCL COMMEND ANMAZING  ANANST RECONNENDATIONS  (2002),

avadable al hitp:/ /wwivasecsov/investor/ pabs/analsschun (on file with the Towa Law Review).
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Regulation Analyst Certification, or Regulation AC™ Regulation AC mirrors
the certification approach adopted by the SEC for corporate CEOs and
CFOs.”” The new Regulation requires all brokers, dealers, and certain other
persons associated with brokers and dealers to add certifications to their
research reports stating that the research analyst believes that the report
accurately reflects his or her personal views and disclosing any compensation
or other payments received in connection with the recommendations or
views.”? In addition, analysts will now have to provide periodic certifications
to broker-dealers in connection with analysts’ public appearances. The goal
of Regulation AC is to “promote the integrity of research reports and
mvestor confidence in the reports."m It is important to note that Regulation
AC creates no private right of action.

1. NASD/NYSE Regulations

Recent controversy over analyst activities also has led to the proposal
and promulgation of additional regulations from the self-regulatory
organizations. The SEC recently approved new SRO regulations targeted at
decreasing conflicts of interest.”" The rules make several changes to the
current investment banking and analyst structure.

First, the rules attempt to regulate ties between research reports and
client solicitation. For example, the rules prohibit analysts from tying
favorable ratings to investment banking services.”™ The rules also establish

250, Regulation Analyst Certification, 17 C.F.R.§ 242 (2002), «vaillable at hup:/ /www.sec.
gov/rules/final/33-8193 . hun (on file with the Towa Law Review).

251, Order Requiring the Filing of Swworn Statements Pursuant 1o Section 21(a) (1) ot the
Securities Exchange Act of 1984, File No. 4460 (U.S. Sec. and Exch. Comm™n June 27, 2002),
available athttp:/ /wwwsec.gov/rules/other/4-60.him (on file with the Towa Law Review),

252, 17 CF.R.§ 242

253, .

254, See Research Analyst Conflicts of Interest. 67 Fed. Reg. 34,968, 34,969 (May 10, 2002).
At the time this Article went to press, additional SRO proposed rule changes were pending. See
NASD and NYSE Rulemaking: Proposed Rule Changes Relating 1o Exchange Rules 344, 3457,
851, and 472 and the National Association of Sceurities Dealers, Inc., Exchange -\ct Release N.
3447110 (proposed Dec. 31, 2002) available al hup:/ /www.sec.gov/rules/sr/3447110.hon (on
file with the Towa Law Review). These rule changes are designed to address analyst conflicts of
interest by restricting who can prepare and approve vesearch reports: limiting who can be
hnolved in compensation decisions: limitng wading activities: requiring additonal disclosures
of contlicts; requiring mewmber organizations to document analyst compensation and to include
that compensation in certain statements filed with the SEC: requiring registration of analysts
under certain new categories and quaditication  examinations for analysts; and  creating
continuing education programs for analwsis and supervisory: analvsts designed 1o provide
mtormation on rules, regulations. ethics, and other professional vesponsibility issues. Zd. These
proposed rule changes are not signilicanty different from many components of’ the NMerrill
Lanch Agreement. See mfra Part HILC2,

255, Research Analvst Conflicts of interest, 67 Fed. Reg.ai 34964
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quiet periods during which firms acting as managers or co-managers of
offerings are prohibited from issuing reports on IPOs and secondary
offerings, but only for forty davs after the offering, not for the entire lock-up
period.”™

Second, the rules attempt to restructure the nature of the relationship
betwveen a firm’s investment banking and research departments. To do so,
the rules prohibit investment banking departments from having supervisory
relationships with research analysts.””” Counsel must monitor any discussions
between the two departments about research 1‘eports.2""‘; In addition, clients
may review research department reports only for factual accuracy.(“)59 The
rules also prohibit links between an analyst’s compensation and specific
investment banking transactions.™" Noticeably, however, the rules do not
bar any compensation that is connected to investment banking business in
general. Instead, the rules require only that the link be disclosed.™

Third, the rules require disclosure of financial ties between investment
banks and their analysts and the companies who hire them. Securities firms
must disclose in their research reports if they had a managerial role in a
public offering of securities or had any other investment banking role with
that company during the prior twelve months.”™ Securities firms also must
disclose information in a prospective manner.™" If they own 1% or more of a
company’s shares or expect to receive, or intend to seek, compensation for
investment banking services from a company during the next three months,
they must disclose that fact.”™

Fourth, the rules focus on analysts’ personal trading policies. If the
company is in the sector for which an analyst provides coverage, the rules
restrict the analyst and members of his or her households from investing in
securlties of a company prior to its 1PO.* Analysts arc alse prohibited from
ading in securities of issuers theyv tollow for thirty davs before and five clays

. 966 3 3

after they issue reports about the company.” Analysts must disclose if they
~ . 267 .

own shares of companies recommended.”™ The rules also require analysts

who make public appearances to disclose contlicts of interest, including

256, [dar 34.974-75.
2537, [d.an 34972
Ay, Td.

229, {d at 51964,

260, Research Analyst Condlicts of Interest, 67 Fed. Reg, ot 3-19735,

261, .
262, [d.
263, d.

264, Id. a1 34,973,
265, Resemwrch Analvst Contlices of interest. 67 Fed. Reg. at 84,976,
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whether they or the firm for which they work own securities in a covered
issuer or if the issuer is an investment banking client of the firm.*”

Fifth, the rules seek to provide clarity on the meaning and purpose of
securities’ firms rating mechanisms. Firms have been criticized for using
euphemisms for their stock ratings.m Now, firms must explain in their
research reports the meaning of the terms they use, and they must use terms
in a manner consistent with their plain meaning.m In addition, those firms
must provide statistics on the percentage of ratings per term, relative to the
number of investment banking clients in each category.271 Other statistical
information must be relayed in the form of a chart or graph."w Here,
securities firms must depict historical price movements of a particular
security, juxtaposed with their own ratings and changes in those ratings, as

D - . 273
well as the firm’s own price targets for the issuer.™

2. The Merill Lynch Settlement

The settlement of the New York Attorney General’s investigation into
Merrill Lynch has created another form of regulation that is best classified as
self-regulation. Pursuant to the settlement agreement (the “Merrill
Agreement”), Mermrill Lynch agreed to make certain reforms and disclosures.

268 fd at 34,975,

269, SeeSiconolty, supra note 123,

270, See Research Analysts Conflicts of Tuterest, 67 Fed. Reg. ut 34,970,

2710 Idoat 34074

272, /d.

273, [d. These rules address the recommendations of the Securities Indusuy Association,
one of the earliest propouents for changes in analvst/issue/underwriter relatons. Key
components of the recommendations include (1) Research departments should not report to
investnient banking or any other business units that might compromise their independence:
(2) analysts should be encouraged to indicate both when a stock should be bought and when it
should be sold. and management should support the use ot the full ratings spectrum: (3)
analvsts should not rade against their recommendations and should disclose their holdings in
companies they cover; (4) analysts’ payv should not be directly linked to invesument banking
transactions, safes, and trading revenues or asset management fees. fdo see also SEC. INDUS.
ASS'N, BEST PRACTICES: SOFT DOLLAR AND GTHER COMMISSION ARRANGEMENTS (1997), available
at htp:/ /wwwsic.com/publications,/pdt/bpdollar pdi (on file with the Towa Law Review).

In January 2002, John Ramsay, senior regulatory counsel at The Bond Market
As and former deputy general counsel at NASDR, reported that a joint regulatory
effort was underway between the SEC, the NASD and the NYSE to make the SIAs best practices
mandatory. See S.).T., Regulators to Formalize Best Practices for Analysts. COMPUANCE REP., Jan. 27,
2002, cwaillable  at hitp:/"/\\f"\\"w.c()Ixxl)lizinccrep‘)1‘1('7’.(%nn,"n(‘ws/rcg‘nl;1mx‘s+t<)+fm'm;11iZCH)&\'H
practices.asp (on tile with the fown Law Review).

In Canada, the Securities Indusny Comminee on Analvst Staudards, known as the
Crawtord Committee  after its leader, Purdy Crawtord. made similar recommendations,
primarily for disclosure of analyst contlicts of interest. in an cffort 1o protect rewail investors.
interestinglv, the Crawford Report also urged a degree of imstitntional investor activism,
recommending that institutions measure the value acdded by oanadvst research and, where

possible. allocate their vading business 1o veflect that value,
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Because the investigation was not limited to Merrill Lynch, the terms of the
Merrill Agreement are expected to spread to other firms as well.

In addition to paying $100 million in penalties, Merrill Lynch agreed to
change the way it compensates its stock analysts. ™ Now, in\'estment bankers
will have no role in determining how much analysts are p'ud > The bankers
are not allowed to evaluate analysts,’ 7% communicate with analysts about
their salaries, or communicate with anyone else responsible for determining
salaries.””” Menrrill Lynch also agreed to prohibit people involved in
determining analyst compensation from soliciting or using information
about investment banking revenues received from covered companies."?‘q
Finally, anyone involved in determining analyst compensation is prohibited
from considering any information about analysts received from investment
bankers.*” Analyst compensation is to be determined only by the research
department managers. -

The Merrill Agreement specifies the appropriate factors to be
considered in compensation decisions, stating that analyst salaries are to be

» 281

“based primarily upon the qualitv of the research and performance of

SY

recommendations;”” competitive compensation t‘av:tors;“)‘%i§ mput  from
investor clients;” and input from other, non-investment banking divisions
at Merrill.” Pay s to be based solely on services intended to benefit Merrill’s
investor clients.”™ These services include the formulation of research and
repor[s;?s7 communication of investment information to investor clients; e
“cooperation, accessibility and responsiveness consistent with serving

280

investor clients”; and participation in identification of investment

o 200
opportunites.

274, Patrick McGeehan, $100 NMillion Fine for Merridl Lynch, NY.TIMES, May 22, 2002; see also
Agreement Between the Attorney General of the State of New York and Merrill Lynch, Pierce,
Fenner & Smith, Tuce §0 7-11 (May 21, 2002). available ar hup:/ /news.corporate findlasw.com/
legalnews/documents/archive_ni.htnl (on file with the Towa Law Review) [hereinatter Merrill
Agreement] (settlement agreement detailing changes i analyst compensation).
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277, 1d. 9 9(c).
278, Id g 9(a).
279 [d. 9 9(d).

280, /d. g 10.

281.  Merrill Agreement, su/pa note 27404 10
282 [d. 9 10(a).

283, 1d. P 10(b).

284 [d g 10(c).

985 Id. § 10(d)

286, Merrill Agreement. supra note 2743 8
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In addition, the Merrill Agreement requires Merrill Lynch to set up a
new Research Recommendations Committee (the “RRC”). The role of the
RRC is to monitor and supervise research recommendations for “objectivity,

I
[ied

integrity, and . . . rigorous analy[sis]. ' RRC membership will include both
sales and research people.”™ The RRC will have the power to approve any
initiation of or change in research recommendations.”” Analysts requesting
the power to make such changes will be required to provide information as
to their conflicts with the covered companies.™

The Merrill Agreement also regulates the role of analysts in the
solicitation of investment banking business. The Merrill Agreement makes
clear that analysts will continue to participate in the solicitation of
business.”™” Management of their division, however, must approve any such
participation in advance.”™ Analysts will be required to inform the RRC of
any such pm‘ticipation."’“7 Further, the Meirill Agreement states that Merrill
has agreed to prohibit analysts “from promising, implying, offering, or
communicating in any way that a specific recommendation or change of an
existing recommendation will be made in exchange for the awarding of an
investment banking transaction.”™"" Analysts also are prohibited from
lowering ratings in retribution for loss of business.”

The Merrill Agreement also requires Merrill to disclose, in its research
reports, any compensation “it has received or is entitled to receive” from
companies covered in those reports.:"”” Merrill must include a standard
statement on all such reports telling investors that they should assume that
Merrill has sought and will continue to seek investment banking business
with covered compzmics.:“” Merrill's research reports will include specific
disclosures, on a percentage basis. of rating categories used bv Merrill for
other stocks i that company’s industry. stocks for which Merrill provided

201, Mernill Agreement, suppra note 274, 9 12,

Q99 L ] 12(a).

Q93 S 12(h).

Q04 See ad o 12(0) (U T he relevant rescarch analyst shall disclose to the RRC any
participation by the wanadvst with investiment bankers in on investnent banking ransaction for
the subject company within in the last 12 months.™).

Q05 See dd. 14 (seuing forth procedure to be followed in solicitation of invesunent
banking business).

296, Ser Merrill Agrecment, supra note 27+ 4 14(a) (requiring Research Management 1o
approve solicitations for invesonent banking transactions).

2970 See . O T4(B) (demanding research analvsts o disclose “intended pardcipation™ in
solicitation).

Q98 Jd g Td).

209 Seedd Y T (e) (prohibiring "analvses from changing any rescarch recommendation™).

000 Tdoq H(h).

S0 Nee Meriill Agreement. sufra note 2789 5(c) (inclading
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investment banking services, and other stocks covered by Merrill in
genez‘al.:"““I

The Merrill Agreement requires the disclosures in solicitation
documents to be change(l.m Under the settlement, those documents must
now state that Merrill prohibits its employees from offering pricing or
recommendations as part of the solicitation process.:"‘H The documents also
must state that analysts are prohibited from being compensated in
connection with the invesument banking business except if their work is
intended to benefit investor clients.™”

The Merrill Agreement further requires Merrill to provide disclosures
whenever it terminates coverage of an issuer.™ The disclosures must state
the rationale for the decision™ and that the last recommendation should
not be relied upon in the future.”™ To ensure compliance with these
provisions, Merrill must appoint a one-year compliance monitor.™ That
person’s job will be to ensure that the provisions are enacted and to serve as
an ombudsperson for Merrill staff."”

Q

3. The Impact of Regulation on the Contlicts

As discussed in Part I of this Article, the role of security analyst is rife
with potential conflicts of interest. Both the newly adopted NASD
regulations and the Merrill Agreement purport to revise the ways analysts do
business in order to eliminate these conflicts. Regulation FD similarly
attempts to reduce conflicts indirectly by regulating issuer conduct.
Regulation AC regulates analysts directly, but focuses primarily on disclosure
rather than elimination of contlicts. Together, the rules remain fraught with
loopholes. As described above, one source of analyst conflicts is the analysts’
personal trading in covered securities. Regulation FD does not purport to
speak to this issue. The Merrill Agreement does not address it either. By
1'c*quirinu certification  of analysts’ belief in  their recommendations,
Regulation AC arguably addresses this issue. but in an indirect fashion and
onty tlnougn disclosure. The power of disclosure-based remedies to fix the
problem, however, is open to considerable debate.

The NASD 1eguhtions do restrict ownership in two ways. First, analysts
may not hold pre-TPO shares, but only in the sector for which the analyst

302 Jd ] A ()=(v).
305 Seedd. ] 15
underwvriting).
S04 TdoF 1aa).
300, Jd. 3 15(b).
300, Merrill Agreement. supranote 274, 7 16
3070 [ 16(a).
SOR. 7d 4 To(h).
(VI R VA i
3100 dd J{ 17,

(setting forth disclosure requirements during solicitation of public equity
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N

provides coverage. For example, a bank analyst cannot own bank securities
pre-IPO, but she can own securities in an Internet firm. Therefore, analvsts
can help each other or buy venture securities in firms in which their
employers do venture investing and can still benefit from each other’s
positive ratings and investment banking work. Thus, the rules do not address
the basic venture conflict that exists when investment-bankers hold shares in
companies they take public. Second, even though analysts can still hold post-
[PO shares in companies they cover, their ability to trade securities of those
companies is limited under the NASD regulations. This limitation prohibits
analysts from trading these shares for thirty days prior to releasing reports
and for five days after. This restriction limits the potential severity of the
conflict but does not eliminate it.

Similarly, both the NASD and the Merrill Agreement attempt to address
business conflicts by drawing lines between investment banking and research
departments. Neither does so successfully. Although both seek to eliminate
the supervisory role of investment bankers over analysts, neither prevents
analysts from participating in the investment banking side of the business so
long as the analyst’s participation is monitored—either by counsel or bv a
special committee and enhanced disclosure. The NASD rules also prohibit
ties between specific investment banking work and analyst compensation,
but not general investment banking work. Again, this significant potential
loophole makes clear that analysts are still expected to work in investment
banking and to participate in client meetings. Under both sets of rules,
analysts can still solicit business, but they cannot promiﬁe ratings in
exchange for business or punish companies when they lose business. In
addition, the links between the investment bankers and covere«d companies
must be disclosed.

The NASD rules also restrict research reports post-{IPG i an attemp

Iy

prohibit the highly criticized “booster shots.” Lvuuuu ‘‘‘‘‘ ely, the
provide only a forty-day quiet period, not a quact period n:’d o the lengtih of
the lock-up. Thus, if the lock-up agreement is for 180 days, the invesunent
bank’s research department cannot release a report during the first forty
days after the IPO, but is free to do so thereafter. At that point in time, the
analyst can hold shares in the compuny, so the ownership contlict stiil exists.
Finally, the NASD rules prevent clients from commenting on H

2
reports, except to confirm their accuracy. The vahie of this
appears limited—to the extent that the client’s conunent is aterial,
Regulatien FD arguably prohibits it anvway.

Although the new rules improve analyst rvegulation, thev fail
eliminate existing conflicts. Analysts ave stll permitied simulianeousty to sell
securities and to provide evaluations of those saime scatuf ‘
still allewed to rade 1 some securities for which their

provide coverage. In addition, under the new regulatory
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must still attempt to maintain conflicting duties to their employers, the
market, theirissuer clients, and the investors.

Finally, and most important, the existing regulatory reforms are purely
reactive. They identify conflicts of intercst that have been problematic and
attempt to prohibit the relationships that give rise to those conflicts. This
approach is fundamentally flawed. Freedom from investment banking ties,
even in the strictest sense, does not guarantee analyst independence. Rather,
as the history of analyst funding demonstrates, analyst research traditionally
has been subsidized through other business activities. There is every reason
to believe that this practice of cross-subsidization will continue. As one of
this Article’s authors has argued elsewhere, because of its public goods
quality, analyst research cannot be sustained without additional financing
support.” ' If investment banking revenues subsidized analyst research
before, some other source of funding will have to take their place.
Investment banking conflicts are likelv to be replaced by other—perhaps less
transparent—business relationships. Indeed, many research firms that
qualify as independent under the most recent reforms have business

<

relationships that could jeopardize the veliability ot their veports.”
D. THE SARBANES-OXLEY ACT OF 2002

On July 30, 2002, President Bush signed the Sarbanes-Oxley Act of 2002
(the “Act”).“”:" The Act addresses a broad range of issues relating to
corporate governance, disclosure, and fraud. Included among the manv
provisions is section 501, which focuses on analyst conflicts of interest.”
Section 501 amends the Sccurities Exchange Act of 1934 by adding a new
section, 15D. Section 15D imposes a mandatory rulemaking obligation on
the SEC. Within one vear, the SEC is required to adopt or anthorize an SRO
to adopt rules “reasonably designed to address [analyst] conflicts of
imterest.”™” The Act identifies the objectives of “foster[ing] greater public

w

confidence in securities research”™ and “protect[ing] the objectivity and
. . " T o . i

independence of securities analysts. Congress explicitly identified a
varietv of structural safeguards to establish more effective Chinese walls to

insulate analysts from investment banking influence in order to accomplish

3100 See generally Stephen Choi & Jill Fiseh Howe to Fie Wall Street: A Voucher Financing Proposal
Jor Secuities Ditermediaies. 1123 YALE L] (torthcoming 2003).

312 See, vg Susanne Craig. Will Lioestors Bencfit from Wall Street’s Split?. WALL ST ., Dec. 23,
2002, at Cl (observing that Santord C. Bernstein & Co.and Prudential Financial Co. tvo firms

commonly cited as independent research houses, are part of farger entities with substantial
mutual fund operations which raise “at least the potenriad for conflict”™).

S13. Sarbunes-Oxdev Act of 2002, Pub. L. No. 107-20-L 8 501, 1106 Star. 745 (2002).

34, Il

2150 L S H00 TR Stat. at 791,

Sth. Ad
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these ob‘jectives.:“7 In addition, the Act mandates rulemaking to increase
disclosure of analyst conflicts of interest, including the extent of an analyst’s
investments in securities of a covered issuer; business relationships between
covered issuers and brokerage firms; compensation received from the issuer

. . T
by the analyst or the brokerage firm; and any other material conflicts.

E. SEC-SPIT7ER AGREEMENT 10 REFORM INVESTMENT PRACTICES

On December 20, 2002, the SEC and New York Attorney General Eliot
Spitzer announced that they had reached an agreement in principle with
the various SROs and state regulatory authorities to reform investment
practices.?']9 The agreement is designed to operate as a global settlement of
Spitzer’s investigation into allegations of analyst misconduct at ten major
Wall Street firms. As of March 2003, the agreement had not been finalized.
The substantive terms of the agreement include severing links between
analysts and investment banking, including any compensatory links and the
standard practice of including analysts in road shows and other pitches;
banning spinning to corporate executives and directors; requiring the
covered brokerage firms to contract with independent research firms to
provide research to that firm’s customers, with regulators involved in the
proceSS' an(l disclosing publicly analyst recommendations, ratings, and price
targets. " In addition, the settlement calls for investment banking firms to
pav a total payment of $1.4 billion in fines, penalties and restitution, with a
portion of the money designated for investor education.™ When finalized,
the agreement will require full Commission approval. The most significant
portions of this settlement are arguably the ban on spinning and the
provisions for independent research. Because the actual language of the
agreement has not been agreed upon—and was apparently still the subject
of debate at the time this ar ticle went to press’ #_itis not possible to offer a
critique of the provisions.™

317. Jd

318, Sarbanes-Oxley Act § 501.

319, Press Release. ULS. bc(‘urltlcs and Exchange Commission, SEC, NY Attornev General,
NASD, NASAA, NYSE and State Regulators Announce Historic Agreement To Retorm
Investment Practices (Dec. 20, 2002). available at hip:/ /www.sec.gov/new/press/2002-179. hun
(on file with the lowa Law Review).

320, Id

321, The amount of this setdement is quite small relative to investment banking revenues
and much of it will be ax deductible. Hillarv A Sale. Gatekeepers, Discloswre, and Issuer Choice, 82
Wastt, UL L.Q. (forthcoming 2003).

3220 Seec g, Chavles Gasparino, Analyst Pact Is Held wp by Words, WALL ST. J., Jan. 16, 2003,
at CI (describing hight over language o fsettle ment).

L8] Cf Chot & Fischo supra note 311 (ariticizing provision obligating firms to provide
independent research and proposing alternative method of subsidizing independent research
through voucher daollars).
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IV. SUNMMARY OF BEFICIENCIES IN EXISTING REGUILATION

Existing attempts to regulate securities analysts, including the Sarbanes-
Oxley Act, are flawed. The flaw is the failure to conceptualize the analyst’s
role properly. Of course, securities analysts might be viewed simply as
salespeople. If we accept the fact that analyst are, by and large, employees of
investment banks that generate most of their revenue selling securities in
public offerings, the analysts’ ties to the investment banking business are not
conflicts of interest. Similarly, it is not inappropriate to compensate
salespeople with a share of the revenues generated by their efforts;
salespeople are routinely paid on commission. Even personal trading does
not present a problem if it is fully disclosed because salespeople owe no
conflicting duties to potential buyers other than the obligation to refrain
from fraud. Viewed in this light, existing regulatory efforts are unwarranted.

The Sarbanes-Oxley Act, however, is simplv the most recent indication
that courts, regulators, and commentators do not believe that analysts
should be treated as traditional salespeople. Despite evidence raising
troubling questions about the effectiveness of analysts in conveying
information to the marketplace, these decisionmakers apparently believe
that analvsts serve a valuable role in doing so. Moreover, because of analvsts’
ability to obtain, evaluate, and disseminate information, policymakers view
analysts as gatekeepers, enabling the market to discipline management
through pricing. In ®irks, the Supreme Court based its decision to atford
tavorable regulatory treatment to analvsts on the analysts’ theoretical role in
improving market efficiency. Existing favorable regulatory treatment stems
from the belief that analvsts “are crucial playvers in the mechanisms of
marketplace efficiency that lead to optimal allocations of capital
resources.” ' Similarly, recent calls for increased analvst independence are
m‘mniscd on the theorv that, by serving as gatekeepers, analysts can reduce

the incidence of traud and other wrongdoing by corporate management.

Motivating this approach is the recognition that analyst reports and
recommendations remain influential and can have a substantial ef*ect on
the price and volume of securities transactions. Simply put, analyst reports
affect market prices. . Although investors may be aware that analysts have a
varietry of incentives to recommend stocks inappropriately, there are
uncouniable cases in which analyst hyvpe alone seems to have resulted

siguificant stock price movements,”™" Interestingly, stock downgrades, which
cocur considerably less hequum\ result in even more dramatic market
reactions than do posiiive reports.”

OS24 Langevoort, sufra note 22, at 1024

Rogers & Fogarta, sufra note 20, at -

See COVLEL vufranote 45 at 97-119 (citing examples).
2270 bee generally Scow E. osuckell The AAwatomy of the Performance of  Buy and  Sell
Rocommendaiioes. 5T FINGANAL LU (1995,
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This market response leads to the concern that, if analyst information is
sufficiently affected by the conflicts and incentives described above, it leads
to distorted stock prices and reduced market efficiency. Accordingly, in
addition to misleading investors who trade on the basis of inaccurate
recommendations, conflicted analysts disrupt the operation of the securities
markets. The resulting inefficiency interferes with appropriate allocations of
capital. Hyped IPOs generate large sums of capital for companies that have
no realistic prospects of success and which subsequently become insolvent,
leaving investors holding the bag. At the same time, viable companies with
reasonable prospects find it difficult to attract the necessary analyst attention
to obtain financing. For established companies, reports that are based on
the incentives created by personal trading and the prospect of investment
banking revenue fail accurately to convey corporate information to the
marketplace. Further, in an effort to meet analyst expectations or curry favor
with high profile analysts, issuers may make inappropriate corporate
decisions. In particular, analyst demands for high-paced growth may lead
companies to adopt unrealistic business plans. When these plans fail to meet
their goals, corporate officials may resort to outright fraud. foseph Fuller
and Michael Jensen posit, based on this reasoning, that analyst pressure was
responsible, at least in part, for the demise of Enron, ™

As a practical matter, analysts play a dual role, seeking to further the
business of the firms that employ them, including brokerage and investment
banking operations, while at the same time conveyving sufficiently reliable
information to influence market prices. These two components of the
analyst role are not readily separated. The analvst’s relationship to his firm
and the firm’s other business activities provides financial support for the
analyst’s research. Society cannot reasonably expect analysts to engage in
costly research and then disseminate the vesults of that research to the
market for free, absent some other source of financing. Fuithermore,
analysts can only imperfectly recover the costs of their research through
market transactions, and, absent subsidization, the high cost of quality
research is likely to impede its full dissemination into the marketplace. The
analyst’s so-called conflicts also may be the source of useful information and
valuable synergies if, for example, the firm productivelv deplovs the research
that informs analyst recommendations in the context of IPO pricing.

Moreover, the access afforded by the analvst’s business relationships
lends credibility to the analyst’s report. nvestors reiy on analyst research, in
part, because they believe that analysts have both superior information and
an incentive te convey that information to the marketplace accurately. The
analyst role in increasing market efficiency depends crucially on the analyst’s
ability to influence pricing and trading decisions. Regulators do not want

the public to view analysts merely as salespeople. Such a view, even if

328, Fuller & jensen, supranote 136, at 43—+
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accurate, would undercut the analyst’s ability to affect market pricing. Yet,
only if investors are willing to trust analysts, will the analyst’s gatekeeping
rele be possible.

V. A BETTER S@LUTI®N—THE QUAS-AGENCY M@DEL

A.  DEVELOPMENT OF THE QUASI-AGENCY MODEL

Existing regulatory efforts cannot adequately address the conflict
problems identified earlier because they fail to capture the dual aspects of
the analyst’s role. Accordingly, this Part proposes an alternative framework
for examining security analyst behavior: the quasi-agency model. The
motivation for this model is threefold. First, existing efforts to regulate
analysts have paid insufficient attention to the need to fund analyst research.
Second, although recent scandals have led to the promulgation of
prohibitions on existing analyst conflicts, they are piecemeal solutions that
do little to address the more general problem of analyst incentives. Third,
even if it can be obtained, independence alone is insufficient to engender
analyst reliability as a source of market information.

Based on these conclusions, logic suggests that regulation should
impose two primary constraints on analyst behavior. First, analyst behavior
should not be compromised by the analyst’s business objectives. Second,
analysts should be required to provide certain assurances about the
information that they disseminate to the market. Both of these constraints
are related closely to the fiduciary principles applicable to a traditional
agency relationship. In light of this similarity, therefore, a quasi-agency
model is better tailored to the problems relating to analyst reliability than a
“gatekeeper” model.

The quasi-agency model starts from the premise that analysts are
economic agents in the sense that they act for the benefit of others.™ The
interaction between these economic agents and their principals creates
certain costs that Jensen and Meckling identify as “agency” costs. These
agency costs consist of monitoring expenditures by the principal, bonding
expenditures by the agent, and residual losses not prevented by either
monitoring or boncling.m These costs can occur even where there is no
legal or formal agency relationship.™ Ultimately, agency costs are the result
of two things: (1) the difference between the goals of the agent and those of
the principal and (2) informational asymmetries between agent and

320, Jensen & Meckling, supra note 12, at 305.

330, Seeid. at 308; see also Eugene F. Fama & Michael C. Jensen, Separetion of Ownershify and
Controf, 26 J.L. & EcoN. 301, 304 (1983) (detining agency costs as “the costs of structuring,
monitoring, and bonding a set of contracts among agents with conflicting interests™).

3310 As Jensen and Meckling observed: "Agency costs arise inoanv situation involving
cooperative effort ... by two or more people even though there is no clear cut principal-agent

relationship.”™ Jensen & Meckling, supra note 12, ar 504,
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532

principal.”™ Economic agency theory therefore focuses on addressing these
two problems.m

Analyst conflicts of interest increase agency costs due to the difference
between the analyst’s goals and those of the principal. Yet, the effort to
reduce these costs by eliminating analyst conflicts is flawed. Even within the
gatekeeper model, analysts will be subject to conflicting objectives because
they act as economic agents for several distinct principals. Analysts act on
behalf of their employers, whose interests are often, but not always, aligned
with those of the issuer client. Analysts also act on behalf of issuers through
their receipt of market-sensitive corporate information and dissemination of
that information into the capital markets. This function furthers various
corporate purposes, including increasing public awareness of the issuer and
its operations to facilitate capital formation, increasing securities sales in a
public offering, and increasing the extent to which market prices accurately
reflect the corporation’s present and future operating results. Finally,
analysts act on behalf of investors and the markets generally when providing
reliable information intended to influence market prices.

The fact that analysts act for the benefit of several different groups—
and that the law and regulations presume that they do—creates an
unavoidable conflict. Independent of any self-interested behavior, analysts
face conflicting incentives to the extent that one group’s interests differ
from those of another group. The multiple conflicts faced by the securities
analyst are not unique. Agents commonly face the constraint that the
imterests of one principal limit the analyst’s discretionary behavior on behalf
of another. For example, partucers in a law firm are agents of both their tirm
and the firm’s clients: indeed. they owe fiduciary duties to both. The firm
has an interest in maximizing its revenue from client representation; the
client has an interest in obtaining the best quality service possible for the
lowest fee. Although these interests are in tension, we do not conclude that
the conflict is impermissible. Instead, the attorney’s discretion to mmaximize
firm revenues is constrained by the attorney’s fiduciary duty to the client,
which precludes the attorney irom charging more than a reasonable fee.

As in the attorney exainple, fiduciary principles offer one mechanism
for limiting the extent to which an agent’s objectives may diverge from those
of the principal. In trust law and corporate law, the duty of lovalty requires
the agent to give primacy to the interests of the principal. In a customer-
supplier relationship, the cuty of lovaliy does not apply, but the contract
doctrine of geod faith provides an anafogous constraint. The quasi-agency
model suggested here utilizes a duty similar to these. Thus, instead of

bairing analyst business velationships as other proposals suggest, we propose

333, Il
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that such relationships should be constrained by a “duty of reliability.” With
respect to conflicts, an analyst would breach this duty of reliability if he
issued a report or recommendation that would not have been issued by a
reasonabie person, similarly situated, who lacked the conflicting
relationship. As with the attorney’s fee discussed above, standard market
practices would provide a benchmark for the legal standard.

By framing the analyst’s obligation in terms of a duty of reliability, the
analyst is given greater freedom to cross-subsidize research by providing
services to other business operations than under the recent regulatory
reforms. At the same time, the analyst would be precluded from allowing
those services to influence the nature or quality of his research or the
resulting recommendations. The standard also would reach other
potentially contlicting interests, including those that regulators have not yet
identified. Thus, the duty of reliability would provide the same type of gap-
filling and flexibility that are valuable components of traditional fiduciary
duties.

The analvst’s duty of reliability would reduce agency costs in two ways.
First, it would decrease the need for investors to investigate and evaluate
potential analyst conflicts. In  comparison to increased disclosure
requirentents, a duty of reliability would place the burden on the analyst to
avoid being influenced by competing business considerations. Second, the
duty would reduce monitoring costs. Investors wouid not face the need to
keep tabs on the analyst’s related business activities to ascertain potential
motives for analvst statements.

Another concern about analyst behavior is that an analyst’s report or
reconmmendation may falsely imply that the analyst has engaged in an
m’)p:‘iaie amnount of research and possesses a suitable factual basis for the

in this case mvolves an informational asvimmetry. It is impossible
for investors to verify whether the analyst has engaged in sufficient research

stfy his conclusions. At the same time, under cuirent law, the analyst is

ander no obligation to disclose factors that may undercut the reliability of
the conclusions unless those tactors rise to the level of a disabling conflict.
Em;ir-m;mg a duty of reliability also can alleviate this concern. Accordingly, we
> that the duty of reliability incorporate the treaunent of analyst

wdations as implied factual statements, in which the analyst is held

"e hoth for his or her belief in the statements and for having a

“making them. This component of the duty of reliability
ort in the Supreme Court’s analysis in Virginia Bankshares, Inc. v.
Virginia Bankshares involved an etfort by an issuer’s directors to
ity for securities fraud on the bhasis that the statements that they

ioxy matertals that characterized a proposed merger as “fan™ were
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merely opinions rather than fact. The Court recognized that statements of
belief or opinion "are factual in two senses: as statements that the directors
do act for the reasons given or hold the belief stated and as statements about
the subject matter of the reason or belief expressed.””

It is unlikely that, under current law, courts would hold analysts to the
standard of disclosure articulated in Virginia Bankshares. First, the statements
in Varginia Bankshares were misleading, in part, because they failed to
disclose all the relevant information that the directors possessed about the
value of the firm.” The Supreme Court has stated repeatedly that omissions
are actionable under the federal securities laws only when the speaker has a
duty to disclose.”™ Although corporate insiders are often charged with such
a duty, based on their fiduciary obligations under state corporate law,™
analysts do not possess an analogous obligation. Second, the Virginia
Bankshares Court expressly premised its holding on the fact that the
defendants were corporate directors, reasoning that stockholders would view
directors’ statements as reliable both because of the directors’ expertise and
knowledge and because of the directors’ state law fiduciary obligations.w‘”

Nonetheless, the Court’s reasoning applies with equal force to analyst
recommencdations. Investors believe that analysts have superior information
and expertise, and that knowledge 1s what gives analysts the power to affect
market prices. Moreover, for analysts to act as effective gatekeepers, it 1s not
only desirable but also necessary that investors rely on them in the manner
described in Virginia Bankshares. Finally, the informational disparity between
investors and analysts is best addressed by a rule that treats analyst
recommencdations as factual statements and holds analysts accountable if
they do not actually believe those statements or if thev lack a reasonable
basis for making a particular recommendation.™ Such an “implied fact”
rule, implemented as the second component of the analyst’s duty of
reliability, gives analysts an incentive to recuce agency costs by disclosing to
investors all relevant information about the basis for their recommendation,
including any limitations on their research, conflicting evidence, and so

335, Id. at 10992,

336, Seedd. at 1094 (describing how statements failed to disclose evidence of the thinness of
the market and about the going concern value of the firm).

337, See Chiavella v, United States, 445 5.5, 2220230 (1980) (notng that silence may be
frandulent but only when there is a dury o disclose).

338, See Dirks v. SEC, 463 U5, 646, 654 (1983) (identifving "independent fiduciary duties”
owed by corporate insiders to the corporaton and its shareholders).

330 Virginia Banksheres, 501 TS at 1091 ("Shareholders know that divectors usually have
knowledge and expertess fin exceeding the normal investor’s resources, and the directors’
perceived superiority is magnified even further by the commmon knowledge that state law
customarily obliges them to exercise their judgment in the sharcholders” intevest.”).

3400 See Videan Metals Coo vo Shmmons Mlg, Co., 248 F. 833, 856 (2d Cir. 1918) ("An
opimon is a fact ... When the parties are so situnted that the buver iae reasonably relv upon

the expression of the seller’s opinion, itis no excuse 1o give @ false one.”).
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forth. Regulation AC provides part of the mechanism for creating such a
duty—requiring analysts to certify their belief in what they say—but is
limited to the subjective component of the duty of reliability proposed here.
Moreover, Regulation AC does not create a private right of action and,
absent significant new provisions for lability, 1s arguably ineffective in
creating a functioning duty of reliability.

A quasi-agency approach to analyst regulation is also justified by the
legal and regulatory roles imposed on analysts as gatekeepers who have the
capacity to harm issuers, shareholders, and the market generally. Under
state law, corporate insiders owe fiduciary duties to the issuer and its
shareholders because of this capacity to do harm. In defending traditional
insicder trading liability, for example, Goshen and Parchomovsky focus on
agency principles, demonstrating that much of the harm from insider
trading stems from the fact that it generates incentives and conflicts that are
inconsistent with the corporate official’'s fiduciary obligations to the
corporation. At a minimum, insider trading may distract corporate insiders
from focusing on corporate operations. More important, the ability to
exploit corporate information for personal profit creates a conflict between
the insider’s interests and those of the corporation and its shareholders.™

This agency analysis can be extended to analyst regulation. Although
the Supreme Court has distinguished between analysts and traditional
corporate agents,m its argument is based on false assumptions.m:" Securites
analysts are not standard corporate agents in the legal sense.”" Nonetheless,

341, For example, insiders may hoard corporate information for their private wading
benefit, reducing the overall quality and quantity of corporate disclosure. They face greater
incentives to distort corporate disclosure - ovder to enhance their trading profits. To achieve
this goal, insiders may manipulate the timing and even the substance of corporate decisions.

342, Dirks v. S.E.C.. 463 U.S. 646, 633=-39 (1983).

343, Similarly, Goshen and Parchomovksy argue that because analysts are not corporate
decisionmakers, their use of nonpublic information does not create comparable agency costs.
Goshen & Parchomovsky, supra note 164, at 12615 e also id. at 1259-60 (reasoning that, unlike
waditional insiders. analvsts cannot influence firm decision-making for their personal benefit,
nor can they control scope or timing of corporate disclosiire).

344 The classic elements of legal agencv—consent, benelitand control—are presentin the
analyst’s relationship with his emplover. the issaer, and the investing public. See. e.g.. Hanson v,
Eynast, 494 NE2d 1001, 1094096 (Qhio 1986) (setting forth basic elements of agency). The
analyst’s role is clearly consensual from the perspective of all participants, including the
analyst’s emplover. the issuer that voluniarvibv uses analysts both to disseminate information and
to control thar infermation and the manner in which it is disseminated, and investors who rely
on analvst reports and pav, directlv and incdivectlv. for analvst services.

With respect to control, anadvsts ave subject to the control of their employers. Analysts
are also accountable . and hience under the control of L investment banking clients. Issuers
exercise substaniial contmrol over analvsts even though they are not the analests’ direct
emplovers. as demonstrated by the evidence in Part 11 of this Arvticle. Finally, in preparing
research and reports that are directed 1o the investing morkeiplace, analvsts are under the

ndirect control of investors.,
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agency conflicts create an analogous risk that analysts will use their influence
over market information and firin decision-making to benefit themselves or
competing business interests.

The gatekeeping model of the securities analyst is premised on the idea
that the analyst’s interests will be aligned with those of the issuer and the
marketplace. Analysts traditionally have received market-sensitive corporate
information that they are supposed to use for corporate purposes. These
purposes may include increasing public awareness of the issuer and its
operations to facilitate capital formation, increasing securities sales in a
public offering, or increasing the extent to which market prices accurately
reflect the corporation’s present and projected operating results. Analysts
control the degree to which this information actually benefits the
corporation by varying the extent to which they release it in a timely and
accurate fashion. Conflicts of interest induce analysts to distort this
information flow. The ownership interests of analysts and their personal
tracding of covered securities create an incentive for them to distort or hoard
information and to manipulate the timing of disclosures in order to create
and exploit trading opportunities. Likewise, business interests, such as the
desire to promote investment banking business, create an incentive for
analysts to generate unduly optimistic reports and recommendations. The
result of these conflicts is a tension between the business interest and the
gatekeeping role. The access and information interests may create further
analyst bias by interfering with analysts’ ability to monitor management
effectively.

Like corporate insiders, analysts can affirmatively harm corporate
operations. The timing of operational decisions may be motivated by the
timing of financial disclosures, such as a pending 100 release, rather than by
business factors. Analvsts’ ownership and business interests can combine to
create an emphasis on short-term results, which may affect their own
portfolios and those of their clients, but may cause management to under-
invest in research and development and other long-term projects, thereby
sacrificing long-term growth. Analysis also can cause stock price movements
that interfere with mergers or other operational decisions. Most important,
by demanding rapid growth and releasing unrealistic projections, analysts
can pressure corporate officials to invest in excessively risky projects, to
“manage” earnings and other financial data, and cven to engage in fraud.

Lastanalvsts provide a variety of benelits for issuers, mvestors, and the marketplace. If
their information is accurate. issuers benefic from a more effective and veliable disclosure
method, mvestors benetit by receiving valuable sccwrities information as well as monitoring,
and the markeis benelit from greater eificiency. Fven when the information s distorted
through the conllicts described above, analvsis are working primarily for the henetit of others,
inclnding issuers who benctit from analvsts’ seivices thua tacilivare their public offerings and

mstitutional invesiors who can use preferential intormaiien (o create rading opporiunities.
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There is no evidence to show that these harms are outweighed by the
efficient market benefits that were emphasized by the Dirks Court.”™ Indeed,
existing empirical evidence leads to the opposite conclusion. Although truly
independent research and analysis might serve a valuable market function,
analyst distortions currently are more likely to decrease market efficiency
than increase it. As Donald Langevoort has explained, recent empirical
research supports the view that analysts are contributing to mispricing,
rather than accurate pricing.”"

In sum, the reality of the analyst position reveals that if analysts are to
operate as gatekeepers—with a role in monitoring management, conveying
information to increase market efficiency, and advising investors on capital
allocation—the regulations should treat analysts as quasi-agents and vest
them with agency-like duties. Specifically, analysts should be bound by a duty
of reliability. Analyst conflicts are likely to result in agency costs similar to
those imposed by the self-dealing of traditional corporate insiders.
Incorporating an agency perspective will help to decrease the conflicts
created by the analyst role.

B, THE QUASI-AGENCY MODEL APPLIED 70 REGULATION FI)

The empirical and anecdotal evidence reviewed in this Article
demonstrates that the traditional hands-off approach to analyst regulation is
inappropriate. The theory of analyst regulation articulated in this Article,
however, is not premised on fairness considerations or the presence of an
unerodable trading advantage. Thus, we reject as insufficient the SEC’s
focus on fairness as the basis for its theory of analyst regulation. Instead, the
quasi-agency model incorporates an efficiency rationale. Specifically, we
argue that Regulation FD is justified as a mechanism for reducing agencv
Costs.

As Jensen and Meckling explained, agency costs constitute the sum of
monitoring expenditures by the principal, bonding expenditures by the
agent, and residual losses not prevented by either monitoring or bon(ling.'m
These costs can be reduced in a variety of ways. In particular, it is possible to
recduce agency costs through obligations that are imposed on third parties,

345, Divks, 463 U.S. ar 638-59 (1983). Similar arguments have been made by other scholars.
See, e.g., Goshen & Parchomovsky, supra note 164 ar 1238 (noting lack of analvst intluence on
corporate decision-making): Craft. supia note 16, at 127-28 (arguing that analysts’ expertise
enables them o digest complex corporate information). See generally Peter 1. Cholakis, Company
Disclosure of fsarnings Projections: Showid Individual Investors Be Allowed into the “Ball park ™2, 39
SANTA CLARA Lo REV. 819 (14999) (arguing that analysts vet information  ilwough  their
disclosure, providing a type of disinterested seal of approval).

340, Donald €. Langevoort. Taming the Snimal Sperits of the Stock Markets: A Belhavioral
Approach to Securities Regudation, 97 Nw. UL L0 REV. 135, 166=70 (2002). Langevoort suggests that
avariciy of behavioral biases exicerbate the incentives created by analvst conflicts and business
relationships. 7d.

b}

3470 Tensen & Meckling, swfoanote 12, at 308,



THE SECURITIES ANALYST AS AGENT 1087

rather than directly upon the agents. The SROs, for example, are charged
with monitoring analysts and their employers. The purpose of this
monitoring is to decrease agency costs to investors.

The SEC’s promulgation of Regulation FD can be rationalized as
another method of reducing agency costs by restricting the conduct of a
third party. In the case of Regulation FD, the restriction is imposed on the
issuer. Regulation FD does not regulate analyst behavior directly. As
described in Part I C above, selective disclosure can interfere with analysts’
ability to perform their roles as agents to their employers, the issuers, the
investors, and the marketplace. Regulation FD reduces analysts’ incentives to
distort their reporting in order to gain better access to corporate
information, thereby reducing the informational asymmetry between
imvestors and analysts. In addition, Regulation FD prevents selective
disclosure from interfering with the company's obligations to its
shareholders. Like traditional insider trading regulation, therefore,
Regulation FD prevents management from using selective disclosure to
manipulate analyst behavior by increasing the ability of analysts to function
as effective gatekeepers and enhancing the value of the analyst to the issuer.
Considering Regulation ¥D under the quasi-agency model, it becomes
evident that by barring selective disclosure, Regulation ¥D reduces the
ability of management to subject the analyst to a conflict of interest by
conditioning the analyst’s receipt of corporate information on the analyst’s
willingness to issue reports consistent with management’s instructions.
Regulation FD also increases the veliability of the analyst’s product by
preventing the product from being the subject of such management
influence.

Several commentators have sought to justifv selective disclosure based
on presumed efficiency enhancements that analysts provide. For example,
Stephen Choi argues that some corporate information may be too sensitive
to permit public disclosure.™ Widespread release may recduce firm value by
providing information to competitors or may expose the company to
securities fraud litigationfHEJ Choi argues that selective disclosure allows
management to release the information to a small group and thereby
veduces the risks associated with the disclosure.™ The evidence
demonstrates, however, that management can use selective disclosure as a
tool to manipulate and often block critical evaluations, thus undermining

95

the capacity of market information to monitor management behavior.

348, See Stephen J. Chot, Selective Discloswes in the Public Capital Meokets, 35 ULCoDANIS L
REV. 533, 54142 (2002),

MO Ld oar 542,

350, .

351 Moreover, selective disclosure of the tvpe advacared by Chot is most likely to ocour in
the context of due diligence, a context net addressed by Regulation FD.
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Goshen and Parchomovksy argue that firms also can use information
access to induce analyst coverage that they would otherwise be unable to
obtain.™ Although in theory this mechanism should benefit investors, in
practice issuers can use selective disclosure to “buy” more than mere
coverage, they also can buy analyst hype. Small capitalization companies are
particularly vulnerable to the risk that this hype will be used to raise
excessive capital to or allow insiders to exit at inflated prices. And the buying
of such coverage interferes with analysts’ role as efficiency enhancers.

Finally, Choi and Talley argue that selective disclosure to large
blockholders may subsidize valuable monitoring activity, thereby improving
firm value for all shareholders.™ This argument fails to recognize that the
financial pressures faced by money managers and their need to maintain
sufficient liquidity generate a greater need for institutions to demand
protection from the price effect of analyst downgrades than to demand
governance changes from corporate management. Institutional resistance to
downgracdes may partially explain  the optimistic bias of analyst
recommendations. Moreover, the pattern of institutional trading reveals
that, when a company is in trouble, institutions consistently prefer exit to
voice.

Selective disclosure compromises the analyst role in other ways as well.
It allows corporate officials to purchase analyst complaisance and even
cooperation with the currency of an informational advantage. This
complaisance sacrifices independent information-collecting efforts. The very
existence of selective disclosure makes it easier for analysts to rely on
company-provided information. rather than engaging in independent
research. Analysts grow increasingly dependent on company insiders for
information, further decreasing independent efforts at collecting
information. Selective disclosure thus enables management to buy analyst
optimism and to silence critics of management decisions with the threat of
curtailing information flow.™ As a result, the ability of analysts to act as
gatekecpers and independently check management decision-making
decreases, and the added value analvsts theoretically provide to the market is
eliminated.

As the incentives for independence fade, so does the quality of analysts’
information. Analysts who depend on selective disclosures of company

352, Goshen & Parchomovsky, supnranote 16-4, at 1268-64).
353, Stephen J. Choi & Eric L. Talley. Playing Favorites with Shareholders, 75 5. CALL L. REV.
271, 29495 (2002). Although Choi and Talley recognize that such seleciive disclosure allows

large investors to obtain special trading profits. they reason that these prolits operate as a
subsidy for the risks associated with a farge ownership position. including veduced liquidite. 7d.
The argument does not address the question of whether investors are  willing 1o pay
blockholders for such monitoring.

354 See Langevoort, sujra note 220 ac 104043 (examining Tissuer-analvse behavior™ under a

sistemn of selective disclosure).
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information are co-opted. As dependence, not independence, becomes the
norm, fewer analysts search for information in the old-fashioned, dig-up-the-
numbers or pound-the-pavement fashion. The analysts fail to challenge the
information given them, simply incorporating it into forecasts, and the
result is inaccurate, and, arguably, meaningless information. The forecasts
are about currying management favor or investment banking business, or
both. rather than providing the allegedly non-biased, cleansed review of
management that courts and commentators have used to justify analysts’
privileged information access.

As analysts increase their reliance on company-provided information,
the threat of being cut off in respense to negative reports becomes more
potent. Analysts who depend on company sources for information cannot
afford to anger their sources with negative reports. Analysts who depend on
company sources cannot afford to be frozen out of company meetings.
Analysts who depend on company sources have to worry when those sources
threaten to have them tired. In short, analysts who depend on company
sources for their information cannot afford to criticize or upset those
sources.

Further, when analysts rely, some would say excessively, on selectively
disclosed information without doing their own investigative research and
fact checking, the information is subject to bias or outright manipulation.
The information then shared with the marketplace actually does not
promote accurate stock pricing or improved information tlow. Instead, it
compounds the effect of company hype without providing a check on that
hype. The information to the market is distorted by the company’s own lens.
The analysts become only company conduits. not independent value-adders,
and fail to fulfill the theoretical gatekeeping role for which they were
accorded privileged status.

Selective disclosure also can hurt corporate performance. Over time, as
the svinbiotic relationship between corporate officials and analysts develops
and increases, corporate officials may begin to manage earnings and other
financial information in order to conform to analyst forecasts. The process
becomes circular with both actors manipulating predictions, but with only
one side knowing the vruth. The existence of selective disclosure can thereby
create incentives for corporate decision-making focused on analyst
projections, rather than company goals.

Recent analyses suggest that this argument has merit—analyst pressure
can directly affect corporate decision-making. Theve is reason to believe that
the recent corporate focus on earnings announcements and shortterm
stock prices is, in part, @ respounse w analyst demands. The market places
extreme importance on these criteria due. in pait. to the “contribution” of
analvsts. That reliance supporis the propesition ot Fuller and Jensen that

management efforts to respond to analyst pressure on earnings estimates
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was an important factor in the demise of Enron and Nortel.™ Pressure to
meet unrealistic analyst predictions spurred management to reach for
unattainable earnings growth, leading to an unsustainable cycle of ever-
increasing earnings announcements and share prices.:"?’“ The market reacts
strongly to any divergence between operating results and analyst

3

predic[ions.3 Analyst activity increases pressure for officials to manage
earnings in order to meet expectations.fm Analyst focus on predictions,
short-term numbers, and earnings data thus influences managerial
decisions.™ Fuller and Jensen’s view is that this misplaced management
focus may impact operational decisions and, ultimately, sacrifice long-term
corporate proﬁtabi]ity.?'m In this scenario, the analysts have assumed a role in
corporate decision-making.

Selective disclosure also can align analysts with management’s personal
interests in a manner inconsistent with other corporate or shareholder
interests. For example, managers who are paid largely in options, as were
those of the Internet era, cannot afford to miss their analysts’ earnings
expectations.%1 As long as favorable analyst reports keep stock prices high,
managerial compensation tied to company performance will increase.
Favorable analyst coverage also may improve managers’ reputations and
facilitate their future employment opportunities. Managers then have an
incentive, at best, to harness analyst optimism, and, at worst, to manipulate
information to increase their private gains. As the relationship builds, the
power of accurate stock-market prices to discipline management and its
decision-making through the takeover market erodes. Selective disclosure,
then, can lead to a relationship in which the analyst is promoting
management’s interests, rather than those of the shareholdenrs.

Selective disclosure enables management to buy institutional investors’
complaisance with the currency of superior trading opportunities. Contrary
to the position taken by Choi and Talley, selective disclosure reduces rather
than increases the potential for productive monitoring by large
stakeholders. Selective disclosure enables institutions to profit at the
expense of other traders, even with investments in suboptimal management.
Because of their opportunity to exit before negative information hits the
marketplace, institutions receive protection against downside risk. Further,
the negative reactions bv institutional investors to anv downgrades of the
stocks thev own adds to the analysts’ incentive to maintain positive ratings.

355, Fuller & Jensen, supra note 136.
350, fdau 4344

S57. Jdavd,

338, [ ar42.
359, d
SO0. Fuller & jensen, supra note 156, at 42,

361 Hhillany Ao Sade. fudoing Henristies, 35 UL DAVES L REV. 905, 9335 00135 (2002).
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Selective disclosure thus contributes to the agency costs inherentin the
conflicted analyst rele this Article describes. Regulation FD recognizes these
agency costs and responds by prohibiting the selective disclosure that
aggravates the quasi-agent status of agents. The resulting of
agency costs provides an efficiency-based justitication for Regulation FD’s
prohibition on selective disclosure. Significantly, Regulation FD reduces
analyst agency costs without directly imposing state law agency principles
such as fiduciary duties. By decreasing agency costs, Regulation FD increases
the reliability of analyst research and reports.

Importantly, this argument is fundamentally different from attempts to
justify Regulation FD in terms of fairness or equal access to information.™”
The agency argument provides a substantial departure from the SEC’s stated
reason for promulgating the rule.”™ As with wtaditional insider trading
regulation, efforts to justify the prohibition in fairness terms are only
partially convincing. For example, it is difficult to identify the investors who
are disadvantaged by selective disclosure. Similarly, the presence of
systematic informational disparities in the marketplace undercuts claims
about investor expectations and frustrates attempts at principled line
(lrawing.%4 Regulation FD can instead be justified as reducing agency costs
and thereby improving market efﬁciency.:m

Regulation FD is a valuable supplement to existing law. It fills the gap in
current regulation of insider trading. Moreover, because Regulation ¥D is
not a fraud-based approach to regulation, it cannot be avoided through
disclosure. The Supreme Court’s analysis of insider trading regulation is
premised upon the idea that insider trading is deceptive. Accordingly,
liability under section 10(b) can, in theory, be avoided through appropriate
disclosure. If selective disclosure to analysts were regulated through insider
trading law, it would be possible to argue that, by disclosing their potential
conflicts of interest, such as personal trading or investment banking
velationships, analysts would eliminate any possible deception and thereby
avoid liability.

As the SEC has perhaps inadvertently recognized in promulgating
Regulation FD, disclosure of analyst conflicts is unlikely to reduce

362, See, eg., John C. Coates IV, Private v. Political Chowees of Securities Regulation: A Pelitical
Cost/Benefit. Analysis, 41 VA JUINT'L L. 531, 557 (2001) (criticizing Regulation FD as “effort o
compel ‘equal access” to informadon”); William ], Carney, furisdictional Choice in Securities
Regudation, 41 VA, JUINT'L L. 717, 727 (2001) (citing Fox, supra note 171, as demonsurating thar
fairness argument “is both misguided and wivial”).

363, Sees g Foxo supra note 171, at 664 (deseribing fairness as SEC's main justification for
Regulation FD); Williane K.S. Wang, Selective Discloswre by ssuers, {ts Legality and Lx Anie o
Some Obsevvations in Response to Professor Fox, 42 VAL [ INT'L L. 869, 871 (2002) (noting fairness
considerations in ratonale for Regulation FD).

36 See Foxo supra note 171, at 669-70 (dispuring efficacy of fairness vationale for
Regulation FD).

3650 Seedd. w692 (explaining Regulation FD's improvements to market efticiencyy.

5
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substantially the agency costs generated by these conflicts. First, as the
preceding discussion demonstrates, analyst conflicts are varied and often
subtle. An analyst may, for example, have no existing investment banking
relationship with an issuer, but will be looking at potential chents. A
requirement that the analyst disclose existing investment banking
relationships does not eliminate this conflict. Second, although disclosure
might prevent investors from unduly relying on analyst recommendations, it
would play no role in reducing the pressure that analyst behavior imposes
on corporate decision-making. Disclosure would not stop the collusion
between analysts and corporate management over the manipulation of
earnings estimates. Finally, a key premise of Dirks is that securities analysts
play a role in collecting and disseminating information to the securities

366 . . .
markets.”” Disclosure of analyst conflicts may prevent investors from
claiming they have been misled, but it is inconsistent with maintaining their

. . 367
important gatekeeping role.™”

366, See Divks v. SEC, 463 U.S. 0646, 638-59 (1983) (discussing analysts’ beneticial
contributon to healthy securities markets).

367, The ugency analysis suggests that some moditications o Regulation ¥FD mav be
appropriate. For example, the SEC has restrictively interpretecd the degree of disclosure
necessary 1o meet the rule’s requirements. Given its selective disclosure target, issuers should be
able to employ any manner of disseminaton sutficient to alieviate the selectivity problem and
prevent favoritism. As a resuly, disclosure methods assuring broad dissemination, including
webcasts, are arguably sufficient. Similarly, the Regulation should not preclude an issuer from
selectively disclosing information o investors during a sharcholder meeting that is not open to
the general public. See. e, SEC, DIV, OF CORP. FINANCE, MANUAL OF PUBLICIY AVAILABLE
TELEPHONE INTERPRETATIONS (4th Supp. Oct. 2000). cvailable at hup://wwiwvsec.gov/interps/
telephone/phonesupplementd.hun (on file with the Towa Law Review) (advising that such
disclosure would be inconsistent with Regulation FD's public disclosure requirement)

Regulation FD also mav be underinclusive in eliminating opportunities for issuers to
offer analvsts selective informational benetits. The SEC telephone interpretation manual
suggests that an issuer may properly disclose material information to a favored group ot
analysts, it the issuer makes simultaneous disclosure of the information through an EDGAR
filing. See id. (swuing that, under Interpretation 6, “{plrior ro making disclosure o a select
audience, the issuer necd only confirm that the filing or furnished report has received a filing
date (as determined in accordance with Rules 12 and 13 of Regnlation S-T) that is no fater than
the date of the selecaive disclosure™. This practice allows selected analvsis an informational
advantage over the rest of the marketplace. SEC endorsement of it facilitares favorec groups of
analysts with whom issuers maintiin special relationships,  further genervating  conflicts
inconsistent with the analyst’s agency role and the objectives of the Regulation.

Finallv, Regulation FB could be modified to remove it further from the lrand-hasecd
jurispruclence from which it arose, by adopting a different standard tfor materiality. As currently
interpreted. Regulution FD prohibits the selective disclosure of all material information. Issuers
have complainec that the materialiy standard is unworkable generallv and that its application
to this area places a heavy burden on corporations to make nuanced legal determinatdions in the
context of fast paced disclosure decisions. When viewed as a regulation designed to eliminate
quasi-ugent contlicts, like the use of access to information as currency, a narrower definition of
materialiny mav be warrinted. The American Law Institute’s Federal Sccurities Code concept of

a “tact of special signiticance” provides a potential souwrce. The Code relies on this conceprt for
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C. FURTHER APPLICATIONS OF THE QUASI-AGENCY MIODEL

A complete resolution of the industry’s problems is beyond the scope of
any single article. As the previous section reveals, the quasi-agency model
provides an alternative efficiency-based justification for Regulation FD.
Similarly, the model can provide a starting point for addressing other analyst
contflicts.

For example, Part II described conflicts created when analysts invest in
the securities of covered companies. These investments create the potential
for analysts to obtain collateral prefits from the analysts’ evaluation and
dissemination of information to the investing public. Classic agency law
principles prohibit agents from obtaining this type of benefit at the expense
of the principal—any personal profits obtained by agents in the course of
the agency relationship belong to the employer, whether or not the agent
obtained the prefit through \Vl‘Oﬂngiﬂg.“mThe agency law rationale for this
rule, which was derived from the law of trusts, is that the potential for
personal profit creates an inherent conflict for agents and undermines their
ability to privilege the rights of the princi[f)al.?'“9 Yet, with respect to trading
in covered securities, analysts and principals were both profiting from the
situation. Moreover, analysts’ trading was taking place with either the
express or implied consent of their employers.

Under current law, investors are expected to police this conflict. Yet, as
detailed above, thev do not—and neither does the market. Presumably,
investors and the market fail to monitor adequately because of information
costs, the same costs that led to the development of a rule of forfeiture in

the scope of insider vading hability, defining such a fact more narrowly than materiality in

general:
INSIDERS DUTY TO DISCL.OSE WHEN TRADING

SEC. 1603, (a) GENERAL.—It is unlawful for an insider to sell or buy a security ot
the issuer, it he knows a fact of special signiticance with respect to the issuer or the
security that is not generally available, unless (1) the insider reasonably believes
that the fuct is generally available, or (2) the identity of the other party to the
transaction (or his agent) is known 1o the insider and (A) the insider reasonably
believes that that party {or his agent) knows the fact, or (B) that party (or his
agent) knows the tact trom the insider or otherwise.

FED. SEC. CODE § 1602 (1980). The Code also states the following:

A fact is “of special significance” it (A) in addition to being material it would be
likely on being made generally available to affect the market price of a security to a
significant extent, or (B) a reasonable person would consider it especially
important under the circumstances in determining his course of action in the light
of such factors as the degree of i specificity, the extent of its ditterence from
information generally available previously, and its nawire and reliability.
Id. § 202(56).
368, Seec e Tarnonskiv, Resop, 51 NOW.2d 80T (Minn. 1952).

J69.  Seeid. a S04=05.
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trust law.” Moreover, although disclosure may reveal the existence of a
contlict, it does not convey the extent to which the analyst’s objectivity has
been compromised. Other principals, such as institutional investors or
venture funds, may fail to object because they benefit from the of
interests that occurs when an analyst owns covered securities.

If the potential for personal profit when analysts trade for their own
accounts undermines agent fidelity, a more appropriate regulatory response
would limit the potential for analysts to engage in abusive trading. Here, the
securities laws already provide a model. Section 16(b) of the Securities
Exchange Act imposes limitations on personal trading by officers, directors,
and large shareholders.””" The statute does not make such trading illegal; it
simply provides that, under specified circumstances, profits generated by the
tracdes are forfeited to the corporation.m In particular, the statute requires

forfeiture of protits generated through short swing trading—a sale and

subsequent purchase, or the reverse, within a six month period.ﬁm

The law takes the position that short swing trades by insiders are
particularly subject to abuse. The abuse is of the duty of loyalty type,
consistent with an agency rationale for insider trading liability. Importantly,
although the federal securities laws also require disclosure when corporate
officials trade in their company’s securities,'”'?'l the law seemingly recognizes
that disclosure is not a sufficient mechanism for preventing abuse. Section
16(b) is an agency-type remedy aimed at reducing the costs of the manager-
shareholder agency relationship.m Given that the quasi-agency relationship
between analysts, the issuer, and its shareholders creates analogous agency
costs, a similar remedy seems appropriate.

The investiment banking conflicts, or business interests, offer the
greatest challenge from a regulatorv perspective. Recent regulatory and
media attention has focused on these conflicts, and the Merrill Agreement
and NASD regulations are modest efforts to address the issue through
greater separation  and increased disclosure. The agency model
demonstrates, however, that the magnitude of these conflicts and the lack of
a single defined principal mav be too substantial for the scope of the
proposed remedies. In the investment banking context, the interests of the

3700 See Inoe Gleeson’s Will, 124 NLE.2d 624 (1L App. Cr. 1955) (requiring that trustee
torfeit personal profit o trust despite absence of demonstrated unfairness).

3710 1 US.COS 78p (2000).

372, Id

373. Id.

376 Insiders are required to disclose the timing and amount of their wading. See id. §
7Ep e (20000, Simitar disclosure of specific analst wrades also might be appropriate. rather
than the cwrrenty permitted boilerpiawe proviso that analysts may hold positions in coveredd
secniitics.

A75. 0 See Sreve Thelo The Genius of Section 10: Regulating the Management of Publicly Held
Companies, 42 HASTINGsS L 293, 305 (1991) (expliining that section 16 can best be cetended

in rerms of reducing agency costs of management-sharcholder relationship).
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selling firm and the investing public, for whom the analyst is supposed to
function as a gatekeeper, may be in direct conflict. As a result, agency
principles suggest that the pressures imposed by investment banking
operations may overwhelm the analysts’ efforts to adhere to their
gatekeeping role.

The most attractive solution to this problem may appear to be a
complete separation of investment banking from analyst services, based on
the proposition that a person cannot serve two competing masters. Indeed,
commentators have advocated a similar separation, for analogous reasons,
between the provision of consulting services and auditing services by
accounting firms.”® The history of the brokerage firm, however, suggests
that attempting to remedy the conflict through a complete separation of
functions may prove problematic. Investment banking has been linked to
analyst services not merely because of the natural synergy between the two,
but because the information dissemination and evaluation functions
performed by analysts may not be independently viable absent the subsidy
provided through investment banking revenues.

For some time, the industry has touted its Chinese walls as the answer to
the problem. The existence of these walls is, first, proof that the problem
exists and, second, an appealing but ineffective answer. In theory, these walls
provide an attractive short-term fix for the improprieties plaguing the
financial services industry. In reality, the walls are porous. Moreover, efforts
to eradicate completely the influence of investment banking may result in
the elimination of analyst activity altogethel:?’77 As pointed out in Part I
above, without their role in investment banking, analysts are not directly
profitable to the firm. Thus, resolution of these preblems requires increased
sensitivity  to the role of analysts as quasi-agents. including the
appropriateness of leaving this question to the SRO:s.

One possible alternative to SRO supervision is private civil remedies.
Historically, courts have been wary of extending liability to analysts for
misleading reports or recommendations. Private suits by investors, in
particular, are barred by a variety of doctrinal limitations, most stemming
from the legal conclusion that analysts owe no fiduciarv duty to investors or
the marketplace.m The quasi-agency model suppoits a broader recognition
of analyst duties. At a minimum, the model suggests that, consistent with the

376, See, g, Robert Ao Prentice, The SEC and MDP: Implications of the Self-Serving Bias for
Independent Auditing, 51 O1110 ST, L.). 1297 (2000).

377, This problem could be redressed through the provision of an alternative source of
funding for independent avalvsis. For a proposal advocating independent tunding through o
voucher mechanism see generally Choi & Fisch, suprra note 311.

3780 Seec ez Moss v Morgan Stanley Inc. 719 F2d0 5 (2d Cirs T985) (disimissing investor’s
securities frand suir against analvsts because plintft failed to demonsorate that anadvsis owed

him a duty of disclosure).
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gatekeeper role, when analysts disseminate information into the market,
2 o118 379
they should be held to a duty of reliability.
Consideration of the agency model would not be complete without a
few reflections concerning the appropriate regulatory authority. Historically,
the SEC has taken a hands-off approach to analyst regulation, preferring to

330
leave the matter to the SROs.

Regulation AC reflects the SEC’s current
willingness to address one concern of the quasi-agent status, the truthfulness
of analyst reports. The potential effectiveness of Regulation AC is reduced,
however, by its limited enforcement mechanisms. Importantly, although the
Sarbanes-Oxley Act reflects a congressional concern for increased analyst
regulation, it permits the SEC to delegate analyst regulation to the SROs.™

Such continued delegation is problematic. The SROs have proved
themselves to be unable or unwilling to impose and enforce meaningful
restrictions on analyst conflicts and self-dealing. The NYSE and the NASD
are run by, and primarily are accountable to, their members, the brokerage
firms. Given the importance of investment banking business for member
firms, it is unrealistic to expect the SROs actively to curtail a structure that
promotes these operations. As Part II explains, the current role of analysts is
ideal from the perspective of the brokerage firms. Analvsts function as de
facto salespeople who play a valuable role in the firms’ most profitable
corporate finance business. In addition, brokerage firms often benefit more
directly from analysts’ work through proprietary trading in covered
securities. [t is not surprising, then, that the scope of the regulatory response
by the SROs has been limited and that the SROs have failed etfectively to
enforce even the monitoring functions that they self—prescril‘)ed.:M The SROs
have little reason to disturb the status quo.

Most recently, state regulators have taken an interest in analyst
behavior. New York Attorney General Eliot Spitzer led the highly publicized
eftort described above to impose greater controls on analyst behavior
through state law litigation. After Spitzer successfully negotiated a set of
standards of conduct in his litigation against Merrill Lynch, New York

379.  As the cowrt’s reasoning in In re Credit Suisse J'irst Boston Corp. Securities Litication, 97 Civ.
4760, 1998 U.S. Dist. LEXIS 16560 (S.D.N.Y. 1998), demonstrates, this obligation need not be
premised on the inding of a legal agency relationship between analvsts and investors.

380. Notably, the Sarbanes-Oxley Act resolves anv potential ambiguity about the SECs
stanurory power to regulate analysts.

381, Sarbanes-Oxlev Act of 2002, Pub. L. No. 107-2.1, § 501, 116 Star, 745 (2002).

382, SRO rules required them to keep track of analvst invesiments and they did not do so.
Their spotty history on monitoring their own brokers indicates that they are negleciful in other
areas as well. See, e.g., Susanne Craig. Critics Lash Out at YWall Strect over Broker Actsc WALL ST, .,
Mav 24, 2002, at Cl (describing failure to catch broker who cheated clients our of 3125 million,
despite. muliiple red flags, including mailing of statements diverted 10 post-otfice boxes,
churming, and use of personal laptop at desk even though compuny prolibited such use).
There is no reason to helieve that thev will be better regutators now. See genevally Sale. supra note

321 (dewiling other non-analvst conflicts of interest in investment banks and urging reform).
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Comptroller Carl McCall announced that the state pension funds would
refuse to do business with any brokerage firm that fails to comply with the
Merrill Lynch standards \'oluntarily.:%'“ A number of other state pension
funds have announced similar plans.™

Although state regulators have recently shown themselves to be less
conflicted than the SROs, the desirability of addressing the analyst role
through state regulatory and enforcement efforts remains questionable.
First, there is no obligation on the part of the states to coordinate their
activities. As a result, extensive state activism could subject analysts to
conflicting or inconsistent regulations. Second, securities analysts play a
significant role in the national securities markets. State regulators long have
been restricted from regulating these markets, and there are reasons to
question whether thev have sufficient expertise to do so effectively.
Concerns of potential bias and provincialism also counsel against local
efforts to regulate national markets. Third, regulation of analysts is properly
coordinated within the existing regulatory structure of the securities
markets, which is provided by the federal securities laws and supervised by
the SEC.

Given the existence of an administrative agency that has long presided
over the markets, there is little justification for regulating analvsts through a
separate body. The SEC has sufficient expertise to regulate securities analysts
as well as to consider and coordinate the interests of brokerage firms and
those who benefit from the analysts’ role in the marketplace. Accordingly,
Congress’ direction to the SEC in the Sarbanes-Oxley Act is appropriate, and
the SEC should accept the responsibility. The principles set forth in this
Artcle should help in fashioning the resulting regulation.

CONCLUSION

.
ght of the

ownership, business, and access conflicts described in Part Il, many of the

The foregoing analvsis has several implications. In li

Justifications for the analvsts’ privileged regulatory status are unfoundecd.
Instead, this Article’s analysis demonstrates that increased analyst regulation
is appropriate becatse of the inability of private contractual solutions to
address these problems. Analysts, who face multiple dutics, are in the
untenable position of tving to adhere to conflicting lovalties. As quasi-
agents, analysts are not capable of fulfiiling their multiple roles.

There are three main reasons why regulation is necessary. First, as with

ency costs, the nature of the conflicts and the scope of their impact

)
lvsts are quasi-

agents, there are ne direct contractual relationships betwveen analvsis and

SR3 David Feldhein & Charles Gasparivo. Pension-Plan Officials Unvell Move to Protect Publie
Fuonels, WALL ST [ fuly 202002, ar O35,

B84 S dd (hetuding Califorvia and North Carolina).
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the issuers they cover, the investors, or the securities markets. Third, analyst
activities are financed indirectly. Although investors and issuers bear the
costs of analyst malfeasance, they are poorly positioned to discipline such
malfeasance through market transactions.™

Recognition of analysts’ quasi-agency status allows for a coherent,
efficiency-based justification for prohibiting selective disclosure to securities
analysts. As demonstrated above, analyst receipt and use of material
nonpublic information present analogous risks to the wuse of such
information by traditional insiders. Selective disclosure compromises analyst
independence, which undermines the analyst’s role as information
intermediary. Analyst pressure also may influence management objectives,
inappropriate corporate decision-making. Further, selective disclosure is
unlikely to increase market efficiency.

Finally, as this Article points out, Regulation FD is only one application
of the quasi-agency model. Given that the assumptions undergirding the
privileged regulatory status of analysts and investment banks are not
warranted, this Article proposes that analvst regulation be reformulated
from an agency perspective. An understanding of the analyst as quasi-agent
suggests that the regulatory challenge may require greater innovation than
tne structural restrictions and disclosure provisions mandated by the
Sarbanes-Oxley Act. In particular, the Aiticle proposes that analysts be
bound by a duty of reliability to the market and investors. Similarly, the
quasi-agency model offers new ways to reconcile the conflicts exposed in this
Article while retaining the analyst’s role as information intermediary.

T

thoi & Fischy supra note 31H a1 (explaining how public goods problems and

infoanadon wymmetries interfere with the market's abiline to discipline anadvsts effectively).
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