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Advance Praise for
Wall Street Research: Past, Present, and Future

“Professors Groysberg and Healy are two of world’s foremost authorities
on Wall Street research. This book is a must-read for anyone interested in
the state of investment research and its future. It examines the industry with
thorough academic research and interviews with industry insiders to provide
important insights on the role of Wall Street research in capital markets.”
—Barry Hurewitz, Managing Director and Chief Operating
Officer, Morgan Stanley Investment Research

“Groysberg and Healy bring alive the evolution of equity research over the past
fifty years through bull and bear markets. Their analysis of key factors, such as
independence of research and measurements of performance, provides a blueprint
for the future of equity research as an engine for generating value for investors.”
—Stefano Natella, Managing Director and Global Head of Research, Credit Suisse

“As a manager of buy-side analysts, this book is invaluable to my work. The buy-
side is naturally opaque and issues related to compensation, team structure, and
performance can be difficult to benchmark with competitors. We often ask ourselves
how many stocks an analyst can reasonably cover and how to best leverage sell-
side research. The findings in Wall Street Research provide important clues about
how the industry can manage these questions. | have not seen anything like it.”
—Guillermo R. Araoz, Former Director of Equities, Morgan Asset Management

“Groysberg and Healy are the preeminent chroniclers of Wall Street, having amassed
an unsurpassed treasure trove of history and knowledge from their decades-long pursuit
of the personalities, institutions, and regulations that have made the industry what it is
today. Wall Street Research explores potential business models and platforms for the
continuing evolution of sell-side research. The importance of independent research for
our industry, for the economy, and for individual investors makes this a must-read.”
—Jay C. Plourde, Executive Director, CLSA Americas

“Full of institutional details that deepen our understanding of sell-side research, this book
provides penetrating insights into the role that financial analysts play in stock markets.”
—Patricia Dechow, UC Berkeley

“In one short volume, the authors provide a historic perspective on Wall Street
research, while offering crisp and insightful views on topics that can seem intangible
and amorphous, even to those who are steeped in the traditions of the business.
The book is a valuable resource for experienced analysts, investors, brokers, and
regulators; it is also a great read for those who are about to embark on a career
in research, and for those of us who are getting ready to look back on one.”
—Stephen ). Buell, Director of US Equity Research, Canaccord Genuity Inc.



“An important objective analysis that should be read by all who want to
understand the role and value of analysts. It should be mandatory reading for
researchers, journalists, and regulators who deal with these professionals. “
—Trevor S. Harris, Columbia University and Former Managing
Director and Vice Chairman, Morgan Stanley

“Wall Street Research: Past, Present, and Future provides the reader with an excellent
historical perspective on sell-side research. Groysberg and Healy clearly describe
the many challenges that research departments have faced over the years, and
take an insightful look at what firms have done to overcome those obstacles. They
do a fabulous job of painting the picture of an ever-evolving business model.”
—Tom Maloney, Managing Director and Director of Research, Needham & Company

“As an analyst and research director for more than 30 years, | can say that the
authors did an outstanding job of describing the analyst role and the increasingly
difficult challenges presented by technology and regulatory change.”
—Robert P. Anastasi, Senior Managing Director and Director
of Equity Research, Raymond James & Associates

“A great read for people interested in the nitty-gritty of sell-side research
trends. | especially liked the analysis of the particular responses from the sell-
side to different realities in the ever-changing economics of the business.”
—Andres Ramon Cuellar Davila, Head of Equity Research Sales LATAM, GBM

“High quality investment research is critical for the efficient operation of any capital
market. This is one way in which investment banks can unequivocally deliver
constructive input as they redefine their role in society after the global financial
crisis. However, as the authors deftly highlight, the business model for funding
research has long been a challenging and rapidly evolving puzzle, making this book
a compelling read for anyone interested in the evolution of financial markets.”
—Damien Horth, Managing Director and Head of Research, Asia and Japan, UBS AG

“Filled with rich data, Wall Street Research gives us a new understanding of the role of
equity research in the financial services industry. It should be a go-to source for anyone
who wants to learn about where equity research has been, how it has responded to
important challenges and opportunities, and where it’s likely headed in the future.”
—Mark Chen, Georgia State University

“To most individual investors, sell-side analysts are in a ‘black box.” And yet, they play
a key role. This comprehensive and lucid examination of the responsibilities, incentives,
compensation, performance, and the history of sell-side analysts delivers a powerful
and much-needed introduction to the role that they play as market intermediaries.”
—Yingmei Cheng, Florida State University
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Preface

Wall Street or sell-side equity analysts provide research products and ser-
vices on publicly traded companies to institutional and retail investors
(collectively referred to as the “buy side”) to help them make more profit-
able investment decisions. In supplying this research, sell-side analysts also
provide a service to the companies they analyze by helping to create a
liquid market for their stocks. As a result of their role as financial interme-
diaries that serve two distinct constituencies, each with its own agenda,
sell-side analysts face inherent conflicts of interest.

During the last ten years the sell-side industry has been battered by a
series of shocks. As concerns over conflicts of interest mounted, the integ-
rity of its research output was questioned, leading to transformative regu-
latory changes. New technologies emerged to democratize information
and change the way stocks are traded, threatening the industry’s product
and business model. There were upheavals and stagnation in established
core financial markets such as the United States, Japan, and Western Eu-
rope. And burgeoning new markets in countries such as China and India
raised potential challenges to the dominance of leading firms.

Despite our common interest in the sell-side equity industry and in these
changes, our areas of expertise are quite different. Boris’s prior research
examines how financial intermediaries acquire, develop, and reward star
sell-side analysts, whereas Paul’s focuses on the tools that enable sell-side
analysts to develop insights into firms’ competitive positioning and to assess
their values. Yet our fascination with the changes we have lived through
during the last ten years brought us together to write this book.

Actually, we didn’t start out to write a book. Instead, over time we
undertook a series of case studies, field interviews, and academic studies
that we hoped would provide us with insights into the effects of the above
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changes and the industry’s future.! But as we reflected on the portfolio of
research we had completed, we recognized that it told a fascinating story
of an industry that has proven to be remarkably resilient in resolving eco-
nomic and regulatory challenges. Our goal is to provide practitioners and
academics with a deeper understanding of the forces that have shaped the
industry and the factors that account for its resilience.

The book consists of eight chapters. Chapter 1, “The Rise and Fall of
Equity Research at Prudential,” profiles how the Prudential Insurance
Company built and dismantled a research department over almost three
decades. The Prudential story highlights many of the key trends that have
affected sell-side research over time, focusing on, among other things,
the financial pressures faced by sell-side research departments due to the
delinking of investment banking and research and the move to low-cost
trading platforms resulting in lower per share commissions.

In Chapter 2, “What Do Analysts Do, and How Are They Managed?,”
we look closely at the job of an equity research analyst: what they do, how
they are hired, how they are evaluated, and how they are compensated.
Chapter 3, “Sell-Side Research: The History of an Information Good,”
reviews the economic challenges that sell-side firms experience in mon-
etizing their research output and discusses the two models that have been
developed to mitigate problems of information goods and generate rev-
enues for sell-side research, the trading commission model and the invest-
ment banking model.

In Chapter 4, “Investment Banking Model Challenges,” we examine
the rise of the investment banking model in the 1990s and the impact that
it had on the sell-side industry. We evaluate the impact of the Global Settle-
ment of 2003 on the use of investment banking to fund research.

Chapter 5, “Challenges to Trading Commission Model,” explores the
recent evolution of the trading commission model and the challenges that
this model has faced due to the enactment of Regulation Fair Disclosure
(Reg FD) in 2000 and to technological advancements that have had an im-
pact on stock trading as well as information gathering and dissemination.

Chapter 6, “The Performance of Sell-Side Research Analysts Re-
visited,” presents our findings on sell-side analysts” performance by com-
paring quantitative measures of analyst performance for different types of
sell-side analysts, such as those at investment banks and those at brokerage
firms. We then examine how sell-side analysts’ performance compares to
that of their buy-side counterparts.
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Chapter 7, “The Future of Sell-Side Research in the United States,”
examines a variety of innovations by sell-side research firms in the United
States in response to the regulatory and technology challenges discussed
in Chapters 4 and 5. Many of these innovations seek to segment the re-
search market and provide firms with opportunities to provide more val-
ued services to their leading clients.

Chapter 8, “Sell-Side Research in Emerging Markets,” looks at the
development of the sell-side research industry in China and India. We
discuss the factors that have enabled sell-side research in these countries to
enjoy rapid growth and more attractive pricing than in the United States.

Finally, in Chapter 9, we draw conclusions about the industry, its chal-
lenges, and its future.
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The Rise and Fall of Equity Research at Prudential

In the span of twenty-six years, the insurance giant Prudential entered
and then exited the stock brokerage industry. Prudential’s story illustrates
many of the changes and challenges facing the equity research industry
during this period. Like many competitors, Prudential entered the indus-
try as part of a “financial supermarket” strategy. Lured by attractive fees,
Prudential subsequently built an investment banking business leveraged
through equity research. The firm was also among the first to recognize
the conflicts of interest between equity research and banking, and volun-
tarily closed its investment banking business prior to regulatory changes
created to mitigate such conflicts. The resulting business model focused
on providing investors with trustworthy investment advice and trade exe-
cution. However, this model was tested by sharp declines in trading com-
missions brought about by electronic trading. As a result, despite having a
highly ranked equity research department, Prudential exited the industry
in June 2007.

Material included in Chapter 1, including all the quotes of the senior managers and analysts, is de-
rived largely from the Harvard Business School case: Boris Groysberg, Paul M. Healy, and Amanda
Cowen, “Prudential Securities,” HBS No. 104-008 (Boston: Harvard Business School Publishing,
2004). Reprinted by permission of Harvard Business School. Copyright © 2004 by the President
and Fellows of Harvard College.
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Insurance History

Prudential Insurance Company was founded by John Dryden in 1875
to provide life insurance to working-class families. The company was
named after Prudential Assurance Company of Great Britain, a pioneer
in industrial insurance on the other side of the Atlantic. The company
quickly developed a reputation for financial stability, inspiring the well-
recognized symbol “The Rock.”

During the 1970s, Donald MacNaughton, Prudential’s chief executive
officer (CEQO), encouraged employees to think of Prudential’s business as
selling, not just providing, insurance. This approach led Prudential to ex-
pand into auto and homeowners’ insurance. MacNaughton believed that
Prudential’s continued prosperity could be assured only by leveraging the
firm’s selling capabilities and finding new ways to serve policyholders.!
Insurance was certainly one component of a customer’s financial needs,
but there were many others. MacNaughton and his successors worried
that unless Prudential could broaden its product offerings, other financial
services firms could capture a portion of their customer base by offering
a broad array of financial services through a single distribution network.

The Acquisition of the Bache Group Inc.

In early 1981, the Bache Group was looking for help. For two years, man-
agement had been trying to fend off a hostile takeover attempt by First
City Financial, a Canadian financial services company owned by the
Belzberg family. The family had acquired more than 20 percent of the
company despite defensive maneuvers by Bache management, and most
insiders considered the takeover virtually inevitable.> However, Bache’s
CEO, Harry Jacobs, had one last plan—in February 1981 he launched a
search for another potential acquirer.

Garnett Keith, a senior vice president, was the first person at Pruden-
tial to be contacted about acquiring Bache. Keith reported, “I received a
phone call from Bob Baylis at First Boston, and he asked me if Prudential
would like to acquire Bache. And I said well, not likely, but let me talk to
the chairman. So I went and talked to Bob Beck, and he thought about it
and was quite enthusiastic.”

At the time, Bache was primarily a retail brokerage firm serving in-
dividual customers, although not a very prestigious one. An analyst re-
cruited to the firm recalled his first weeks on the job:
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Bache was headquartered at 100 Gold Street, which was one of the seedi-
est, most disgusting buildings in Manhattan. The furniture looked awful,
and the orange carpeting was worn down to its last few threads. It was
not a place to which you’d want to bring anyone you were trying to
impress. Bache had a poor reputation among institutional investors, and
it had no investment banking that anyone could see. It did have a large
retail sales force, but it often seemed in bad spirits, was not terribly suc-
cessful, and was not well respected. During my first few months at Bache
I recall moments when I found myself staring at my rotary-dial telephone

and feeling as if I was back in the nineteenth century.

Despite Bache’s marginal position in the industry, Beck saw the acqui-
sition as a way to jump-start Prudential’s “financial supermarket” strategy.
The goal was to turn Prudential into a one-stop shop for all of a custom-
er’s financial service needs. Beck understood that the quality of Bache’s
products (especially its equity research) would have to be improved, but
he also envisioned a day when insurance agents would sell mutual funds
and brokers would sell life insurance. Keith explained why Beck was so
confident that Prudential could effectively harness these synergies:

Bob Beck was a consummate marketing executive. He had run Pruden-
tial’s agency organization and was very confident in his ability to man-
age people selling products on commission. What he saw in Bache was
another commission-driven sales organization that additional products
could be put through. At the time, Bache clearly had mediocre products
and therefore was not able to attract and hold top talent. Beck felt that
Prudential could upgrade Bache’s product and then could attract and hold

a better quality of financial advisors, which is what really drives business.

Others, like Fred Fraenkel, a former research director at the firm, were
more skeptical and harbored doubts as to whether Prudential understood
the complexities of the stock brokerage industry. He explained:

Prudential was a really large mutual insurance company that had tens
of millions of lives insured. It was based in Newark and run by insur-
ance company executives whose motto was “perpetual and invulnerable.”
That had little to do with returns or profitability or cost or policyholders.
“You give me money, youre going to die, I'm going to pay your policy
face amount.” What assures that? That we’re perpetual and invulnerable.
So they had a view of the world that didn’t really have anything to do

with what went on in the rest of the financial services continuum.
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In March 1981, Prudential Insurance Company of America offered
$385 million to acquire Bache Group Inc. The deal was consummated
the following year. Although Bache had a small investment banking op-
eration, there were no plans to grow that business. Keith explained why:

The investment side of the Prudential organization was quite concerned
that if we owned something that had even a fledgling investment bank-
ing operation, it was going to foul up our relationships with the bulge-
bracket (most prestigious) investment banks that were necessary to keep
our cash flow invested. Through the whole acquisition process, less was
more. Less investment banking made it more attractive to Prudential.
The last thing we wanted was investment banking activity over at Bache
that could potentially ruin a much more important cash investment pro-
cess at Prudential, the parent. Investment banking was a concern, not an

attraction.

New Management at Bache

Shortly after the acquisition, Prudential began looking for someone to
lead the new company, renamed Prudential-Bache Securities, or Pru-
Bache for short. In 1983, George Ball was hired. At the time, Ball was
second-in-command at E. F. Hutton, a highly successful retail brokerage
firm. Fraenkel described him as an exceptional motivator:

He was the son of the superintendent of schools of Milburn, New Jersey,
a speed reader, a very high-IQ person, a very dynamic person, who had
spent his career in a meteoric rise through E. F. Hutton on the retail side of
the firm. The thing he was unbelievably good at was personnel manage-
ment. E. F. Hutton was like Bache, it had several thousand brokers, and he
knew every broker’s name, and he knew every broker’s wife’s name, and
he knew every kid of every broker and what school they were at. George
was a memory-system person; he had “mental compartments” where he
could literally memorize thousands of items and recall them instantly.
He would ask people personal questions, and everyone felt they were his
best friend. He was probably one of the best cheerleader-managers that

I've ever been around.

Ball’s first priority was to develop the institutional side of the business—
to build a research department and a sales and trading organization that
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could service large institutional investors such as mutual and pension funds.
He believed these important capabilities could then be leveraged to develop
other businesses. To lead the effort, he looked to his former colleagues.
Mike Shea, former president of Prudential’s equity group, remembered:

The first big move was the joining of Greg Smith, Fred Fraenkel, and Ed
Yardeni from E. F. Hutton. They came in as the strategy trio. And their
mission was to begin the formation of a true institutional business. A lot
of institutional salespeople followed from E. F. Hutton and a couple of
other places to Pru in the early ’80s because they wanted to be involved
in the business with them. So that was really the very beginning; that was

the genesis.

The “strategy trio” had some success in accomplishing their goals.
Pru-Bache began to service institutional clients and started to leverage
their new capabilities to better service retail clients as well. Soon the focus
turned to investment banking.

Project '89: The Genesis of Investment Banking
at Pru-Bache

In the years immediately following the merger, little was done to im-
prove Bache’s small investment banking business because of the potential
impact on the Prudential Insurance Company’s Wall Street relationships.
Keith recalled that the decision to expand Pru-Bache’s business was un-
dertaken to “internalize some of the investment banking fees that were
being paid to the bulge-bracket firms.” Prior to May 1, 1975, trading
commissions had been regulated, generating fees that covered the costs of
trade execution and equity research. However, the May Day deregulation
was followed by a steady decline in commissions, reducing the resources
available for research.

In 1987 Ball officially launched Project ’89, investing close to $200 mil-
lion over the following two years to attract top new investment banking
professionals.” The plan was to build one of the best investment banking
operations by 1989. Keith, who was present at the executive committee
meetings where the project was approved, commented:

George (Ball) convinced Bob Beck that he should be allowed to build

a better investment banking organization. And what he sold Bob Beck
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was to be the “best of the rest”’—that he knew he’d get his head kicked
in if he took on Goldman Sachs, Morgan Stanley, and First Boston, but
he needed to be at least as good as PaineWebber. So the franchise and the
funding George got from the Prudential board with Bob Beck’s blessing
was to upgrade Bache’s investment banking activity to equal the “best of

the rest.”

Prior to Project ’89, Pru-Bache’s investment banking business ranked
well behind those of the bulge firms. Furthermore, its current investment
banking professionals were not terribly impressive. Therefore, from the
outset it was decided that a serious effort to develop investment banking
would require new blood. As Investment Dealer’s Digest put it, ultimately
“Project '89 was about hiring, and about spending top dollar to do so.”*
Pru-Bache hired aggressively in all of its divisions: Thirty senior invest-
ment bankers joined the firm in the first five months of the project. These
professionals were brought in to develop the firm’s relationships with For-
tune 500 companies in hopes that associations with big companies would
translate into large fees and increased visibility.?

Pru-Bache recruited most of their new investment bank and research
analysts from elite firms, in the hopes of competing against them. The
compensation packages offered during Project *89 became legendary. Not
only were the salaries and bonuses higher than those paid by many bulge
firms, but they were usually guaranteed—not tied to individual or firm
performance.® A research analyst at a bulge-bracket firm approached by
Pru-Bache during Project ’89 commented:

Honestly, they didn’t have a lot to offer me. Pru-Bache was a firm with
a terrible reputation. It had an investment bank that was in the building
stage but had no real presence and no track record. So what they had to
offer was, essentially, money. From my perspective, this simply wasn’t a
big enough incentive to move. At that time, I was an Institutional Investor—
ranked analyst. The research director at my firm did not want to lose me.
When he heard about Prudential’s offer, he matched it and I stayed put.

At first, Project ’89 appeared to yield positive results (Exhibit 1.1).
Prudential-Bache represented Rupert Murdoch in his bid for the Herald &
Weekly in Australia and completed the Reliance Electric Company manage-
ment buyout—at the time, one of the largest leveraged buyout divestitures
ever done. Its equity underwriting market share rose by over 10 percent,



The Rise and Fall of Equity Research at Prudential 7

Prudential Securities Inc.
equity ranking

Rank
1671 T12.0
—+ Market share
T 10.0
12+ o
T 8.0 8
< 7
& 8- 160 %
o <<
T40 ©
4 1 =
T2.0
AL S s e sy 7 OSSP P sy e e re 0
O 00 O 00 O O O O W WV O O O O O O O O O O O
) OO OO O) OO OO OO OO O OO OO &) O) &) O ©
1_1_1_1_1_1_1_1_1_1_1_1_1_1_1_1_1_1_7_7_N
Years
Prudential Securities Inc.
debt issues ranking
30 7 r 3.0
Rank
25 1 T25
-+ Market share ©
@
<
(%]
o)
X
S
©
=
o N o TnoN oo NG T o~ Do o 0
O 00 0O 00 CO O GO O O W O O O O O O O O O O O
@@@@@@@@@@@@@@@@@@@@8

Exhibit 1.1. League tables history: Prudential Securities” market share, 1980-2000.
SOURCE: Thomson Financial DATABASE: U.S. Common Stock (C).

and its ranking shot up from eleventh in 1987 to fourth in 1988. Prudential-
Bache’s research department also began to move up in the Institutional Investor
rankings (institutional clients’ rankings of research departments). By 1988, it
was ranked number five with nearly thirty-five ranked analysts (Exhibit 1.2).

The ’87 Crash and the Demise of Project ‘89
On October 19, 1987, the stock market plummeted, losing more than
20 percent of its value. The crash had a serious impact on all banks, but
it hit the fledgling Pru-Bache especially hard. Investment banking deals
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NOTE: “Ranked stars” are defined as analysts who receive a “First Team,” “Second Team,” “Third Team,” or “Runner-Up”
designation from Institutional Investor.

SOURCE: Compiled from Institutional Investor, from October 1981 through October 2005.

disappeared, and retail commissions dried up due to falling investor con-
fidence. The following year, Prudential Insurance cut funding for Proj-
ect ’89. Pru-Bache stopped recruiting and let go more than 25 percent of
its banking professionals. In 1988, there was a bright spot when the firm
completed the Diamandis management buyout of the CBS magazine di-
vision. Unfortunately, the market correction of 1989 followed soon after.
Pru-Bache posted losses of $50 million in 1989 and $250 million in 1990.”
In early 1991, George Ball resigned.
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There was some controversy over just what caused the project’s failure.
Clearly the stock market crashes were part of the reason—revenues dried
up while Pru-Bache’s compensation commitments were fixed. However,
some maintained that Prudential Insurance Company effectively killed the
project by reneging on its financial commitment before all the necessary
personnel were in place.® In fact, many pointed to instances in which Pru-
dential failed to support Pru-Bache. Although the insurance company did
a great deal of investing, it directed very little of its business to Pru-Bache,
preferring instead to deal with the bulge firms. Prudential also limited the
types of deals that Pru-Bache could pursue. For example, the firm was not
allowed to participate in hostile takeovers, defined by whether “the target
company said ‘no’ at any time during negotiations.” This was problem-
atic given that, according to one banker, “target companies routinely said
‘no’ the first time out as a standard negotiating tactic.”® Concerning Pru-
Bache’s relationship with the parent company, Ball commented:

Prudential was very helpful in terms of providing the appearance of more
than adequate capital for any transaction. It was not helpful in terms of
cross marketing or relationship sharing. There were a number of restric-
tions placed upon the investment bank that made it almost impossible for
any of the expected synergies to be achieved. In point of fact, I think that
people at Prudential went out of their way to drive business outside of
the Prudential family, rather than saying that “if you’ve got equal compe-
tence and there are no apparent conflicts, let at least part of the business
be done inside.” Some people at Prudential Insurance Company would
relatively subtly, but nonetheless overtly, give companies a signal that they
might be better oft using Goldman Sachs or Morgan Stanley than Pru-

dential Securities.

Others involved in Project '89 believed that it was doomed from the
start. They argued that the decision to recruit professionals from the bulge-
bracket firms was fundamentally flawed because clients ultimately cared
about the reputation and track record of the firm, not the banker. Even
Ball believed there was some validity to this argument:

‘We hired three people to build up the investment banking business in the
mid-"80s quite rapidly, hiring people who were managing directors and
had very good records at bulge-bracket firms thinking that they could
transfer at least some part of their relationship business to Pru-Bache, and

that turned out to be a relatively fallacious assumption. The franchise of a
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Goldman Sachs or a Morgan Stanley is what made these people outstand-
ing investment banking producers, and torn away from that franchise
they could carry relatively little of their business with them. That was my
fault for mis-assessing that, or at least letting people move as quickly as

they did without testing the premise better.

Keith agreed: “Franchise matters a huge amount in investment bank-
ing. The same investment banker may generate a billion dollars in revenue
at Goldman Sachs and generate $400 million a year at Prudential-Bache.
So you can’t afford to match the Goldman Sachs compensation package
because he isn’t going to generate the revenues to let you pay him.”

A comment by Steve Balog, a former Pru-Bache research analyst, also
suggested that the timeline for Project ’89 was simply too aggressive:

In order to successfully build an investment bank, you’ve got to say: This
is a 30-year plan. And you know what? All of us that are sitting around
here talking about it today, we're all going to be gone. We're going to be
gone halfway through, but this is the plan. We're going to establish this
institution as a premier player in the industry, but it’s going to be beyond
us. So if any of us are thinking we’re going to be a hero in doing this—
forget it! It takes too long—longer than many of us have the tolerance, or

patience, or even years left for.

Wick Simmons'’s Tenure at Prudential Securities
Following Ball’s departure, Hardwick “Wick” Simmons was hired as
CEO of the recently renamed Prudential Securities. Simmons was a de-
scendant of one of America’s oldest banking families. He joined the firm
from Shearson, where he was one of the most likable top executives. In
fact, many believed that Simmons was selected for the Prudential job pre-
cisely because of his affable personality, optimism, and integrity.'” These
characteristics turned out to be quite important because Simmons spent
the first few years of his tenure dealing with the fallout from Project *89.

When Simmons arrived at Prudential, morale was low. Prudential In-
surance had already fired nearly 75 percent of the investment banking
staft and closed other businesses down altogether. Those who remained
doubted that the firm could ever become a real player in the industry.
There were rumors that Prudential Securities would be sold. One em-
ployee remembered: “Every morning we would all come in and open The
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[Wall Street| Journal and go to the index to see if Prudential was mentioned
or not. We’d hold our breath and pray that it wasn’t there. But very often
it was and, with few exceptions, the news was bad.”

To make matters worse, Prudential Securities faced a barrage of law-
suits and regulatory inquiries over limited partnerships the firm had sold
to clients in the late 1980s, ultimately costing $1.4 billion in fines and
settlements. Despite these problems, the firm’s operations were profitable,
and Simmons worked to rebuild its capabilities. He hired and trained pro-
fessionals from outside the industry, rather than from the bulge firms, and
emphasized client service and regulatory compliance. On the investment
banking side, Prudential Securities stopped targeting Fortune 500 firms
and instead pursued smaller clients in a limited number of industries.

By the late 1990s, with the partnership scandal behind it, Prudential
Securities began to have some success. In the first two months of 1996, the
firm managed six equity issues that totaled over $400 million. By 1997,
Prudential was ranked twelfth in initial public offering market share, and
the investment banking division was expected to generate $150 million in
revenues. The new strategy seemed to be working. Medium-sized com-
panies, often overlooked by bulge-bracket firms, appreciated the attention
and service they received from Prudential Securities. “With Prudential,
you always feel like you’re their No. 1 client,” commented the president
of an auto financing firm." The firm was especially successful in the real
estate and telecommunications industries and had plans to continue to
develop other focal industries, notably consumer goods, energy, specialty
finance, health care, and technology. To further this strategy, in 1999, Pru-
dential bought Vector Securities International, Inc., an investment bank
that specialized in health care, and Volpe Brown Whelan & Co., a tech-
nology investment bank.

Some of Prudential’s progress was attributable to the stock market
boom of the late 1990s; it was common for second-tier investment banks
to gain market share during this time. Nevertheless, Prudential Securities’
leadership was hopeful that these gains could be leveraged in the future to
help the firm establish a larger presence in the industry.

Exit from Investment Banking

In 2000, Simmons retired, and John Strangfeld, head of the investments
division of Prudential Financial, became the new CEO and soon thereafter
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a vice chairman at Prudential Financial. Only months after Simmons’s
departure, Strangfeld announced that after nearly twenty years as a full-
service investment bank, Prudential Securities would exit the investment
banking business and focus exclusively on providing brokerage services to
institutional and retail clients. The issue of exiting investment banking had
been under consideration at Prudential Financial for some time. Strangfeld
explained the decision:

Our firm had been a survivor for many years but had never really been
a winner. We had a strategy that looked like everyone else’s, trying to
serve both the issuer and the investor, and we had experienced very er-
ratic results. We were faced with three options: carry on with the existing
strategy of looking like a smaller-scale version of everyone else, choose a
different path, or divest. Our decision was to choose a different path that
played to our strengths, and that resulted in a sustainable, differentiated
strategy that was better aligned with the needs and aspirations of Pruden-
tial Financial. In essence, we decided to cast our lot entirely with the in-
vestor. This change eliminated many of the conflicts of interest that you
normally see when firms try to serve both the issuer and the investor. It
meant we could tell our clients and our employees that Prudential Finan-
cial stands for one thing: the investor. All of our energy and resources, as

well as every ounce of capital, would be devoted to the investor.

Several factors influenced Strangfeld’s decision. First, after years as a
mutual company, the Prudential Insurance Company was planning to go
public in 2001. To ensure an attractive valuation and a successful offering, it
was important to communicate to the financial markets the positioning and
fit of all of Prudential’s businesses. Strangfeld believed it was important that
Prudential Securities adopt a strategy compatible with the goals of the par-
ent company and differentiated from competitors. He believed that some of
the company’s disappointing performance over the years was attributable to
its “me too” strategy. There were also economic reasons to support exiting
investment banking at the end of 2000. The markets had started to soften,
and Strangfeld knew that a midtier company would find it even more dif-
ficult to compete as the demand for investment banking services declined.

The exit decision lay at the heart of a new investor-focused strategy—
one Strangfeld believed Prudential Securities was uniquely positioned to
pursue. The credibility of research analysts was beginning to be called into
question, and Strangfeld thought that a brokerage firm unencumbered by
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investment banking conflicts would be attractive to investors. Although
the firm would continue to serve both institutional and retail clients,
Strangfeld believed the new strategy would be especially compelling for
retail customers, who had begun to doubt the firm’s investment manage-
ment skills as the value of their portfolios fell. Prudential planned to use
its network of more than 4,000 financial advisors as more than just “stock
jockeys” plugging the tip of the day. This network would be used to pro-
vide financial planning services as well as investment management advice
to the retail market.

The new strategy was certainly consistent with that of The Prudential
Insurance Company, which had from inception helped individual inves-
tors and families plan and invest for the future. It was also a differentiated
strategy—without a large sales network it would be difficult for others
to follow Prudential’s lead profitably. Many of the firms that did have a
sizable sales network were deeply entrenched in investment banking (for
example, Merrill Lynch); it was unlikely that these firms would choose
to exit.

Nevertheless, the new strategy raised several questions. One of the most
critical was whether brokerage commissions alone would be sufficient to
enable the firm to attract and retain good research analysts, because high-
quality research was at the heart of Prudential’s new approach. Research
departments did not generate any direct revenues—they were cost centers
that supported and were funded by other departments in the bank. The
new strategy required that Prudential generate commissions through in-
stitutional and retail trading to provide funding for research. Would these
sources enable Prudential to compete in the market for star analysts? Steve
Buell, former director of global equity research, commented:

We must attract analysts who are investment-oriented, client-focused,
highly competitive folks who continually challenge themselves and are
bold enough to publish provocative points of view. As a firm, we must
stand by these analysts when they are confronted by company executives
who are unhappy with their point of view. When the market recovers
from its current slump and investment banking activity returns to the
Street, our competitors may try to hire our analysts because of their grow-
ing success and their enhanced reputation for independence and integrity.
It will be our challenge to give these analysts a work environment that of-

fers both independence and a competitive level of compensation.
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The exit also raised a question among some industry observers about
whether Prudential was exiting the industry too soon. Ironically, the
company’s decision coincided with the repeal of the Glass-Steagall Act
that enabled commercial banks such as Citibank and Chase Manhattan to
create financial powerhouses that combined commercial banking, invest-
ment banking, and insurance. Given Prudential’s experience in combin-
ing insurance and investment banking, some considered the firm well
placed to grow financial services businesses to compete with the newly
formed Citigroup and JPMorgan Chase.

Independent Research Model

Concerns about the timing of Prudential’s exit from investment bank-
ing subsided as increased evidence of the conflicts of interest between in-
vestment banking practices and equity research emerged. In 2001, Elliot
Spitzer, attorney general of New York at the time, launched an investiga-
tion into the research and underwriting practices of investment banks. The
resulting Global Research Analyst Settlement forced the leading invest-
ment banks to reduce the interactions between their investment bank-
ing and research departments. It appeared that Prudential’s new strategy,
which centered on providing high-quality and independent research to
institutional and retail investors, was perfectly aligned with the new envi-
ronment. Strangfeld commented:

In hindsight, discontinuing investment banking was an even better idea
than we had realized, because we have experienced a severe economic
downturn. To go through this as a 17th ranked investment bank would
have been something close to a financial debacle. Our decision became
even more appealing as all the conflicts between investment research and
underwriting hit the front page. We really feel that we got ahead of the
curve, and we stayed there. We have increasing conviction about the wis-
dom of where we’re going. The absence of conflicts in research is clearly a
virtue in today’s marketplace, and I think our client base respects us for it.
The firm also has a differentiated strategy. We have not had the defections

of people or the defections of clients that some people thought we would.
Mark Molnar, one of Prudential’s institutional salesmen at the time, agreed:

It looked like we had done a pretty smart thing when we exited be-

cause the market ended up falling apart and investment banking was in
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a shambles for at least a year or two while we were branding ourselves as
a non-investment-bank independent research firm. So we had an initial
lift as our client base recognized our independence. Their perception was
that they wanted to pay for independent research, and we were a way to
do it.

In its nearly twenty years in investment banking, Prudential had
achieved only midtier status, controlling less than a 1 percent market share
in equity underwritings in 1999 and 2000 (Exhibit 1.1). That, combined
with a weakening market and Prudential Insurance Company’s desire to
go public in 2001 (which subsequently raised $3 billion for the company),
made the decision to exit investment banking that much clearer.

Declining Commissions

Between 2000 and 2005, commissions at brokerage firms fell more than
30 percent, from just under six cents per share to four cents; they were
predicted to fall to 1.8 cents per share by 2009."? Pressure from institu-
tional investors to lower trading costs and the increased use of electronic
trading led to the decline. As a result, trading volume conducted through
traders declined by 5 percent from February 2005 to February 2006."

Prudential’s brokerage business, which lacked a real electronic platform
and relied instead on the traditional “high touch” stock trades executed
by individual traders, consequently struggled. Mark Molnar remarked on
the condition of the trading department at Prudential:

I think internally and externally trading is widely recognized to be the
weakest link. We have to make investments in trading, especially on the
electronic trading side. My clients are trying to pay us for the work we did
on the research and sales side, but the way we get paid certainly is through
trading. And if we’re not able to execute properly we're not going to get

paid as much.
A salesman in New York added:

We were generally trading at six cents a share. And then all of a sudden
along came electronic trading. I remember going into meetings at money
management firms and they said, “Your competitors are coming in for

8/10ths of a penny per share.”
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The decision to exit investment banking was beginning to come back
to haunt Prudential. Jonathon Lang, a former head of Prudential’s Lon-
don office, explained, “The real killer was that the investment banking
went up and kept going up, but commission rates kept going down.”

Joint Venture with Wachovia

In February of 2003, in a somewhat surprising move, Prudential and Wa-
chovia announced that they would merge their retail brokerage units. The
new company became the third largest brokerage firm in the United States,
with $537 billion in client assets. Prudential’s 4,377 retail brokers joined
Wachovia’s 8,109, giving the combined firm a national footprint of more
than 3,500 brokerage locations." Under the terms of the deal, Wachovia
owned 62 percent of the new firm—a joint venture operated as Wachovia
Securities—and Prudential owned the remaining 38 percent. At the time,
Strangfeld called the two companies a “great fit.”"® He commented:'®

There are few opportunities in the marketplace where two firms can join
together to build the scale that makes you a major player overnight. We
believe we are ideal partners for each other. Our cultures are aligned
and both firms are dedicated to putting the client first and offering them

the best products and services.

The merger also served another important role for Strangfeld and Pru-
dential: It prevented further losses from the unit. In 2002, Prudential’s
retail brokerage unit had lost $41 million, and since 2000 more than one-
third of its brokers had left."” As one Prudential spokesperson said, “A lot
of people were urging us to sell, but that was never what we wanted to do.
What we wanted to do was find ways to strengthen it and make it more

718 The deal also included a clause for Prudential to sell its re-

profitable.
maining share in the joint venture in two years if things didn’t work out.

After the merger, the research analysts, traders, and institutional sales-
people left at the newly named Prudential Equity Group weren’t quite
sure the deal was as good as Strangfeld portrayed. Liz Dunn, a star apparel

analyst, noted:

The sale of the retail brokerage to Wachovia led a lot of the troops to
say, “How are we making money anymore?” There was communication

from the top down about the rationale, but it seemed to me that that was
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a big piece of how we made money, and so I was struggling to figure out
how we would make money going forward and why they didn’t want the
institutional piece as well. It surprised a lot of us that you would separate

the two.

Even though the retail brokerage unit had lost money recently, the com-
missions the unit generated helped pay for the entire group. Results from
the deal for the first full year after the merger were not encouraging. While
Prudential’s 38 percent share had generated $172 million in pretax income
in 2004, charges related to the merger actually left the division with a $245
million loss (see Exhibit 1.3)." To make matters worse, Prudential also had
to deal with accusations of illegal market timing trading.

It was in November of 2003 that the Securities and Exchange Com-
mission (SEC) filed charges against Prudential’s retail brokerage for en-
gaging in market timing trades with mutual funds.?® The SEC alleged
that Prudential’s brokers had engaged in frequent buying and selling of
mutual fund shares to exploit short-term swings in the market and dif-
ferences in closing times in international markets. The trading practices
went explicitly against many funds’ prospectuses, which specified that
their goal was to maximize returns over the long term. While Prudential
hadn’t settled with the SEC on the charges, it set aside an accrual in the
summer of 2005 for a potential fine. This accrual, combined with con-
tinuing transition costs due to the merger with Wachovia, contributed to
a $255 million loss in 2005.

However, by early 2006 the joint venture appeared to be turning the
corner. The merger was nearly complete, and transition costs for the first
quarter would be minimal. Industry observers expected that the deal
would finally begin bringing in a consistent positive cash flow to the
Equity Group.

Exhibit 1.3 Results from Wachovia Joint Venture in millions of dollars.*

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
2004 2004 2004 2004 2005 2005 2005 2005
Pretax income from $54 36 28 54 15 47 59 61
38% share
Net profit (loss) after $(14) (80) (76) (75) 15 (97) 31 (204)
charges

* Voxant Fair Disclosure Wire, Final Prudential Earnings Conference Calls 20042005, via Factiva, accessed February 8, 2008.

SOURCE: Sam, Ali, “Ex-Pru Staffer Charged by SEC,” Star Ledger, November 5, 2003, via Factiva, retrieved on August 3, 2007.
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The Demise of Equity Research

Even with some profit coming from the Wachovia joint venture, head of
research Steve Buell knew that Prudential would have to find an alterna-
tive funding source for research or make a substantial investment into the
firm’s trading capabilities, in all likelihood requiring an investment from
Prudential’s corporate headquarters.

In June of 2006, Buell announced that he would be leaving the firm
after five years as head of research. Prudential Equities head Michael Shea
appointed Stephanie Link, then senior vice president of institutional sales,
to be the new director of research. Over the following months, Link and
Shea weren’t able to strengthen the position of research at Prudential.
Bonuses at Prudential for 2006 had been down by as much as 30 percent,
even as the market appreciated. Analysts began to leave. In March of
2007, star analyst Michael Mayo left with five of his team members to join
Deutsche Bank.

In April, Prudential started shopping the research department around.
Potential buyers included Royal Bank of Scotland, Santander, and BNP
Paribas. Senior management contemplated a management buyout of the
research department. Once private, the new firm could sell its research
directly to buy-side firms without having to worry about trading com-
missions and even pursue resources set aside for independent research
from the Global Settlement for at least four years, which might be long
enough to stabilize the business model and establish a strong client base.
However, there was no guarantee that Prudential’s best analysts and sales
people would stay after a buyout, and an incentive for the best to move to
a new company would be very expensive.

Unable to finalize a deal, Prudential decided to close its research de-
partment along with sales and trading on June 6, despite the fact that
Prudential’s research department had been ranked twelfth or better for
the last seven years. Over 400 employees were laid off, including thirty-
three senior analysts, at a cost of $110 million in severance packages. Rich
Linville, a former Prudential salesman, remarked:

The writing was on the wall. Prudential had a trading platform for a busi-
ness model that no longer existed. We were like a 400-pound person who

lost 200 pounds but was still trying to wear the same clothes.
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Conclusions

The Prudential story illustrates many of the important changes that have
taken place in the relations among brokerage, investment banking, and
sell-side equity research during the last twenty-five years. CEO Bob
Beck’s vision that Prudential could be a “one-stop shop” for customer’s
financial and insurance needs predated the emergence of global financial
powerhouses such as Citigroup and JPMorgan Chase. Its demise raises
questions about the viability of the strategy and the challenges in execu-
tion. The firm’s foray into investment banking was a direct response to
competitors recognizing the financial benefits from leveraging banking
and equity research. Prudential’s subsequent exit from investment bank-
ing successfully anticipated a downturn in the sector and concerns about
conflicts of interest between investment banking and equity research. Fi-
nally, its decision to abandon equity research altogether came at a time
when others in the industry were raising questions about the viability of
sell-side research. We examine many of the questions about sell-side re-
search raised by the Prudential story.
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What Do Analysts Do, and How Are They Managed?

In Exile on Wall Street, top-ranked banking and finance analyst Michael
Mayo—who for a time worked at Prudential Securities—described his
job succinctly:

[The analyst’s] job is to study publicly traded financial firms and decide
which ones would make the best investments. My research goes out to
institutional investors: mutual fund companies, university endowments,
public-employee retirement funds, hedge funds, private pensions, and
other organizations with large amounts of money. Some individuals I
meet with manage $10 billion or more, which they invest in banks and
other stocks. If they believe what I say, they invest accordingly, trading
through my firm.!

Mayo developed a reputation for his willingness to express controversial points
of view, even if it ruffled the feathers of executives at the large banks he cov-
ered. For example, he was disparaged for calling the bottom in bank stocks
in 1994, although he was subsequently proved correct. He put a sell on bank
stocks in 1999, and he criticized executives at the largest U.S. banks for their
lavish pay and mismanagement well before the subprime mortgage crisis.

As we saw for Prudential, sell-side analysts provide services to both
buy-side investors (including managers of pension funds, mutual funds,
and hedge funds) and managers of the stocks they cover. To buy-side

20
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clients they provide research ideas. To company managers they help make
a liquid and orderly market for their stocks, facilitating the raising of new
capital and the trading of outstanding shares. In this chapter, we examine
in more detail the job of sell-side equity research analysts and how they
are managed.

In performing their research function, analysts typically specialize in
covering companies in a particular industry. Their insights come from an-
alyzing industry data and company filings and from interacting with exec-
utives of the companies they cover, clients, their own sales force members
and traders, and other analysts. Sell-side research department managers
look to hire people who will become leading analysts. In making hiring
decisions, research managers look for intellect, work ethic, entrepreneur-
ship, risk taking, and communication skills. Other areas of expertise, such
as industry experience, are also taken into consideration. Hiring strategies
vary across firms, with some hiring established star analysts from other
firms and others hiring rookies who are then developed into stars. Re-
search managers also provide analysts with training and mentoring to help
them build their franchise, particularly for firms that develop talent inter-
nally rather than hiring stars. Finally, strong research departments spend
considerable time and resources evaluating analyst performance and deter-
mining analyst compensation.

The Work of an Analyst

In a 1999 interview with The Wall Street Journal, Lehman Brothers’ analyst
Nicholas Lobaccaro described a typical day for a sell-side analyst. Al-
though much has changed in the industry since 1999, analysts continue
to perform the same fundamental daily activities described in this study.
Lobaccaro’s narration enumerates the important dimensions to analysts’
work, including producing the research product itself, servicing clients,
and marketing their coverage companies.?

For analysts, a typical day in the office begins with a review of the
morning news to determine whether there is anything new that could
affect the stocks they cover. Most brokerage firms and investment banks
hold a morning meeting, often at 7:30 a.m., at which analysts communi-
cate their ideas to the firm’s sales force and summarize recently published
written reports. The sales force then passes this information on to the
firm’s institutional clients before the market opens at 9:30 a.m. Former
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telecom industry analyst Dan Reingold described the early morning ac-
tivity at Merrill Lynch:

As 9:30 approached, the trading desks always became frantic, with trad-
ers yelling orders and market rumors being tossed back and forth across
Merrill’s football field of a trading floor. For me, in the quiet of my office
16 floors higher, it was also a tense time of the day. Had any telecom com-
panies issued press releases? Were any of my stocks making unexpected
moves? Had I missed any news? Was anyone else announcing an opinion
change? Ideally, I wouldn’t find myself on the wrong end of the informa-
tion flow, but it did happen.’

Following the market opening, analysts might spend time in the office
with colleagues discussing ongoing work, reviewing drafts of reports, and
planning next steps. Analysts use this office time to read, write reports,
and work on financial models. They may also hold conference calls with
buy-side clients and with management from companies under coverage,
field incoming calls and e-mails from clients, and meet with visiting cli-
ents who want to discuss a particular company or research report. Ana-
lysts” schedules may be interrupted by unforeseen events that affect the
stocks of the companies they cover—unexpected macroeconomic data
or a rumor about lackluster sales—and require issuing a written report or
passing their commentaries on to the sales force.

However, analysts spend 30 percent or more of their time out of the of-
fice traveling, visiting clients or companies under coverage, and attending
conferences. On the road, analysts usually schedule back-to-back meetings
with clients in the same city or with executives at the same company. They
also remain in close contact with the office to ensure that their research
colleagues and sales reps are aware of any new information and to learn of
new market developments.

Analyst Research

Sell-side research analysts have been described as Wall Street’s “financial
detectives.”* They study public companies with a view to advising their
clients on which stocks to buy and sell. Michael Nathanson, a media ana-
lyst at Sanford C. Bernstein, described the analyst position as similar to
that of a reporter. He stated, “You might go out and spend four months
talking to people who are in the industry, getting a sense of what they’re
seeing and what’s going on.”® Analysts study macroeconomic trends and
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industry dynamics, evaluate the financial and strategic decisions of com-
pany management, and review financial statements to understand com-
pany performance. They speak regularly to company management; visit
manufacturing plants, distribution facilities, and retail outlets; and inter-
view suppliers, distributors, and customers.

A typical analyst follows ten to twenty companies in a single industry,
although the number of companies covered varies widely by sector, by
research firm, and over time. Analysts are generally hired to cover an in-
dustry group, often one on which they have significant knowledge from
prior work or educational experience. Analysts who are hired without
knowledge of a particular industry will generally be assigned one based
on the firm’s personnel needs. Once they begin to cover an industry, ana-
lysts rarely move from one industry group to another.

Analysts communicate their research to clients in the form of written
reports that include qualitative assessments of industry dynamics and the
firm’s business model; quantitative forecasts of earnings, financial models,
and target stock prices; and an investment recommendation. Forecasts of
quarterly earnings and revenues are typically issued for as many as eight
quarters ahead, whereas target price forecast horizons are usually for the
following twelve months. Analysts write a new research piece every few
days, each of which can range from a one- to five-page news-related pub-
lication, generally referred to as a “note,” to a fifty-page in-depth com-
pany report. Each research firm has its own standard template, but the
front page usually includes the brokerage and analyzed firms’ names, the
analyst’s name, the report name, summary market data, summary financial
data, earnings estimates, an investment recommendation, and a summary
of the report’s findings.

One- to five-page notes are the most common written output. Analysts
produce them quickly (often in a matter of hours) in response to a piece of
news, such as a quarterly earnings release, an acquisition, or a change in
key personnel. The purpose of a note is to summarize the event, describe
any anticipated change in company fundamentals as a result of the event,
and reaffirm (or if necessary, change) an analyst’s investment recommen-
dation on the company. Analysts also write upgrade or downgrade notes
to announce a change in their investment recommendations on particular
stocks or sectors and to detail the rationale for the changes.

Longer reports represent months of research and analysis; they present
a thorough overview of a company, industry, product line, or strategy.
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When analysts initiate coverage of a company or sector, they normally
“launch” coverage with an in-depth report that details their investment
thesis. Analysts also periodically write “white papers,” thorough analyses
of a particular issue or topic. Some firms, such as Bernstein, are particu-
larly well known for their in-depth reports. Sallie Krawcheck, former di-
rector of research at Bernstein, noted that the “Bernstein Black Book” is
known for its dense analysis:

Everybody knows this is how the Bernstein Black Book looks. Not like
other firms’ reports, where the retail reports have pictures of stores on
them, and the leisure stuff has the guy gambling. Everybody knows this

is the Bernstein report.°

Once written, research reports and notes are sent by the analysts to buy-
side clients via e-mail, fax, or mail. Analyst reports are also forwarded elec-
tronically to database services (such as Thomson Reuters’s FirstCall), which
aggregate sell-side research reports. Buy-side investors are then able to have
access to reports directly via these online databases.

At the heart of analyst reports is the investment recommendation. Each
investment firm has its own standard language for recommendations. For
example, for many years Merrill Lynch employed an alphanumeric coding
system designed to communicate their analysts’ zero- to twelve-month
recommendation on stocks, their estimated price volatility, and their divi-
dend outlook.” However, recommendations at all firms can be broadly
classified into “buy,” “hold,” and “sell” categories.

Most firms have a formal review process that their analysts are required
to complete before changing recommendations on a stock. One Lehman
analyst described his firm’s process as follows: “If I decided to change a
recommendation, I had to present my thesis to the investment committee
and answer a barrage of questions to explain why I was changing. Incom-
plete or unsatisfactory reports were sent back to the drawing board.”®

The recommendations and forecasts included in analysts’ reports reflect
analysts” understanding of the firm’s industry, business model, strategy,
and management quality. A 2011 study by Groysberg, Healy, Nohria, and
Serafeim examines the qualitative factors that underlie analysts’ forecasts.
Based on a survey of 967 analysts covering 837 companies, they conclude
that key qualitative drivers of analysts’ forecasts and recommendations in-
clude their assessments of industry performance (notably industry growth
and competitiveness) and the firm’s own capabilities, including its ability
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to execute strategy, the quality of its top management, its innovation, and
its culture, particularly whether it is performance driven.’

Interestingly, when surveyed, buy-side investors repeatedly indicate
that they rely less on the investment recommendations and forecasts, per
se, of sell-side analysts and more on their ideas and industry knowledge.
Joe Amato, former director of research at Lehman Brothers, concluded,
“Our clients don’t ask us to pick stocks for them; they do that. They
come to us for nuances, insight, shades of gray, and for things that analysts
know because they have original insight into their field.”" Another sell-
side department head opined:

Today, I think the role of the analyst is very focused on a couple of things.
One is industry expertise. If you have a generalist portfolio manager or
even a buy-side analyst who’s covering a fairly broad amount of stocks,
when they run a screen or get interested in a stock they may not be really
familiar with the sub-industry or the details of the company, the business
model . . . The sell-side analyst, on average covers about seven stocks per
professional, 15 stocks per team. They are much deeper on any name than
anyone on the buy-side and definitely any portfolio manager. And you
may not love their research or their stock picking, but they tend to have
a lot of industry expertise . . . [knowledge of] industry structure, who
the players are, what are the business models, what are the strengths and

weaknesses of each model.

Michael Herzig, former head of equity research at Merrill Lynch, asserted,
“Research that sells is research that can make people think. And what
makes a portfolio manager or buy-side analyst think are things that they
hadn’t really considered before—ideas or approaches that call into ques-
tion their existing beliefs.”"!

A 2012 study by Maber, Groysberg, and Healy provides further insight
into what sell-side analysts do and how they spend their time. The study
uses data for a midsized investment bank from 2004 to 2007 and exam-
ines which analyst activities generate incremental trading commissions
for their firms. The median analyst in the study covered sixteen compa-
nies that together generated $180,000 in monthly trading commissions
for the analyst’s firm. In a given month, the representative analyst issued
one major new report, and twelve company-specific notes that included
five new/updated EPS forecasts (one of which deviated dramatically from
the consensus) and one recommendation change. Maber, Groysberg, and
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Healy find that increases in the number of written notes, divergent fore-
casts, and changes in recommendations that analysts issued were related
to increases in trading commissions for the stocks they covered, thereby
benefiting their employers."

Client Services

Sell-side analysts also provide a variety of customized services to the buy-
side investment community and to corporate clients. These include private
communications with leading clients, customized research products, par-
ticipation in investment banking transactions (at least prior to the Global
Settlement, in 2003), and arranging opportunities for buy-side clients to
meet with corporate managers of the firms they cover.

Private Conversations.  Sell-side analysts communicate regularly with their
leading clients through phone conversations, e-mails, and personal visits.
One-on-one conversations with buy-side clients allow analysts to field
questions about their research and ideas, which is valuable to the client,
but it also allows the analysts to test and subsequently refine their ideas.

Most firms require analysts to plan and log their client contacts. For
example, Lehman Brothers required analysts to record the number of cli-
ent visits, calls, and e-mails, the names of clients contacted, and the key
topics discussed. (See Exhibits 2.1 and 2.2 for summary client marketing
data for Lehman Brothers.) They then stored this data centrally and made
it available to other analysts, sales force members, and traders. Maber,
Groysberg, and Healy (2012) report that, in a given month, the median
analyst at their midsized sample firm made 120 calls to buy-side clients.”

Customized Research. In addition to their regular research reports, ana-
lysts and brokerage firms produce research that is customized to client
needs. For example, Leerink Swann, a health care specialist research and
brokerage firm established in the mid-1990s, was founded on the premise
that sell-side health care research was failing to meet the needs of buy-side
managers. Rather than relying solely on mass-produced research reports,
Leerink Swann’s founders established MEDACorp, a captive network of
30,000 vetted doctors, who met with investors and responded to spe-
cific client questions on emerging technologies, new products, and other
areas of interest. By 1999, Institutional Investor ranked Leerink Swann #1
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Exhibit 2.2. Average monthly calls by analysts (by year).

SOURCE: Boris Groysberg and Ashish Nanda, “Lehman Brothers (D): Reemergence of the Equity Research Department,”
HBS No. 406-090 (Boston: Harvard Business School Publishing, 2006), p. 24.

in regional health care. (See Chapter 3 for a more detailed discussion of
Institutional Investor rankings.)

Participating in Investment Banking Transactions. Beginning in the 1980s,
investment bankers started to utilize analysts’ expertise in considering
how to position an IPO (initial public offering) or an M&A (merger and
acquisition) transaction. By the mid-1990s, analysts were devoting more
of their time to investment banking activities, particularly in the so-called
new economy sectors such as Internet and telecom. As M&A and equity
issuance volumes increased dramatically with the technology boom, so
too did investment banking revenues. Skyrocketing investment banking
profits gave investment bankers greater power within their firms and pro-
vided increased funding for research.

At the height of the tech stock boom, sell-side analysts were expected
to help pitch new investment banking accounts for their firms. The ana-
lyst’s credibility with investors and ability to help market the transaction
to investors were considered a key part of the sales pitch. Once awarded
an investment banking contract, the analyst would assist the company in
preparing IPO documentation and marketing presentations and would
travel with the company around the globe on “road shows” at which
management marketed their equity offering to investors. Former analyst
Dan Reingold described this phenomenon:
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As the 1990s went on, the planets of the bankers and the analysts slowly
began to orbit more closely around each other. While there had always
been interactions, now the bankers, long the alpha dogs, were beginning
to realize that research could wag its tail too. If used in the right way,

those nerds in the back room might help make them big money."

A number of star analysts, such as Mary Meeker and Jack Grubman
(defined as “stars” due to their high ranking by Institutional Investor), be-
came driving forces behind their firms’ investment banking activities
during this period. A 2001 article in Fortune detailed Mary Meeker’s role
at Morgan Stanley:

Because the Internet was so new, investors wanted a credible source to
explain it to them—and tell them which companies to invest in. And
who was more credible than Meeker? She became the gold standard, the
person who gave a company instant stature merely by her association with
it. Thus, even as she was chasing companies for Morgan Stanley, compa-
nies were chasing her. “The bankers were superfluous,” says Todd Wag-
ner, former CEO of Broadcast.com, recalling his company’s decision to
go with Morgan when it went public in 1998. “Our rationale was, if we
went with Morgan Stanley, we’d get Mary Meeker and we’d get a lot of

attention.”"®

A rival banker added, “We were not competing with Morgan at all. We
were competing with Mary Meeker. The clients made that very clear.”'®

Since the Global Settlement was enacted in 2003, such collaboration
has been greatly curtailed and now occurs only within the parameters
of the so-called Chinese walls that, as required by the new regulations,
separate investment banking and research departments.” However, many
firms still require that their analyst in the relevant industry vet a proposed

equity offering before the firm will commit to underwrite the offering.

Organizing Private Meetings between Buy-Side and Corporate Clients.  Finally,
sell-side research analysts use their firms’ convening power to create op-
portunities for their most profitable buy-side clients to meet with com-
pany managers in small group settings. This is accomplished by hosting
investor conferences to which firms invite both buy-side clients and com-
pany managers, by setting up “field trips” during which investors can visit
company retail outlets or manufacturing plants, and by sponsoring non-
deal road shows, whereby analysts arrange for company managers to visit
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buy-side investors and update them or introduce them to their company.
In this way, sell-side analysts act as intermediaries, providing a valuable
service to both their buy-side and corporate clients. One buy-side analyst
described the benefit of these types of services:

I just went out to California. A sell-side analyst hosted a trip to visit a
company that I cover. I could have set that trip up myself, but because it
was already set up and there were eight other buy-side analysts going, it
was just as easy to go on that trip. I had a lot of questions of my own, but
the sell-side analyst also asked a lot of great questions of her own which
I found helpful. I go on trips like that a lot. It’s a great way to meet other
buy-side analysts and get their views on the industry and what names

they like and don’t like and why.

In the post—Regulation Fair Disclosure era (discussed in Chapter 5), or-
ganizing such trips has become an increasingly important part of analysts’
client service responsibilities, prompting critics to dismiss modern ana-
lysts as “cruise directors.”'®

Consistent with buy-side clients citing “corporate access” as a key
value-add that the sell-side provides, Maber, Groysberg, and Healy (2012)
find that increases in these types of activities by analysts were positively

related to client votes used to determine next quarter’s commissions.

Leveraging Support Services within the Firm

Successful analysts leverage the resources provided by their own firms to
undertake research and to market their findings. Analysts typically re-
ceive support in their research tasks from research associates and/or junior
analysts. Junior analysts and associates perform similar tasks, and the titles
are often used interchangeably. However, some research associates are
hired directly from undergraduate programs, while junior analysts tend
to have prior work experience and MBAs.

Research associates and junior analysts are generally hired by research
department management and are then matched with an analyst based on
skill set and personality fit. As Sanford C. Bernstein’s manager of research
support Sara Mahoney described, “Sometimes an analyst will want some-
one with strong accounting skills, or strong writing skills, depending on
what the analyst himself is weak in.”"” The ratio of research associates/
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junior analysts to analysts varies by firm and sector but often falls in the
range of 1:1 to 3:1.

Research associates and junior analysts help senior analysts stay on top
of company news, field client calls, write reports, communicate with the
sales force and traders, and update financial models. (See Exhibit 2.3 for
a typical day for a research associate.) The way in which work is divided
between an analyst and the analyst’s support staft is almost wholly at the
discretion of the analyst. Some junior analysts are given one to three com-
panies to cover on their own, with only minimal supervision, while at
the other end of the spectrum they are relegated to inputting data into
spreadsheets.

Analysts and their “juniors” function as a team, with the analyst’s name
at the top of all work products. Analysts are responsible for the career de-
velopment of their staff, for detailing the job description, and for providing
the bulk of the input on their performance reviews. Given this close work-
ing relationship, it is common for senior analysts who move from one firm
to another to take their junior analysts and research associates with them.

Compensation for junior analysts and research associates varies, but in
recent years associates have earned about $100,000 while junior analysts
have earned from $100,000 to $350,000. Senior analysts are responsible
for determining annual bonuses for juniors and associates (within a range

Exhibit 2.3 Morgan Stanley Dean Witter, on the typical job day.

Associate, Equity Research, Morgan Stanley

8:30 am Arrive at work; review any news concerning the 21 aerospace companies that Morgan
Stanley researches. Talk to traders on the floor; brief sales staff on any changes to
particular companies.

9:30 am Stock market opens.

10:00 am  Begin meetings with institutional investors on the benefits and perils of investing in
various aerospace industries; prepare reports on company developments.

12:00 pm  Lunch at desk.

12:30 pm  Conduct financial models on various companies to forecast their earnings. Conduct
company research, which “involves reading industry journals, interviewing industry
experts, and even occasionally traveling to visit company facilities.”

3:00 pm Continue meetings and telephone calls with institutional investors.

5:45 pm Discuss investment and sales strategies with various Morgan Stanley investment bankers.

6:00 pm Work with boss, a senior analyst, to review financial predictions.

7:00 pm Edit company reports for publication on a financial wire service—one hour per
company.

10:30 pm  Go home.

SOURCE: Morgan Stanley Dean Witter, Vault Reports, Inc., 80 Fifth Avenue, 11th Floor, New York, NY 10011, (212) 366-4212,
www.vaultreports.com.
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set by department management). As one former research associate de-
scribed, “In terms of compensation, it was really based almost entirely on
what your analyst thought of you. If he thought you were doing a good
job, that’s what they relied on to come up with what your annual bonus
would be.”

Analysts also receive support from institutional salespeople and traders
at their own firms. Prior to the 1950s, there were no institutional sales
forces, and “selling analysts” were solely responsible for communicating
their research message to clients. Today, however, institutional salespeople
are responsible for summarizing analyst research and for relaying key
points to buy-side clients. Salespeople also arrange visits and conference
calls with clients and keep analysts updated on client thinking—which
stocks they are watching and want to be updated on. Without an eftec-
tive sales force, an analyst would need to devote even more time to client
marketing. As former analyst Steve Galbraith commented, “Salespeople’s
influence is huge on whether or not a research analyst’s message gets out.
A great sales force is one of the big competitive advantages any firm can
have.”? Consistent with this, Maber, Groysberg, and Healy (2012) find
that, in a given month, a typical analyst at a midsized firm made six pre-
sentations to the brokerage firm’s sales force and that these presentations
were positively associated with the generation of commission revenues for
the analysts’” portfolio of stocks.

Traders inform analysts about news from the trading floor, including
large trades, key short-term trends, and individual clients’ buying and
selling activities. Jeft Leerink, CEO of Leerink Swann, commented, “If
you're trading stocks, you’re in the flow . . . There’s always valuable infor-
mation coming off the trading floor.”?!

Communication among analysts, traders, and salespeople within a firm
is an almost continuous process. It starts with the previously mentioned
morning meeting; then, throughout the day, analysts update salespeople
and traders on major news events using the internal intercom system re-
ferred to as a “squawk box™” or via blast e-mails.

Managing Research Departments
To build and sustain a successtul research department, firms have to hire
the right people, provide them with suitable training and mentoring, and
develop effective ways to evaluate and reward them.
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Analyst Hiring
Prior to the 1950s, newly hired analysts were often new or recent col-
lege graduates, with virtually no Wall Street experience, who used the
position as a training ground for careers in finance. Beginning in the late
1950s, research firms began hiring more experienced analysts, often with a
background in the industry that they were to cover. Today’s research ana-
lysts possess diverse academic and employment backgrounds. Many have
advanced degrees, primarily MBAs but also MDs, JDs, and PhDs. Many
are hired from the industries they will cover—with research management
often valuing industry knowledge over finance experience. For example,
Sanford C. Bernstein media analyst Michael Nathanson came from Time
Warner and chemicals analyst Nick Henderson from British Petroleum.

Some firms focus on developing junior talent with a view to promot-
ing junior analysts as opportunities arise. Others prefer to hire experi-
enced analysts from small regional firms or highly rated “star” analysts
from leading Wall Street banks. Many firms use a combination of these
hiring strategies.

Firms with a strong unique corporate culture, regarded as a key com-
petitive advantage, frequently adopt the “homegrown” approach: They
hire individuals without experience, train them to be analysts, and subse-
quently promote the most talented. Such is the case at Sanford C. Bern-
stein. Founder Sanford Bernstein commented, “We tried in the beginning
to get experienced and finished analysts . . . but we weren’t satisfied and so
we backed into having to train our own.”??* Post-2003, Credit Suisse has
put increased emphasis on promoting research analysts from within after
having a strategy of hiring stars from its competitors, and by 2009 25 per-
cent of the firm’s ranked analysts had started at Credit Suisse as associates.*

Sara Karlen, former head of human resources for research at Merrill
Lynch, described her firm’s strategy in 2005 of using internal promotions
rather than external hires:

The senior analysts are important, but there is just as much value placed
on the junior analyst and the talent pipeline. There is a great deal of
emphasis on organic growth. Gone are the days when every time we
had an opening, there was a rush to the outside to fill it. We have very
talented people that we want to provide opportunities to, and we want
people in research to see this as a long-term career and not just a five-year

relationship.?*
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A former research associate at Thomas Weisel Partners, which adopted a
similar strategy, pointed out that one benefit of focusing on internal pro-
motions is to motivate junior staff members:

Something like two out of every five associates have been promoted to
an analyst. It was used as motivation because Weisel wanted to promote
from within, and that would essentially be what they would tell you,

“Work hard and we’ll make you an analyst if you really prove yourself.”

However, for firms in a hurry to fill analyst positions or to boost the
research department’s performance statistics, the homegrown approach is
often considered too slow. In these instances, hiring star analysts from
competitors is the preferred strategy for many firms. Such was the case
at Lehman Brothers in 1999 as Joe Amato, global head of research, and
Steve Hash, head of U.S. equities research, looked to upgrade the talent
in the research department and set higher expectations. As Hash recalled,

From early 1999 to mid-2000, we hired eight ranked analysts . . . That is
about the upper limit on how many ranked-analyst hires you can make
in a short period of time. If one analyzes the pattern of hiring senior II-
ranked analysts, one rarely sees more than five hires in a year. The process

is just too hard.”

Combining this selective hiring strategy with massive internal develop-
ment efforts allowed the firm to move from number eight in the Institu-
tional Investor poll to a top-five ranking. By 2003, it was number one.

A recent study by Groysberg, Lee, and Nanda questions the value of
hiring star analysts from competitor firms. On average, star analysts who
switched banks underperformed star analysts who stayed put for at least
five years. This study shows that star analysts who moved from one bro-
kerage firm to another with comparable resources and prestige experi-
enced a post-move decline in performance that typically lasted two years.
The study finds, however, that this performance decline did not occur
when the star analysts brought their colleague(s) with them when mov-
ing. In contrast, analysts who moved on their own typically saw their
performance decline for as many as five years. The post-move decline in
performance was also exacerbated when analysts moved to a firm with
lesser resources and prestige. In such instances, the decline also persisted
for five years. In contrast, star analysts who moved to firms with better
capabilities saw no notable performance decline.?
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The process of hiring analysts tends to be lengthy and involved. Firms
generally engage headhunters to find interested candidates and to manage
the hiring process. They then bring in qualified candidates for numer-
ous rounds of interviews with research department management, other
analysts, and, often, traders and salespeople. At Sanford C. Bernstein, for
example, the hiring process regularly takes a full year; candidates on head-
hunters’ lists often come in for as many as twenty interviews.

As discussed, qualities that managers look for in hiring analysts in-
clude intellect, work ethic, entrepreneurship, a willingness to take risks,
and communication skills. Fred Fraenkel, a former manager of Lehman
Brothers’ research department, explained the “four qualities” test he used
when interviewing analyst candidates:

I tried to figure out whether the interviewee had the intellectual capacity
and the work ethic to become an industry expert. If those two qualities
didn’t exist, then nothing else mattered. The third question was whether
the interviewee was capable of representing those two qualities to clients,
orally or in writing, so that they could be recognized. All you can do in
this business is call, visit, or write—that’s it; there’s no other way to gain
recognition for expertise. The fourth part was our magic bullet. I asked
myself whether the interviewee was someone people were going to like.

And if he or she wasn’t, [ would take a pass.?’

The unstructured nature of the analyst position means that analysts have to
be self-motivated. They need to have drive and to set their own objectives and
time horizons. Research department managers can help in setting long-range
objectives or putting in place performance tracking systems, but on a daily
basis no one stands over an analyst’s shoulder. Analysts need to establish their
own priorities, manage their own schedules, and set their own deadlines.

A key priority for an analyst is to build a franchise. To do so, the ana-
lyst has to be an entrepreneur. The analyst’s firm brand can provide a foot
in the door with respect to client access, but ultimately the analyst needs
to build his or her own credibility to be successful. As an entrepreneur,
the analyst has to understand the market, build a research product that
investors want to read, market the product to clients through calls and
visits, and build name recognition through media exposure and ranking
in industry polls. Former Lehman analyst Kim Wallace opined:

What [did] it take at Lehman Brothers to succeed and be a star analyst?
The easy part of it [was] you had to own your franchise. You [had] to be
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an entrepreneur in knowing what’s important to the client base, trends in
your sector that might lead to change . . . anticipating those changes, and
then communicating them thoroughly, repetitiously, until people [got]
the message. Sometimes, there’s so much information that flows at buy-
side analysts from all corners that it is difficult to differentiate yourself.
One way that you do it is by repeating what you believe to be good calls.
And, of course, you develop relations with people who listened to you the

first time around, so that stuff was a given.

Finally, analysts need to be willing to take risks, to make recommen-
dations that sometimes go against the market’s current perception, with
the knowledge that they may be wrong and that clients and managers
may be unhappy with them. As Michael Nathanson asserted:

They want people who are OK when they’re wrong. In this job, you're
going to be wrong—hopefully less than half the time; that’s your bench-
mark. It’s almost like blackjack: if you can beat the house half the time,
youre OK. But youre going to lose at times. Youre going to get some-
thing wrong. And you have to be able to deal with that, and to go back
again and talk to your clients, and say, “Look, I got that wrong. Here’s

what I missed,” and be able to be honest about yourself.?*

Training Analysts

Most brokerage houses offer some type of training for new analysts, vary-
ing widely in length and level of formality. At one end of the spectrum,
Sanford C. Bernstein gives its new analysts approximately one year to
learn their industry and the analyst job. This training is informal and
individually driven. The new hires are expected to study their cover-
age companies, read the research of other Bernstein analysts, and seek
out advice from their colleagues. Bernstein analyst Vladimir Zlotnikov
explained, “You take somebody who is smart, who has proven to be suc-
cessful in other areas, who is motivated enough to work hard, you leave
them alone, you help them slightly with the process, but you really allow
them to develop their own independent point of view, their voice.”?
Sallie Krawcheck, director of research at Bernstein in the 1990s, added,
“We bring them in and pay them hundreds of thousands of dollars to sit
in their office and learn!”?"

Other firms offer more formalized training. Analysts and junior ana-
lysts who are hired directly from business school participate in firmwide
training designed specifically for new MBAs. This training, which is full
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Exhibit 2.4 Gary Black’s eight simple rules to success as an
analyst: Sanford C. Bernstein new analyst guide.

. Be first.

. Be proactive.

. Be value-added.

Be visible.

Be decisive.

Be opportunistic.

Be clear.

Be humble.

Objective: Dominate your category

@ NG R

SOURCE: Boris Groysberg, Anahita Hashemi, “Sanford C. Bernstein: Growing
Pains,” HBS No. 405-011 (Boston: Harvard Business School Publishing, 2004),
p. 28.

time and lasts several weeks, includes an introduction to the firm, com-
pliance, accounting and financial analysis, and presentation skills. Many
research departments also provide their own training for new hires. As
one analyst recalled, “It was a week of training covering communications
skills, accounting, valuation models, standard investment banking re-
search training.” Some firms provide further training to assist new analysts
in preparing for regulatory exams. Analysts are generally required to pass
the Series 7, 63, 86, and 87 exams prior to communicating with clients.

For experienced analysts, most firms offer ongoing training. Some con-
duct training programs to help analysts move up the Institutional Investor
rankings. For example, at Bernstein, Gary Black, a tobacco analyst, shared
his “Eight Simple Rules to Success as an Analyst” with less experienced
analysts (see Exhibit 2.4). At one point, Lehman Brothers offered an “Ac-
celerated Marketing Class” to selected analysts. Steve Hash described the
program:

‘What I had learned . . . was that we should run “accelerated marketing
training” just as if it were an accredited college course. We would have
a clear start, a clear end, and seven modules in between. It would be an
intensive, seven weeks, two-hours-per-week program. We would have a
class of ten to fifteen analysts—no larger, no smaller. Too small, it’s not
as effective; too large, it becomes out of control. The program would use
handouts to focus on marketing—it would be about working with the

sales force and making an impression on the buy side.’!

Evaluating Analysts

In many respects, analyst performance is assessed continuously and in a
highly public way. Dan Reingold, a former telecom analyst, explained:
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Unlike many people in the corporate world, investors and their advisors
got graded every day. If I missed some news or made a bad call, I'd hear
about it immediately, first from the trading prices of the stocks and then
from an unhappy money manager who’d followed my advice or a . . .

salesman who’d pitched it hard.*

However, most organizations also have formal annual review processes
in place that assess analyst performance using a wide range of metrics.
In conducting these assessments, research managers use quantitative and
qualitative data points from internal and external sources. (See Exhibits
2.5, 2.6, and 2.7 for a sample analyst performance review form used by
two investment banks.) Based on analysis of these data points, research
management assigns analysts an overall performance rank that is then
used to determine annual bonuses. While some firms provide to their
analysts the exact methodology used in determining how the bonus pool
is divided among analysts, most do not disclose detailed compensation
calculations, particularly if there is subjectivity in the evaluations.

Among the data used to evaluate analysts are internal performance ratings
completed annually by analysts” peers, supervisors, and support staft. These
evaluations measure everything from industry and company knowledge to
contribution on collaborative projects, willingness to mentor juniors, and
commitment to ethical standards. Research departments also track a wide
number of data items for analysts, such as the number of client calls, the
number of pages written, the performance of investment recommendations,
and trade volume in the analyst’s recommended stocks. Analysts are often
asked to put together an annual business plan with their key objectives for
the next twelve months. Plan objectives may include increasing the number
of companies under coverage or writing a minimum number of reports and
are used as a benchmark for evaluating subsequent performance.

Industry polls represent a key external or market evaluation of analyst
performance. Most notable among these is the annual poll of buy-side an-
alysts and portfolio managers conducted by Institutional Investor. The im-
portance of this poll in the analyst assessment process cannot be stressed
enough. One Lehman analyst referred to his firm’s assessment process
as “II or die.”” Greenwich Associates and Reuters also publish industry
rankings based on a poll of institutional investors. The Wall Street Journal
initiated an annual sell-side analyst ranking in 1993. This ranking is based
on accuracy of earnings estimates and performance of stock picks.

Buy-side investors also contribute to the assessment process via broker
votes. The results of these voting processes are generally communicated
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e He makes bold anti-consensus calls

e | respect Peter for not wavering

e He is good for long-term investors

e He correctly identifies winners but not losers

¢ He has become a high-profile analyst because of his calls but
lately it is hard to get in touch with him

e He walked away from Intel too early

e Heis good at identifying market shifts and how the stocks
will trade at inflection points

Survey of Institutional Salesmen & Traders
(# represents quartile within Rubin, Stern, and Hertz Research Dept.)

1997 1998 1999 2000 2001 2002 2003
Sector Expertise
Stock Picking
Marketing
Quiality of Written Reports
Research Ideas
Management Access
Accessibility/Responsiveness
Overall Response
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Exhibit 2.5. Performance review for Peter Thompson, 2003.

SOURCE: Research director. (Some information has been disguised.)



Exhibit 2.6 Mock analyst profit and loss statement (accounts for
55 percent of the scorecard).

70% of analyst P&L revenues are derived by summing the following on a
weighted basis:

Dollars Weighting
Client vote revenues' $5,010,633
Investment manager meeting revenues? $1,002,127
Client vote + investment manager $6,012,760 80%
Management access revenues’ $10,753,771 20%
Total revenues $6,960,962

30% of analyst P&L revenues are based on secondary trading commissions in
the analyst’s sector:

Trading revenues $6,052,080
Total revenues $6,688,298
Direct costs (734,937)
Revenues: Direct costs $5,953,361

1. These include revenues generated from the high touch clients and sales-managed clients
(including management access and growth opportunities). The clients in this category provide
Credit Suisse with detailed feedback, and most provide a breakdown as to how they allocate
their total commission dollars among the following services: research services, management
access, HOLT, and trade execution. For each analyst, the revenues from an individual client are
multiplied by the percentage of value that that client allocates to research and then multiplied
by the percentage of total client votes that the individual analyst received. If the client does not
provide a breakdown of their perceived value of trade commissions, then the average percentage
attributed to research for that client’s segment is used as a default in order to calculate analyst
revenues. HOLT is a proprietary Credit Suisse database that includes detailed financial information
on over 20,000 companies globally. This database is used primarily to perform cash flow-based
company valuations. It is included as part of Credit Suisse’s overall equities offering; as such,
Credit Suisse is expected to be compensated for HOLT via secondary trading commissions.

2. These include the revenues generated by the Institutional Markets segment clients.

3. This category is calculated similarly to client vote revenues. Dollar commissions, per client, are
multiplied by the percentage that that client ascribes to management access. That number is then
multiplied by the percentage of corporate access events each analyst has doled out.

SOURCE: Boris Groysberg, Paul M. Healy, and Sarah Abbott. “Credit Suisse Group: Managing
Equity Research as a Business.” Harvard Business School Case 410-073 (Boston: Harvard Business
School Publishing, 2005), p. 14.

Exhibit 2.7 Analyst scorecard.

A. Quantifiable metrics

Criteria Weighting
Analyst P&L 55%
Sales feedback 5%
Trade idea monitor 10%
Performance of recommendations 5%
Cross sector survey 5%
Total quantifiable metrics 80%

B. Qualitative metrics

Criteria Weighting

Product quality, vetting, value added to firmwide initiatives, teamwork, 20%
compliance role model, mentoring and development of team, global
coordination with research colleagues

Total qualitative metrics 20%

Total metrics 100%

SOURCE: Boris Groysberg, Paul M. Healy, and Sarah Abbott. “Credit Suisse Group: Managing Equity Research as a
Business.” Harvard Business School Case 410-073 (Boston: Harvard Business School Publishing, 2005), p. 15.
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to sell-side firms in an abbreviated form and used as a factor in the analyst
assessiment process.

Analyst Compensation

Brokerage firms compensate analysts with a combination of salary, annual
bonus, and, in some cases, company stock. The salary component is typi-
cally a relatively small piece of the overall compensation package, gener-
ally in the $100,000 to $200,000 range. Annual performance bonuses can
vary widely by year and by analyst. The aggregate size of the bonus pool
for the research department depends primarily on the firm’s performance.
Research management then divides the pool among analysts based on their
rankings awarded from performance reviews. Recently hired analysts,
particularly star analysts, may be guaranteed minimum compensation.

A recent study by Groysberg, Healy, and Maber (2011) shows that at
a leading investment bank average real sell-side analyst compensation in-
creased dramatically during the late 1990s to a peak of around $1.1 million
in 2000 to 2002, then declined by 44 percent between 2003 and 2005 after
the tech market crash and the Global Settlement. (See Exhibit 2.8.) The
study shows that dramatic growth in compensation at the firm from 1995
to 2002 was fueled by large real bonus growth rates (averaging 45 percent
in 1995, 21 percent in 1996, 33 percent in 1997, and 77 percent in 2000).
When the market declined in 2003 and 2005, however, average real bo-
nuses declined by 33 percent and 26 percent respectively.’*

In contrast to the wide swings in bonuses, nominal salaries at the firm
grew modestly over time, from an average of $146,667 in 1988 to $173,077
in 2005. However, nominal salary growth rates were less than rates of infla-
tion, implying that mean real salaries declined from $239,535 in 1988 to
$173,077 in 2005.%

The large increases in compensation that occurred during the late
1990s were not shared equally among the analysts at the firm. In 2002,
analysts in the top decile of the compensation distribution received
$3,236,484 (in 2005 dollars), more than three times the compensation of
the median analyst (see Exhibit 2.8).%¢ Well-known research analysts at
the leading firms, such as Henry Blodget, Mary Meeker, and Jack Grub-
man, earned even larger amounts, with rumored compensation of more
than $10 million a year, much of it driven by investment banking awards.
Dan Reingold described the compensation package he was offered by
Credit Suisse First Boston (CSFB) in 1999:

Instead of a fixed salary and bonus, CSFB was offering me a piece of the

action: 2.5 percent of any telecom [investment banking] fees earned by
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CSFB above $150 million per year . . . There were also payments for an IT
ranking of number one, two, or three and additional incentives if CSFB
ranked in the top five spots in three different league tables: telecom M&A,

telecom stock underwriting, and telecom junk-bond underwriting.*’

By the late 1990s, the bulk of analysts were earning a halfa million, and highly
ranked analysts were earning a couple of million dollars a year. However, by
2005, these mega-deals had disappeared, and analyst pay inequality declined.

Groysberg, Healy, and Maber (2011) find that differences in analysts’
total compensation can be largely explained by three factors: institutional
client ratings of analysts, coverage of the firm’s investment banking cli-
ents, and the aggregate trading volume of the stocks the analyst covers.
Analysts at the firm with a top three or runner-up rating in Institutional
Investor received 61 percent (100 percent) higher total (bonus) compensa-
tion than their unranked peers. Analysts who covered a current invest-
ment banking client earned 8 percent (12 percent) higher total (bonus)
compensation. And analysts who covered stocks at the third trading vol-
ume quartile earned 48 percent (64 percent) higher total (bonus) com-
pensation than analysts at the first trading volume quartile, reflecting the
importance of having strong analysts covering stocks that have a dispro-
portionate impact on business.*

Conclusions

As capital market intermediaries, sell-side analysts provide research ideas
to buy-side investors and help create an informed, liquid, and orderly
market for stocks. To perform this function, analysts have to have a deep
knowledge and understanding of the industries and firms they cover, build
a loyal clientele for their services by marketing and refining their ideas
with clients, and leverage their time by collaborating with junior research
analysts, the institutional sales force, and traders within their own firms.

To manage sell-side research successfully, sell-side firms hire analysts
who have strong intellectual, work ethic, entrepreneurial, risk-taking, and
communication skills. Hiring strategies vary across firms, with some hir-
ing established star analysts from other firms and others hiring rookies
with the goal of developing them into stars. Research managers provide
analysts with training and mentoring to help them build their franchise,
particularly for firms that develop talent internally rather than hiring stars.
Finally, research departments spend considerable time and resources evalu-
ating analyst performance and determining analyst compensation.



3

Sell-Side Research:
The History of an Information Good

In Chapter 1 we discussed the challenges Prudential faced in monetizing
sell-side research. In this chapter we argue that this challenge arises be-
cause sell-side research is an “information good,” which affects its value
to customers.

Information Good Problems

Financial services firms fund and support research departments because
they anticipate that sell-side research attracts clients and contributes to
their profitability. However, as an information product, research faces a
number of challenges that influence not only its value to customers but
their willingness to pay for the product. These include (1) high costs of
information production and low costs of reproduction; (2) rapid informa-
tion obsolescence in an efficient capital market; (3) “experience good”
attributes; and (4) information overload.

Cost of Production versus Reproduction

Although the initial cost of producing research is high, its cost of repro-
duction or redistribution is very low. The initial production costs include
analysts’ salaries, their administrative support costs, travel expenses, office

44
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space, and the other infrastructure costs of supporting research. However,
once these costs have been incurred, the incremental costs of research
distribution are very low, particularly now that research findings can be
distributed via the Internet. As a result, the cost of the first research report
is very high, but each additional report that is distributed costs virtually
nothing.

From a business perspective this characteristic can create challenges
in pricing and profitability. Because the up-front initial production costs
are sunk, competing research providers have incentives to lower prices to
attract new clients and cover their production costs—after all, any price
greater than the cost of reproduction makes a positive contribution. The
resulting pricing pressure can lead all firms in the industry to suffer from
low profitability and makes it a challenge to cover the full cost of re-
search production. This problem is not unique to equity research—it is
also faced by the software and music industries. Later in this chapter we
explore how sell-side research has been packaged and sold to mitigate this
risk. Initially the industry bundled research with trade execution and sold
the package to customers at regulated prices. Later, when prices were de-
regulated, research was bundled with investment banking.

Information Obsolescence

Another important feature of research is that its value depends in part
on the number of other clients who have access to it. If financial markets
are relatively efficient, new research findings will be quickly reflected
in prices as customers trade on the information uncovered by analysts.
However, this implies that the information is valuable only to clients who
are able to react quickly to new information the analyst provides. Clients
who are slower to respond will find that the information has become
obsolete and cannot help them generate superior returns. As a result, the
information is very valuable to the clients who either receive the informa-
tion first or who are able to react to it promptly. But it is virtually worth-
less to clients who react slowly.

This feature of equity research further complicates pricing and profit-
ability. U.S. securities regulations require financial institutions that pro-
duce research to provide it to all clients at the same time. Consequently,
research providers cannot issue their reports earlier to some clients than
to others and charge differentially. However, as we discuss later in this
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chapter, research providers have figured out ways to allow clients who
valued information in their analysts’ research reports to compensate them
differentially for the research.

Of course, if markets are not perfectly efficient, or if portfolio man-
agers have diverse views on a stock, even research that has been widely
distributed may have some value to research users. In addition, portfolio
managers may be willing to pay for basic research on a stock even if it
does not enable them to generate superior returns. It is much more ef-
ficient for the thousands of money management firms and portfolio man-
agers to acquire basic information on stocks from a handful of sell-side
firms than to incur the costs of replicating this information internally.

Research as an Experience Good

A good is an “experience good” if consumers have to use it to be able to
value it. Consumers of such a product or service bear a risk that it will not
live up to their expectations once they have purchased and experienced
it. This reduces their willingness to make the purchase in the first place
and/or leads them to require a price discount to protect against the risk.

Many goods and services—music, movies, software, new products—
qualify as experience goods because it is difficult to assess how entertain-
ing or useful they are until one has actually listened to the music, watched
the movie, or used the software or new product. Equity research is also
an experience good. Portfolio managers do not know whether a new
research idea will provide any useful information until they have actu-
ally received it. Even then, an idea’s value is not evident. An analyst can
predict whether a stock will increase or decrease in value, usually over
the next twelve months, but the value of that prediction becomes evident
only with the passage of time. This creates an additional risk for the cli-
ents of sell-side departments and therefore for research providers in pric-
ing their product.

As discussed later in this chapter, research firms use several approaches
to mitigate this challenge. It is partially overcome through branding and
reputation—portfolio managers value the research of a particular firm or
analyst they have used in the past and found valuable. It is also managed
through the system of broker votes used to allocate commissions, where
buy-side analysts and portfolio managers rate the value of past sell-side
research for analysts and their firms and use the ratings as a basis for as-

signing future commissions.
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Information Overload

An increasingly important challenge for producers and users of research
1s that voluminous information is available at so little cost, leading to in-
formation overload. This is certainly true for many stocks where a wealth
of information is available from the financial media, online investment
advisors, and sell-side analysts, as well as from the company itself. It is
thus challenging for portfolio managers to screen all the new information
potentially available on a stock and judge its reliability.

Once again, we argue that branding and reputation of sell-side analysts
and research departments play an important role in helping the buy-side
perform these functions. Independent ratings of analysts by organizations
such as Institutional Investor and Greenwich Associates also provide inves-
tors with a way to determine which analysts are worth listening to and
which are not.

These properties of equity research raise challenges for research pro-
ducers in pricing and profitability. Yet, as we discuss next, for much of its
history the industry has managed to develop business models to mitigate
these effects.

Sell-Side Research and the Brokerage Business Model

The first research department was created in 1926 by Edward Shearson,
who hired Murray Safanie, an accountant working at the U.S. Treasury
Department, and charged him with providing clients at Shearson’s bro-
kerage firm with “as much factual information as possible on the stocks
they bought and sold.”!

Yet it was not until 1959 that research developed into a business. At
that time, William Donaldson, Daniel Lufkin, and Richard Jenrette, for-
mer Harvard Business School classmates, recognized the unique oppor-
tunity provided by rapidly growing pension funds and mutual funds that
were increasingly looking for ideas on how to outperform the market.
The firm they created, Donaldson, Lufkin & Jenrette (DL]), had a novel
business model: Fill the “information void”? by providing institutional
investors with well-researched investment ideas, and they will reward you
handsomely with brokerage business and, thus, commission dollars. In
the words of Jack Rivkin, who started in the industry as a sell-side analyst
in 1968 and later became a research director, “People were doing research
long before DLJ, but [DL]] made it into a business.””
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Exhibit 3.1. The New York Society of Security Analysts (NYSSA) membership statistics.

SOURCE: Authors, from data in Timothy C. Jacobson, From Practice to Profession: A History of the Financial Analysts
Federation and the Investment Profession, Association for Investment Management and Research (1997), CFA Institute Web
page, www.cfainstitute.org/aboutus/press/60thanniversary/index.html, retrieved in June 2008, p. 24.

When DLJ became the first New York Stock Exchange member to
go public in 1970, the firm was earning a return on equity of more than
50 percent, and many others had copied their business model. Faulkner,
Oppenheimer and Dawkins & Sullivan were formed in the early 1960s,
followed by Sanford C. Bernstein & Co. in 1967. With dozens of firms
providing equity research, the industry had come of age.

The profession grew from fewer than 2,500 analysts (both buy- and
sell-side analysts) in 1957 to more than 5,000 in 1975 (see Exhibit 3.1).
Analysts with backgrounds in industry and academia were encouraged to
join the sell-side, bringing expertise and specialization.

Regulated Commissions

The early success of the industry depended largely on the fact that re-
search was funded through regulated commissions. Institutional commis-
sions on the NYSE were a direct function of both price and shares traded:

Commission per share = a + 3 X Price

The coefficients o and B varied with trade size, and commissions on
trades above $300,000 could be negotiated. But brokers were prohibited
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from competing for clients by offering lower-priced commissions. Instead
they offered auxiliary services such as research. Thus, when a buy-side
house (for example, an investment firm such as Fidelity) executed a trade
with a broker, they would pay that broker a commission of twenty to
thirty cents per share. The buy-side house would also advise the broker
what, if any, sell-side research led to the trade. The broker would then
write a “give-up” check to the research firm, often specitying the analysts
who had contributed to the deal. Research firms, in one veteran analyst’s
words, were “‘service organizations that relied upon fees.”

Regulated commissions enabled research firms to overcome many of
the information good problems discussed earlier in this chapter. By pro-
hibiting brokers from competing by cutting commissions, they ensured
that sell-side analysts and firms were rewarded for their work and re-
mained profitable. This allowed the sell-side research profession to attract
new talent, notably graduates from leading colleges and new analysts who
had industry experience.

As a result, research became more sophisticated. Analysts were en-
couraged to spend much of their time in the field. Robert B. Johnson
(then director of research at Paine, Webber, Jackson & Curtis) indicated
that his team spent as much as 50 to 70 percent of their time traveling,
visiting the management of institutions and corporations.* In addition,
the simplistic relationship-based advice of the 1950s, often conducted via
telephone or wire service, was replaced by in-depth reports on a particu-
lar company or industry. As one veteran analyst puts it, such reports were
“magnificent . . . documents,” perhaps more than 150 pages on one com-
pany, elegantly hardbound and typeset.

Firms sought to build strong research brands to differentiate themselves,
reducing the “experience good” risk and the “information overload” chal-
lenges for their clients. For example, Daniel Lufkin came up with the
initial idea of “producing in-depth research reports on small companies,
patterned after the analyses of case studies he had done at Harvard.”® Ana-
lysts at Sanford C. Bernstein became well known for the depth of their
analysis, the length of their reports or “Black Books,” and a focus on long-
term forecasts of a company’s prospects. As one Bernstein veteran put it,
“We’re not trying to give you a weather forecast. We're trying to tell you
whether there’s going to be a heat wave or an ice age.”® As a result of such
efforts, money managers could readily identify the most reliable sources of
information on particular companies and could have confidence that the
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reports they received met their expectations. As James Balog recalls fondly,

the era “was a Camelot period in the research business.”’

Deregulation and Consolidation
By the early 1970s, commissions were twenty to thirty cents per share.
Yet on May 1, 1975, termed “May Day” on Wall Street, the U.S. Securi-
ties Exchange Commission deregulated the brokerage industry by abol-
ishing regulated high fixed commission rates and permitting commissions
to be determined by market competition. Consequently, numerous bro-
kerage firms were forced to modify the funding structure of their equity
research departments. Research and brokerage firms demanded hard dol-
lars for research materials and began to charge steep fees for individual
reports or annual subscriptions. Morgan Stanley, for example, charged
$500 for a short ten-page report, between $5,000 and $7,000 annually for
all research in a particular industry, and more than $25,000 annually for
comprehensive access to the firm’s research.” Paine Webber followed suit.

The impact of the regulatory changes on individual analysts was dra-
matic. Robert Errigo, former research director at Merrill Lynch, explains,
“The analyst went from being an intellectual introvert to becoming a
dominant salesperson of his research. Analysts who couldn’t sell were
driven out of business.”” Other analysts remarked that scholarly aspects of
their profession declined; the focus, they felt, shifted from detailed book-
like reports to stock-picking abilities.

In addition to the job changes, analysts saw their compensation decline
by 10 to 12 percent. Top analysts retained their jobs and high compensa-
tion, but others either lost their jobs or settled for less money as a two-tier
market developed. In 1977, most Street analysts earned between $40,000
and $50,000; the biggest names earned as much as $125,000."

The changes that May Day brought, however, did not stop with the
intellectual focus and compensation of research analysts. Deregulation
had a profound effect on the structure of the industry. Commission rates
for institutional trades declined dramatically. Rates for blocks of 1,000
to 9,999 shares fell from 27.6 cents per share in April 1975 to close to
15 cents in December 1978, and rates for orders of 10,000 or more also fell
during the same period. (See Exhibit 3.2.)

Security firms that focused on institutional clients struggled to break
even, leading to consolidation and dissolution. The total number of firms
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Exhibit 3.2. Commission rates for institutions by order size, April 1975 to December 1978.

SOURCE: Securities and Exchange Commission, Survey of Commission Charges on Brokerage Transactions, July 26,
1979, p. 13.

on the Institutional Investor All-America ranking in 1974 was sixty-one;
by 1981 that number had shrunk to twenty-five. H. C. Wainwright, the
number-one research firm in 1974, folded; seven of the top ten firms were
no longer around or survived only through a merger. These included
Mitchell Hutchins, the number-three firm in 1974, Drexel Burnham
(ranked fourth), William D. Witter (fifth), G. H. Walker Laird (eighth),
Baker Weeks (ninth), and Colemen (tenth). Only three firms emerged
from the 1970s unscathed: DL]J, Morgan Stanley, and Oppenheimer."
Whether tragic or necessary, May Day changed the face of Wall Street
and the features of equity research in particular. As practitioners sought
novel ways to get paid, the profession began to reinvent itself. Under the
new model, most analysts were affiliated with large investment banks.

Research and Investment Banking

By the early 1980s, the outlook for sell-side research was finally looking
up. As Institutional Investor put it at the time:

Today, the environment for Wall Street research appears healthy once
again. The shakeout in the industry seems to have ceased; organizations

have scrambled to their feet again and are only too eager to build up their
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research efforts. And analysts are being tempted with the kinds of salary

offers they suspected were gone forever."?

However, as Institutional Investor pointed out, the nature of analysts’
work changed markedly during this period:

Analysts are expected to spend ever-greater portions of their time mar-
keting their products to institutions and contributing to other areas of

their firms, leaving fewer hours for research.”

Rising to meet these demands often required collaboration, leading to
team structures that gained popularity in other areas of the brokerage firm.

The reemergence of equity research arose from a change in the busi-
ness model, as firms with investment banking departments recognized
that their equity research departments could be used to leverage corpo-
rate underwriting. Sell-side analysts were valued because their sales and
marketing skills and their connections with leading institutional investors
could help the bankers distribute new offerings. In addition, the analysts
could help to generate corporate finance deals. Leading analysts had close
relations with managers of issuer firms and could often anticipate which
were likely to be good candidates for banking services. Corporate issuer
managers perceived that the leading analysts had influence with the in-
vesting community and could help generate interest in their stock during
the period following an issue. Banks that had no analyst covering an is-
suer were increasingly excluded from the deal.

As a result of the synergies between research and investment banking,
a new model for funding research emerged. Research departments con-
tinued to be cost centers at their firms, partially funded by contributions
from deregulated brokerage commissions. But now an increasing source
of funds came from allocations via the investment banking department.
For example, in the early 1990s, analysts estimated that Goldman Sachs
spent $105 million per annum on research, and Merrill Lynch $125 mil-
lion." By the late 1990s, research spending at the largest firms had risen
to over $500 million per annum, with a disproportionate share of the in-
crease funded by investment banking business. In 2000, roughly 42 per-
cent of equity research department budgets at leading banks was paid for
by investment banking,” up from around 15 percent in the early 1990s.'

In addition to direct support for research departments, investment
banking departments provided lucrative end-of-year bonuses to financial
analysts who contributed to their profits. A recent paper by Groysberg,
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Healy, and Maber (2011) reports that during the period from 1988 to
2005, analysts at a leading bank who helped generate $1 million or more
in banking-related revenue earned 7 percent more compensation than
peers who had no banking contributions.

The rise of investment banking funding of research enabled the in-
dustry to grow rapidly throughout the 1990s. The number of senior eq-
uity analysts almost doubled between 1992 and 1999. From 1992 to 1998,
Merrill Lynch consistently employed the largest number of equity ana-
lysts. Merrill analysts also produced the most company reports (two pages
or longer)—12,470 for 4,504 companies in 1998, compared to 4,198 for
Credit Suisse First Boston, which was a distant second.”

By using investment banking fees to support research, financial in-
stitutions were able to overcome many of the information good chal-
lenges discussed earlier in this chapter. Because corporate issuers valued
the ability of sell-side analysts to help market their stock during an IPO
or seasoned issue and to facilitate market liquidity following an issue by
providing investors with continuous information on the stock, they were
willing to pay for research services through investment banking fees.
From the investment bank’s perspective, their research departments con-
tributed to their overall profitability, even though they were typically
treated as cost centers.

Superstar Analysts and Rankings

In the late 1990s, veteran telecommunications analyst Jack Grubman be-
came one of the first analysts to rise to celebrity status. He received a one-
year $25 million compensation package from Salomon Smith Barney.!®
Some firms found themselves offering packages to star analysts that were
significantly more than their entire research budgets a decade before. In
1998 recruiters noted that the average compensation for ranked analysts
had tripled within the past few years. Susan Decker, head of equity re-
search at DLJ, believed that compensation levels had risen 300 percent
for the top equity analysts over the past five years."” Star analysts who
covered industries such as telecommunications, technology, media, and
health care could expect to be paid $2 million to $5 million through a
combination of salary, bonuses, stocks, and options. Second-tier analysts
earned from $750,000 to $1 million, and junior analysts received from
$500,000 to $750,000. The so-called grunts, whose work backed up the
senior analysts, could be paid as much as $250,000 to $400,000.%
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How did an analyst achieve superstar status and the compensation to go
with it? Institutional Investor published the first ranking of sell-side equity
analysts in its October 1972 issue. The ranking was based on a survey of
approximately 300 buy-side institutions that accounted for 75 to 80 per-
cent of U.S. equity commissions. Buy-side analysts and portfolio managers
were asked to vote for the best analysts in twenty-six sectors. The names of
the top vote getters across these sectors, eighty-five analysts in total, were
featured in Institutional Investor as the “All-America Research Team.” Most
sectors had three winning analysts with one to three runners-up.

Over the years, Institutional Investor made a number of refinements to its
annual survey. In 1973, the sector winners were divided into first-, second-,
and third-place finishers (referred to as first teamers, second teamers, and
third teamers) and runners-up. In 1974, a “Leaders Table” was added that
ranked sell-side firms by the number of analysts who had achieved an In-
stitutional Investor ranking. This ranking was later adjusted with the results
weighted based on whether analysts earned a first, second, third, or runner-
up position.

The industries covered changed over time, and by 2011 sixty-five in-
dustries were included in the ranking. In 1977, a second firm leaderboard
was added that ranked firms based on the percentage of their analysts who
achieved an Institutional Investor ranking.

In the late 1970s, Greenwich Associates (“Greenwich”) launched a
competitive poll that asked buy-side investors to rank their top sell-side
research firms. While Institutional Investor mailed its survey to a large num-
ber of investment professionals at buy-side firms, Greenwich obtained its
results via in-depth interviews with buy-side firm managers and senior
personnel. Greenwich did not make the results of its survey freely avail-
able but rather limited its dissemination to paying clients.

In 1985, Institutional Investor expanded its survey, asking buy-side re-
spondents to score analysts on a scale of one to ten across a number of cat-
egories, including stock picking, earnings estimates and client service.?!
What factors were considered important to institutional investors in their
ratings of sell-side analysts? In 1998, analysts’ understanding of the indus-
try they covered was rated the number-one factor regardless of institution
size.?? For the largest clients this was followed by stock selection, written
reports, and company visits. However, these rankings changed over time.

By 1998, the ranking surveyed roughly 1,800 portfolio managers who
represented approximately 88 percent of the 100 largest U.S. equity man-
agers, as well as nearly 300 other investment management institutions,
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banks, money managers, and investment counseling firms. Because the
Institutional Investor rankings reflected what customers valued most in ana-
lysts,” they were considered a more comprehensive indicator of an ana-
lyst’s performance than the performance of stock recommendations and/
or earnings forecasts. Institutional Investor became the industry standard and
was used as a hiring and evaluation tool by firms, as a basis for pay nego-
tiations by analysts, and as a marketing tool by investment bankers. Being
ranked by Institutional Investor made an analyst tremendously powerful on
Wall Street, and ranked analysts were generally referred to as star analysts.
Brokerage firms often advertised their ranked analysts in newspapers, in-
cluding taking out full-page ads boasting of their “first team” winners.
Newspapers and television outlets sought opinions from Institutional Inves-
for analysts on the best and worst stocks.

Institutional Investor rankings helped issuers to quickly identify who
were the key analysts covering their stocks, facilitating the selection of
investment banks that were well equipped to underwrite or help distrib-
ute new offerings. The rankings also helped money managers identify the
highest-valued research departments and analysts. By building relation-
ships with these analysts and assigning brokerage business to their firms,
money managers could anticipate an increased likelihood of being allo-
cated shares in attractive (rationed) new issues.

Brokerage Commission Funding Revisited
Although investment banking emerged as a dominant source of research
funding during the 1980s and 1990s, brokerage funding continued to be
important. Indeed, some firms, such as Sanford C. Bernstein, chose not to
develop investment banking capabilities and relied exclusively on broker-
age commissions to support their research.

One reason for the ongoing role of brokerage funding was that insti-
tutional investors continued to demand fundamental research on stocks.
Despite lower costs of information collection and the growth of buy-side
research departments, sell-side research provided a very efficient way for
institutional investors and hedge funds to purchase fundamental research
on industry economics and firm strategy and to use the sell-side’s ability
to provide efficient access to corporate managers.

Of course, for brokerage firms that relied heavily on brokerage commis-
sions to fund research, the challenges confronting information goods dis-
cussed earlier in this chapter remained. And, with deregulation, brokerage
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rates declined precipitously. These challenges were somewhat offset by the
rise of analyst rankings and broker votes.

Analyst Ratings

The growth of analyst and research department rankings described in the
preceding pages helped money managers cope with information over-
load. Analyst rankings enabled money managers to identify the leading
analysts covering stocks of interest and to focus primarily on their re-
search reports, rather than sifting through potentially dozens of reports
from unranked analysts.

Analyst reputations generated from rankings by Institutional Investor
(or Greenwich Associates) were also useful for money managers in limit-
ing experience good risk. The ratings signified that buy-side peers found
the star analyst’s research to be valuable. Although a strong rating did
not eliminate the possibility that a star analyst’s future research would be
less valuable, the stickiness in the ratings provided money managers with
some assurance that the value would persist.

Client or Broker Votes

Sell-side analysts are also regularly rated by managers of large money
management firms as a way of allocating their firms’ trading. At these
annual or semiannual votes, buy-side analysts and portfolio managers re-
ceive a number of votes to allocate to sell-side analysts based on the rela-
tive value of their research advice and services received. Trading volume
over the next six to twelve months is then allocated to firms in proportion
to their votes. As one buy-side analyst described the process:

We sit down twice a year and think about what we’ve done over the last
six months, and about which sell-side analysts have been most helpful.
And then we each allocate a fixed number of points. I have to allocate my
points across the sell-side firms and analysts, and they get paid a certain
dollar amount [in the form of future trade commission| based on the al-

location of those points.

While the format differs by firm, most asset managers conduct a broker vote
and then communicate the results of the vote to research department man-
agers. Buy-side firms generally break down the votes received by a sell-side
firm by analyst and even by service (for example, written research, analyst
visits, company management visits). Some firms also break down the total
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commissions paid into two categories: how much they are paying for trade
execution and how much they are paying for other services, such as research.

By linking money managers’ trading decisions with their ex post as-
sessments of sell-side research quality, the broker votes system reduces the
risk associated with experience goods. Money managers get to experience
whether particular research and analyst interactions add value before they
determine how to allocate payments to investment banks and brokerage
firms for their research in the form of trading commissions. The method
also provides sell-side research departments with useful information for
judging and rewarding sell-side analysts’ performance.

Despite the potential benefits provided by analyst ratings and client
votes, sell-side firms that relied exclusively on brokerage commissions to
fund research struggled to retain their most talented analysts during the
1980s and 1990s. Investment banks were able to offer their star analysts
considerably higher compensation for their services. Some star analysts at
these firms earned less and left for higher-paying jobs at investment banks.

Conclusions

It would be costly and inefficient for the thousands of institutional inves-
tors that utilize sell-side research to replicate it using their own resources.
Yet sell-side research departments have faced a challenge in selling their
services at prices that cover the cost of initial production. One expla-
nation for this paradox is that sell-side research is an information good
with characteristics that make it challenging for research departments
to monetize their product. In a competitive industry, because the costs
of reproducing research are low there is downward pressure on rates of
reimbursement for research. Research information can quickly become
obsolete. As an experience good, clients find it difficult to evaluate the
quality of research ideas until they have received and acted on them. And
clients face information overload and challenges in screening and evaluat-
ing the quality of research.

Yet the industry has been remarkably adaptive over the years in devis-
ing ways to overcome these limitations. Early in its history the industry
saw that it could bundle research with trade execution and recover its costs
through regulated brokerage commissions that constrained firms’ incen-
tives to discount their research. In addition, the creation of client ratings
reduced costs of information overload for investors, and money manager
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voting systems that linked their feedback on sell-side research to their
firms’ subsequent allocation of brokerage business mitigated the experi-
ence good and information obsolescence problems of sell-side research.

When commission rates were deregulated in 1975, research firms
quickly recognized that they would have to follow a different path to
cover the costs of research. Many saw that corporate issuers valued the
role that research played in selling new issues and making a liquid market
for their stocks. Issuers were therefore willing to help cover the cost of
sell-side research through investment banking fees. Institutional investor
ratings of sell-side analysts provided issuer firm managers with an easy
way to identify the most influential analysts, leading these analysts to be-
come increasingly valuable to investment bankers. The leading analysts
became stars in the business media, developed close relations with man-
agers of the firms they covered, and were paid handsomely. However, as
we saw in Chapter 1 for Prudential and discuss later, this system led to
excesses and concern about conflicts of interest. The resulting regulation
has once again transformed the industry.



4

Investment Banking Model Challenges

The investment banking model used to fund research and to create star
analysts during the 1990s successfully supported the growing number
of new equity issues in the Internet and telecommunications industries.
However, as the model rose in prominence, so too did concerns about
analyst independence and conflicts of interest. Reflecting this concern, in
December 2000, when Prudential announced it was drastically downsiz-
ing its investment banking operations, Prudential CEO John Strangfeld
stated, “We expect this strategic change to make Prudential Securities
the first major Wall Street securities firm to use its research capability to
primarily serve its individual and institutional investors rather than its
investment bank.”" In this chapter we discuss challenges to the investment
banking model that have emerged during the last fifteen years, primar-
ily in the form of new regulations that have limited banks’ ability to use
investment banking to monetize sell-side research.

Conflicts of Interest and Investment Banking
During the 1990s, research budgets grew rapidly, funded largely by invest-
ment banking. Investment banking departments funded research in two
ways. First, in the annual budget negotiations, they agreed to support a
certain share of the research budget. In addition, at year-end, investment

59
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banking departments awarded significant bonuses to analysts who helped
to attract new underwriting business and market new issues to investors.
For example, Henry Blodget, a highly ranked technology analyst at Merrill
Lynch, was paid $12 million in 2001. A 1999 memo showed that he spent
85 percent of his time on investment banking activities and 15 percent on
research-related activities.”? Another memo, written in 2000, indicated that
his team had worked on more than fifty-two investment banking deals
that had generated more than $115 million in fees for Merrill Lynch.?

The substantial bonus awards paid to superstar analysts such as Blodget,
Mary Meeker, and Jack Grubman, who supported their firms’ investment
banking business during the boom in Internet and telecommunications
stock issues, generated concern over conflicts of interest between sell-side
research and investment banking. One industry veteran observed that the
analyst’s role changed dramatically during this period. In the 1970s, an
analyst wouldn’t even get on the same elevator with an investment banker
for fear that people would think the two had exchanged client or market
information. But by the 1990s, those days were long gone, and Wall Street
insiders began to view the modern analyst as “an investment banker in
sheep’s clothing.”*

Of course, many analysts recognized that their long-term success de-
pended on being viewed as independent from investment banking. For
example, Michael Culp, ex-director of research at Prudential-Bache Se-
curities Inc., explained that when an analyst was “viewed as a mouthpiece
for investment banking, their career is over. . . . The best mark of an ana-
lyst is having two managements that want you dead.”® Another industry
veteran, Barry Tarasoff, director of research at Wertheim Schroder & Co,
emphasized that “the toughest part of the job is to maintain the integrity
of the research—and unless the organization understands the importance
of that integrity at the highest level, it’s doubly hard.”®

Yet, in reality, investment banking revenues were important for the
banks and a critical source of support for research departments; issuer com-
panies weren't afraid to exploit that fact. In one high-profile case, Con-
seco fired Merrill Lynch as its lead underwriter on a newly announced
$325 million convertible-bond offering and stopped dealing with Merrill
for about two weeks after Edward Spehar, who covered life insurer stocks
at Merrill, downgraded Conseco’s stock to a buy from a strong buy.” While
Conseco’s management claimed that the firing of Merrill Lynch was unre-
lated to the analyst’s “unfavorable” comments, insiders claimed that Con-
seco Chairman Stephen Hilbert phoned to fire Merrill Lynch shortly after
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the downgrade and that the two events were linked. In August of 1995,
just a week after Spehar left Merrill Lynch for Lehman Brothers, Conseco
returned to Merrill to underwrite an initial public offering of 15 million
common shares of American Life Group Inc. Ironically, Merrill replaced
Spehar with Salomon Brothers Inc.’s analyst, who also rated Conseco’s
stock a buy. Perrin Long, a securities industry analyst at Brown Brothers
Harriman, explained the dilemma such a case demonstrated: “Do they
want to give up the corporation or do they want to retain the fees and give
up the analyst?”®

The risks to analyst independence were further demonstrated by Jan-
ney Montgomery Scott’s decision to fire its analyst Marvin Roffman for
questioning the financial stability of Donald Trump’s casino empire after
Trump threatened a major lawsuit.” Jack Rivkin, a research director at
Lehman at that time, immediately wrote a letter to The Wall Street Journal
blaming Janney Montgomery Scott for its action. In his letter Rivkin
wrote, “I could understand firing Mr. Roffman next February, after the
cold winds had blown and he proved to be wrong. That is a risk all ana-
lysts run. But he was fired for putting forth an opinion.”"’

The SEC and the House subcommittee that oversaw the SEC both de-
cided to investigate the firing and concluded that it raised “serious public
policy issues.”'" The analyst’s main trade association, the Association for
Investment Management and Research, issued a press release arguing that
“the right of the investment public to receive objective investment advice
is dependent on the analyst being able to communicate judgments with-
out coercion or fear of reprisal.”!?

In the end, the analyst’s report turned out to be correct, as Trump ran
into financial difficulties. One analyst concluded:

The problem lies not with the Donald Trumps of the world. The objectiv-
ity and independence of the analyst community steadily eroded during the
1980s as analysts abandoned primary research to pursue trading volume

and investment banking fees. It is little wonder that we are where we are.”?

Impact on Recommendations

The tremendous pressure on analysts to make positive recommendations
was reflected in the relatively low frequency of negative recommenda-
tions issued. The percentage of sell-side recommendations troughed in
the late 1990s, during the height of the investment banking model, and
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has risen marginally since. A 1990 study of Wall Street recommenda-
tions on 1,500 companies showed that 44.6 percent were buys or strong
buys, and 45.6 percent were holds. Only 9.7 percent were sells or strong
sells." By 1998, according to Zacks Investment Research, only 1.4 per-
cent of all analysts’ recommendations on about 6,000 companies were
sells compared to 31.1 percent holds and 67.5 percent buys."® According to
Thomson Financial, in 2002 nearly 70 percent of U.S. stocks were rated
buy, and only 2.5 percent were sell recommendations.'® By late 2008, the
percentage of stocks rated sell had risen to 6.7 percent, with 48.6 percent
of stocks rated buy."”

There are a number of explanations for the scarcity of negative stock
recommendations. First, companies often react negatively to being told
they are rated a sell. As a senior equity analyst described, “It was awful
having to pick up the phone to talk to companies because they didn’t
like talking to you. They treat you differently. They don’t like it. It’s bad
news.” As analysts rely heavily on access to company management to con-
duct their research, this can be problematic. Second, buy-side clients do
not like to see a stock they own rated sell, particularly if they bought the
stock on that analyst’s prior recommendation. As an analyst at Bernstein
asserted, “To make the right recommendation change as an analyst, you
have to downgrade the stock just when everyone is loving it! When you
do that, what tends to happen is that clients hate you.” Additionally, other
divisions within analyst firms may find their relationships with clients
damaged if an analyst puts a sell recommendation on a stock. Investment
bankers trying to win a secondary equity issuance from a company, for
example, would find their job more difficult if one of their own analysts
has rated the company a sell. Finally, historically, most sell-side clients
were long-only investors, and as such they were focused primarily on buy
ideas. As a result, professional investors have come to view a hold rec-
ommendation as effectively equivalent to a sell. Dan Reingold, a former
telecom analyst, explained:

Sell ratings offer little payoff to a Wall Street analyst. This is because, for
the most part, institutional investors are paid to pick stocks that go up . . .
If a stock falls or performs in line with the market, the Wall Street ana-
lyst who rated that stock a Hold or Neutral looks almost as good to his
clients as the one who rated it Sell. As a result, analysts didn’t have much
incentive to go out on a limb with a much riskier Sell rating, even before

banking pressures emerged.'®
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Wall Street Journal’s John R. Dorfman explained that the hold recom-
mendation “is a notorious euphemism on Wall Street. Many firms use the
word to mean “We’d sell this turkey if we were you, but we don’t want to
come right out and say so because we might offend the company or lose
its investment banking business.””"”

Some money managers dealt with the imbalance in research recom-
mendations by focusing on the direction of analysts’ ratings rather than on
their one-word opinions. A downgrade from a strong buy to buy could
generate heavy selling. More than ever, money managers called analysts
directly to get the real story on a stock. Alan Sachtleben, chief equity
investment officer at the Chicago-based mutual fund company Van Kam-
pen American Capital, remarked: “If you know an analyst is probably
involved in an underwriting, you take that into consideration.”?” Another
in the industry summarized:

I don’t think there’s an institutional investor who doesn’t understand how
a large brokerage house or investment bank runs its business. There’s not
a single investor sitting there under the delusion that analysts are com-
pletely independent. Now having said that, I think they’re as independent
as they can be. And really, that has everything to do with the fact that
most analysts have a high level of integrity to realize that they need to be
independent in order to keep their own business going. I'm not aware of
a single analyst who (a) wanted to, or (b) was ever allowed to change his
recommendation because he was trying to increase a piece of business
flow. So there’s a natural balance in how an analyst runs his business, alto-
gether. But it is the case that if it’s a global investment bank that you work
for, somebody in that investment bank is probably trying to pitch business
to every single company that you cover. So an institutional investor is ob-

viously going to be aware of that when he’s looking at recommendations.

The Spitzer Investigation
In 2001, Elliot Spitzer, then attorney general of New York, launched
an investigation into the research and underwriting practices of several
large investment banks. Spitzer’s investigation started with Merrill Lynch,
where investigators alleged that:

Since late 1999, the internet research analysts (the “internet group”) at

Merrill Lynch have published on a regular basis ratings for internet stocks
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that were misleading because: (1) the ratings in many cases did not reflect
the analysts’ true opinions of the companies; (2) as a matter of undis-
closed, internal policy, no “reduce” or “sell” recommendations were is-
sued, thereby converting a published five-point rating scale into a de facto
three-point system; and (3) Merrill Lynch failed to disclose to the public
that Merrill Lynch’s ratings were tarnished by an undisclosed conflict of
interest: the research analysts were acting as quasi-investment bankers for
the companies at issue, often initiating, continuing, and/or manipulating
research coverage for the purpose of attracting and keeping investment
banking clients, thereby producing misleading ratings that were neither
objective nor independent, as they purported to be.

Behind these ratings was a serious breakdown of the separation be-
tween the Merrill Lynch banking and research departments, a separation
that was critical to the integrity of the recommendations issued to the
public by Merrill Lynch. Though Merrill Lynch’s stated policies reflect
an understanding that this separation is critical, the evidence reveals that
at least with respect to the internet group, there was insufficient divide
between research and banking.

Our investigation to date reveals that the compensation system for
internet analysts was a significant factor contributing to the breakdown
between the internet group and investment banking departments. Re-
search analysts knew that the investment banking business they generated
or participated in would impact their compensation, and management
encouraged them to produce investment banking business. Analysts cur-
ried favor with potential or actual investment banking clients by giving
them special treatment. At times, officers of clients or prospective clients
were allowed to redraft their own coverage, write quotations in which
the analysts would tout their companies, and indicate which rating would

be acceptable to them.?

As evidence to support these allegations, investigators relied on the
well-known paucity of sell recommendations issued by sell-side analysts.
The investigation also uncovered evidence of sell-side analysts publishing
positive reports on companies they covered, despite privately disparaging
the investments. For example, in an e-mail communication, one ana-
lyst made derogatory remarks about an Internet company’s managers and

called the stock “a piece of junk,”*

yet gave the company, an investment
banking client, the firm’s highest stock rating. Another expressed concern

about giving a buy rating to a poor investment: “I don’t think that’s the
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right thing to do . . . John and Mary Smith are losing their retirement
because we don’t want [GoTo’s CFO]’s to be mad at us.”?

Analyst e-mails also complained about being pressured by their invest-
ment banking division. For example, a senior Merrill Lynch analyst wrote,
“The whole idea that we are independent of (the) banking (division) is a big
lie.” Another senior manager stated, “We are off base in how we rate stocks

and how much we bend over backwards to accommodate banking.”**

Research on Investment Banking Conflicts

Despite the compelling email evidence of analyst conflicts uncovered by
the New York State attorney general’s investigation, it is unclear whether
this behavior was pervasive in the industry and how it affected analysts’
research. Large sample academic research provides answers to both these
questions.

Affiliated Analysts” Forecast and Recommendation Optimism

Several studies have examined whether analysts issue more optimistic
earnings forecasts for investment banking clients than for nonbanking
clients. One of the first studies on this topic was by Hsiou-wei Lin and
Maureen McNichols of Stanford. They examined bias in sell-side analysts
forecasts for companies that made seasoned equity offers from 1989 to
1994. They found that the analysts did issue more optimistic long-term
earnings growth forecasts for their investment banking clients but re-
ported no such bias in short-term forecasts. On average, analysts whose
firms were affiliated with an offer issued long-term growth forecasts of
21.3 percent per year, versus 20.7 percent for analysts from unafhiliated
firms.* A subsequent study by Patricia Dechow, Amy Hutton, and Rich-
ard Sloan, who examined firms issuing new stock from 1981 to 1990,
found similar results for short-term forecasts and even larger bias in long-
term growth forecasts for affiliated analysts. The mean long-term growth
forecasts for their affiliated analysts were 20.1 percent per year versus
15.9 percent for unafhiliated analysts. It is also noteworthy that they re-
ported that both affiliated and unaffiliated analysts’ forecasts were wildly
optimistic compared to actual annual earnings growth rates for the sample
of issue firms for the next five years (which averaged only 5.6 percent).?

Academic research has also examined whether affiliated analysts issue
more positive stock recommendations than unaffiliated analysts. In their
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1998 study, Hsiou-wei Lin and Maureen McNichols reported that 47 per-
cent of affiliated analysts” recommendations were strong buys and 33 per-
cent buys, compared to 37 percent and 24 percent for unaffiliated analysts.
In a follow-up 2005 study, Patricia O’Brien, Maureen McNichols, and
Hsiou-wei Lin found that analysts were slower to downgrade their rec-
ommendations for stocks with bad news that had been investment bank-
ing clients than they were for nonbanking clients.?’

As with any statistical finding, an important caveat is that a correla-
tion between two variables, in this case analyst affiliation and research
optimism, does not necessarily imply that they are causally related. There
are two plausible ways to interpret these findings. One is that affiliated
analysts bias their research to help investment bankers sell their client’s
stock. But an equally plausible interpretation is that issuers select invest-
ment banks whose analysts are known to have more optimistic opinions
on their prospects, thereby facilitating the stock sale.

Stock Market Effects of Affiliated Analyst Optimism

A second important question is whether investors are taken in by afhiliated
analyst research optimism. If investors are rational, they will anticipate
that affiliated analysts are likely to issue optimistic earnings forecasts and
recommendations and discount them accordingly. Affiliated analysts’ bias
should then have little impact on stock prices.

At first blush, the academic evidence seems to indicate that investors
are not this rational. New issues are typically underpriced, allowing ini-
tial investors to earn strong positive returns on the day of the issue. A
well-cited study by Jay Ritter and Ivo Welch, who examine IPOs during
the period 1980 to 2001, finds that their average first-day stock return was
18.8 percent. However, market-adjusted returns for the next three years
were —23.4 percent, implying that initial investors who “flipped” a stock
soon after a new issue earned an attractive short-term gain although sub-
sequent investors faced losses.?® Could this be attributable to optimistic
affiliated analyst research that temporarily misleads investors?

To answer this question, Patricia Dechow, Amy Hutton, and Richard
Sloan examine whether post-issue returns for new issue firms are related
to optimism in analysts’ long-term earnings growth forecasts. Although
they find evidence of such a relation, it seems to hold almost equally for
forecasts by affiliated and unaffiliated analysts. Hsiou-wei Lin and Maureen
McNichols report that investors were more likely to view affiliated analysts’
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hold recommendations as bad news than those of unaffiliated analysts, sug-
gesting that they recognized that if an affiliated analyst issued a hold rec-
ommendation for a banking client, it must really be a poor investment.
But they also show that investors did not distinguish between affiliated and
unaffiliated analysts’ strong buy recommendations. A later study by Michael
Cliff and David Denis documents that IPO firms with the highest issue-day
returns had a higher frequency of strong buy and buy recommendations
from analysts at the lead investment bank.?’ Yet their findings explained
only a small fraction of the strong performance of IPOs on issue date.

Overall, this evidence suggests that whatever affiliated optimism does
exist, it has only a modest eftect on stock prices as investors generally ex-
pect affiliate analysts to be biased and factor it into their decisions.

The Global Settlement

In response to the allegations and evidence of analyst wrongdoing col-
lected by the New York State attorney general’s office, in October of
2003, ten of the largest investment firms reached an agreement to make
changes to their research and investment banking businesses to increase
research independence. Within a year, two more firms had joined, for a
total of twelve.”

The resulting “Global Research Analyst Settlement” amounted to
more than $1.4 billion, the largest fine ever assessed on Wall Street firms.
Two individual analysts, Jack Grubman of Solomon Smith Barney and
Henry Blodget of Merrill Lynch, were fined along with the banks. The
Settlement incorporated structural reforms that separated research from
investment banking at the involved firms. In all, it covered four major
areas: monetary relief, structural reforms, independent research, and in-
vestor education.

Monetary Relief

As a part of the final judgment, $417.5 million was to be paid to certain
eligible investors through a distribution fund. The Settlement also re-
quired the twelve firms to pay out $525 million to the states.

Structural Reforms

Structural reforms required of participating firms comprised the corner-
stone of the Settlement.”" Research and investment banking departments
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were physically separated to prevent even unintentional flow of informa-
tion between the two. Compensation of research personnel was to be
determined only by research management and the firm’s senior manage-
ment, and a “significant portion” of an analyst’s compensation was to
be based on quantifiable measures of quality and accuracy. Investment
banking was to have no input, and compensation could not be based di-
rectly or indirectly on investment banking revenues. These reforms had
a dramatic impact on equity research as they essentially removed an im-
portant funding source for many firms. Settlement banks now had to
look for alternative methods to pay for research. Furthermore, some of
the structural reforms affected the whole industry as they were adopted as
best practice by banks other than the Settlement banks. As one regulator
said in an interview:

There are some requirements that are only applicable to the settling firms,
such as having somebody chaperone a research analyst in their communi-
cations with investment bankers. It would be an interesting thing to look
at non-Settlement banks and see whether they took some of these as best

practices.

Independent Research

One of the most interesting elements of the Settlement was its provi-
sion for the purchase of independent research. For a period of five years
(beginning July 27, 2004), each firm had to make available to its clients
independent research on every company covered by its own research de-
partment. An amount of $460 million was designated for this purpose.
Each firm was required to hire an independent consultant (IC) to procure
the independent research, to monitor its quality over the five-year period,
and to submit an annual written report to the regulators. Interestingly,
the amount of money each firm was required to set aside to purchase in-
dependent research, which ranged from $0.5 million to $15 million per
year, was not related to the number of companies covered by its research
department or to the number of its retail clients.

Investor Education
The final major component of the Settlement was $80 million set aside
for investor education. Of that, $52.5 million was placed into an investor
education fund to support programs designed to equip investors with the
knowledge and skills necessary to make informed investment decisions.*
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The remaining $27.5 million was given to state securities regulators to be
used for investor education purposes. The Investor Protection Trust (IPT)
was designated to govern the fund.

Impact on Research at Investment Banks

The changes imposed by the Settlement had a severe eftect on research
department budgets at the large investment banks, reducing investment
bank funding and analyst head count and compensation and leading to a
talent exodus.

Decline in Research Funding
Following the Settlement, the level of research funding contributed by
investment banking departments declined dramatically. For example, at
Credit Suisse, only 15 percent of equity research department expenses
were allocated to the investment banking division’s budget in 2008.%
As a result, banks reduced head count and cut analyst compensation. A
2003 report by the Institutional Investor Research Group stated:

Cost pressures have forced many formal changes in research department
structures and practices: Analyst headcount has been reduced by an aver-
age of 15 to 20 percent. And analyst compensation has been trimmed by
a third or more. As a result, coverage levels are down by 15 to 25 percent,

according to research management.’

Industry-wide, the number of sell-side analysts fell from 16,200 in 2000
to 9,300 in 2006.% By early 2005, the seven largest Wall Street firms had
decreased their spending on equity research by more than 40 percent as
compared to 2000 levels.*

Between 2000 and 2005, it is estimated that on average senior analyst
compensation fell by 50 percent to $750,000°7 While analysts at all levels
saw pay decreases, the high end of the pay spectrum was hit the hardest.
As previously discussed, star analysts such as Jack Grubman commanded
annual compensation packages of up to $20 million or more in the late
1990s.?® In return, Grubman and other stars were expected to attract and
support lucrative investment banking business for their firms. The Global
Settlement changed this model, and, as one former research department
director pointedly noted, “The economics of the business just doesn’t
really support star analysts anymore.”
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Of course, the decision to reduce head count and sell-side compensation
undoubtedly reflected a multitude of factors. The stock market was down,
and the hot IPO market of the 1990s had burst. When bulge-bracket firms
are under pressure to reduce costs, research is often seen as an easy target,
viewed as “nice to have, not a need to have” as one buy-side manager puts
it. Additionally, the revenue impact of reducing research department ex-
penses is usually lagged, making profitability look artificially high in the
near term. A research department manager explained, “When you fire an
analyst, revenues do not decrease immediately. First, the [buy-side| votes
have to come down, and then the actual payments come down.” These
considerations surely exacerbated the impact of the Global Settlement and
the resulting loss of investment banking revenues.

Talent Exodus

With fewer support resources, increased regulation, and lower compen-
sation, many saw the sell side as a less attractive place to work, reducing
the ability of banks to hire and retain top talent. As Harris Hall, director
of equity research at Singular Research, opined, “It’s such a tough road
on the sell-side—analysts are leaving left and right . . . The people stay-
ing are carrying heavier workloads, and they’re getting paid less. It’s not
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glamorous anymore, it’s not lucrative and it’s not rewarding.” Institu-

tional Investor magazine concurred:

The effects of these measures—including rules that attempt to wall off
research departments from the investment banking units of big firms,
and limit what CEOs can tell analysts—are still rippling throughout Wall
Street, taking much of the fun, money and prestige out of the job of ana-

lyzing stocks.*’

A number of sell-side researchers joined the buy-side or hedge funds. As
one buy-side manager stated, “Wall Street does not compensate better ana-
lysts the way they used to. Analysts can make more on the buy-side which
has led to a talent drain.” For example, Barton Biggs, Morgan Stanley’s
chief strategist, left in 2003 to start a hedge fund, as did Bear Stearns’s lodg-
ing and gaming analyst, Jason Ader. Mark Alpert, a financial analyst with
Deutsche Bank, and Steven Tighe, a drug analyst with Merrill Lynch, both
left to join hedge funds. This prompted some industry observers to specu-
late that sell-side research was becoming a training ground for the buy side.

Many of the industry’s most experienced analysts also opted to leave sell-
side research for a range of other industries. For example, Tom Berquist, a



Investment Banking Model Challenges 71

tormer Citigroup software analyst, left in March 2006 to become CEO of
Ingres Corp., citing increased regulation as one of the key reasons for his
move. “If you wanted to have a discussion about a transaction, you had to
have lawyers present . . . I miss that contact with all the innovation lead-
ers.”*! Chuck Phillips, a software analyst at Morgan Stanley, left the com-
pany to join Oracle Corp., telling friends, “This just isn’t fun anymore.”*
In summing up these moves, Richard Leggett, president and CEO of the
Center for Financial Research and Analysts, commented that “talent-wise,
there’s been a significant exodus, the average experience of analysts has

declined and the sell-side product is viewed as a commodity.”*

Decline in Research Quality
The exodus of sell-side talent at the leading banks caused many buy-side
investors to complain that the quality of sell-side research has declined
materially in recent years. This takes two forms, a decline in coverage and
a decline in the quality of current research analysts.

The cuts in research reduced coverage for many stocks. According to
Reuters, 17 percent of listed U.S. companies lost their research coverage
between January 2002 and June 2005.** A 2007 survey by First Call re-
ported that 44 percent of the 1,500 NASDAQ companies had no research
analyst coverage, and 14 percent were covered by only one analyst.*

In addition, the quality of analysts who remained in the industry was
seen to suffer. The exodus of talent meant that many of the best analysts
exited, and firms weren’t willing to pay up to replace them with quality
people, resulting in a “dumbing down” of Wall Street research. One buy-
side manager cited a specific example, “Citibank just let George Shapiro
go—30 years of experience, #1 aerospace and defense analyst on Wall
Street. And they replaced him with a new associate. How is this guy sup-
posed to add value?”

Consistent with concerns about declines in the quality of sell-side re-
search at the leading banks, we find that, for the period 2002 to 2007,
consensus revenue and EPS forecasts by analysts at the leading eleven
banks were less accurate than those issued by analysts at other firms. The
leading bank analysts’ average absolute forecast errors for revenue (earn-
ings) forecasts were 0.7 to 0.9 percent (1.0 to 1.5 percent) higher than
those for other analysts. We also found that the newsworthiness of revi-
sions of earnings estimates, measured by the stock market reaction to
forecast revisions, deteriorated sharply for analysts at the eleven leading
banks in 2003 and remained at the lower level through 2007. During the
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period we studied (2002 to 2007), the market reaction to comparable size
forecast revisions were roughly 0.5 percent lower for analysts at the lead-
ing banks than for other analysts.

These findings are quite different from those reported by Cowen,
Groysberg, and Healy, as will be discussed in Chapter 6, which covered
the period prior to 2002 and documented that analysts at the bulge in-
vestment banks issued less optimistic and more accurate forecasts than
non-bulge-bracket bank analysts.*

Impact on Independent Research

At the same time that the Settlement’s new rules were leading large in-
vestment banks to cut back on research funding, they breathed life into
the independent research market. Under the Settlement, $450 million
was set aside by ten of the largest banks to pay for independent research to
be distributed to clients with their own research for a period of five years.
The Settlement therefore provided the seed money to support fledgling
new competitors to the traditional research powerhouses.

Some of the leading sell-side analysts took advantage of the opportunities
created by the new rules to leave their bulge-bracket research departments
and set up their own research firms. For example, Ivy Zelman, a home
building analyst, left Credit Suisse; Dana Telsey, a thirteen-year II ranked
retail industry analyst, left Bear Stearns; Meredith Whitney, a banking ana-
lyst, lett CIBC Oppenheimer; and Ed Wolfe, a transportation analyst, left
Bear Stearns. One sell-side analyst described his motivations for leaving a
bulge-bracket firm and starting an independent research operation:

I want to do this because I'm not making enough, I'm not getting paid
as much, I don’t like working in this bureaucratic environment anymore,
and I’d like to have more fun doing it . . . At the same time your entrepre-

neurial drive kicks in and you want to grow it [the business].

As a result of the influx of new talent and funding for independent
research, many industry observers believed that the Settlement had played
an important role in improving the quality of independent research. As
one independent consultant explained:

When the Settlement was first implemented, the independent research

out there was crap. I reviewed 1,400 reports a quarter and sent out three
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to five emails a day seven days a week, telling the independent research
providers to fix their errors. The quality has been improving lately and
the Settlement has played a big role in professionalizing the research

industry.

In the years immediately following the global settlement, independent
firms increased their market share. According to Greenwich surveys, inde-
pendent firms’ research share increased from 2.5 percentin 2004 to 4.0 per-
cent in 2006.

However, funding for independent research under the Settlement
ended in the summer of 2009, raising questions about its long-term via-
bility. Industry observers anticipated that the Settlement banks would dis-
continue purchasing independent research for their clients beyond 2009,
especially considering how little it was used.”” The independent firms’
market share appears to have stalled at 4 percent. Greenwich Associates
consultant Jay Bennett opined:

That trend appears to have run its course for now, with independents top-
ping out at roughly 4% of overall share of the U.S. institutional research/
advisory vote . . . Although the settlement changed the dynamics of the
industry to a certain extent, it did not change the fact that independent
research is still a very tough business. And that is in spite of the recent
proliferation of commission sharing arrangements that actually makes it

easier for third-party research providers to get paid.*

Conclusions

The Global Settlement had a significant impact on sell-side research. The
changes agreed to by the largest investment banks arose from regulatory
perceptions that investment banking had corroded the quality and in-
dependence of sell-side research. The new rules placed significant limits
on the interactions between sell-side research and investment banking.
As a result, the leading investment banks cut their research budgets by
reducing head count and compensation. Many top-rated analysts joined
the buy-side or hedge funds, whereas others started their own indepen-
dent research boutiques to take advantage of the funds available for in-
dependent research under the Settlement. As a result of these changes,
the quantity and quality of independent research increased following the
Settlement.
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Challenges to Trading Commission Model

The Global Settlement weakened the investment banking model for
funding sell-side research but, as Prudential management learned when
the firm exited investment banking and moved to a trading/commissions
model for funding sell-side research, the trading model had its own chal-
lenges, caused by multiple developments.

Regulation Fair Disclosure (Reg FD) had a major impact; it was en-
acted in 2000 in response to concern that sell-side analysts’ relationships
with corporate managers had impaired their independence and unfairly
disadvantaged investors who had no such access. In addition, the availabil-
ity of new low-cost sources of company information through websites and
the business media democratized information, leading to increased com-
petition for sell-side research departments. Furthermore, the creation of
efficient online trading networks reduced trading costs and commissions.
Prudential managers ultimately concluded that the profitability profile
of a brokerage business without investment banking was not attractive,
causing them to dispose of a majority interest in their retail brokerage
operations via a joint venture with Wachovia in 2003 and, eventually, to
exit sell-side research entirely.

74
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Regulatory Challenges
Analyst Relationships with Corporate Managers

Prior to the enactment of Reg FD, in the highly competitive world of sell-
side research where potentially dozens of analysts may cover the same firm,
access to corporate managers was a crucial way for analysts to improve the
quality of their work and add value for their clients. For their part, CEOs
and other top executives had considerable discretion to decide how much
information to make available to each analyst. An analyst’s closeness to the
company’s management therefore provided a special edge, leading many
analysts to consider CEOs of the companies they covered as one of their
major indirect reports.! Managers thus had leverage over the analysts cov-
ering their companies and could choose to reward those analysts who is-
sued favorable research and to penalize those who issued negative reports.

For example, managers could reward or punish sell-side analysts by
providing or restricting access to conference calls and one-on-one discus-
sions. Management invited select analysts and institutional investors to
hear discussions concerning the latest company event, such as an earnings
announcement or merger, and to respond with follow-up questions. In
addition, at private meetings managers could selectively provide detailed
financial projections on their companies, information that some argued
analysts used as the basis for their models in place of independent analysis.
As analyst Michael Mayo described:

Before getting to Wall Street, I was amazed by the way analysts could
publish such precise, insightful reports on the companies they covered.
I thought they must just be amazingly talented at their jobs. But that
wasn’t it—they were getting their information directly from the compa-
nies, often in winks and nods during private meetings with management.
In some cases, analysts would show their spreadsheets to a bank’s CFO
[chief financial officer] and ask what he thought. The CFO would point
to a certain column and say, “Hmmm, that seems a little conservative to
me.” The analyst would put a new number in and look expectantly at the

CFO, who would smile. Message received.”

Concerns about sell-side analysts’ independence from the corporate
managers of firms they covered were not without some foundation. In
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1995, Roger Lipton of Lipton Financial Services Inc., an independent re-
search boutique, was barred from attending a Boston Chicken, Inc., inves-
tor conference after publicly criticizing the company.® In 1997, All-America
regional bank analyst Thomas K. Brown wrote a critical report on First
Union Corporation indicating that Chairman Edward E. Crutchfield Jr.’s
salary had increased significantly while the stock underperformed the mar-
ket. A frustrated Crutchfield flew to New York to confront Brown, who
stood by his evaluation. Brown was later barred from First Union Corpo-
ration’s headquarters after he and Crutchfield publicly exchanged heated
words, and he was subsequently fired by DLJ.*

While these examples are extreme, the so-called selective disclosure
practices used by some companies to share information with favored
analysts had obvious rewards and provided incentives for analysts to be
guarded in criticizing the companies and management teams they covered.

Regulation Fair Disclosure

In December 1999, the U.S. Securities and Exchange Commission (SEC)
proposed Regulation Fair Disclosure to ban selective management disclo-
sures to analysts and portfolio managers. The SEC argued that selective
disclosure was unfair to investors who had no such access to private in-
formation. Investors with this inside information could “make a profit or
avoid a loss at the expense of those kept in the dark.”® As a result, the SEC
argued, “Investors who see a security’s price change dramatically and only
later are given access to the information responsible for that move rightly
question whether they are on a level playing field with market insiders.”

In addition to increasing investor confidence, the SEC contended
that the new rules would limit managers’ ability to reward analysts who
recommended their stock through access to information and to penalize
analysts who were critical of the company.

Finally, the SEC noted that technological advances facilitated broader
dissemination of information than previously possible. “Whereas issuers
once may have had to rely on analysts to serve as information intermedi-
aries, issuers now can use a variety of methods to communicate directly
with the market. In addition to press releases, these methods include,
among others, Internet webcasting and teleconferencing. . . . Techno-
logical limitations no longer provide an excuse for abiding the threats
to market integrity that selective disclosure represents.”” Consistent with
this argument, an earnings release conference call with 100 phone lines
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cost around $200,000, whereas a webcast with the same size audience was
only $400.8

During the public comment period, the SEC received a record 5,000
letters on its proposal. The majority supported the recommended changes,
but large institutional investors, accustomed to benefiting from selectively
disclosed material information, argued that the proposed rules would lead
to less disclosure. On August 10, 2000, the new regulation was approved.

Under the new regulation, which became effective on October 23,
2000, corporate management was prohibited from providing private dis-
closure of material information to particular analysts or investors. If man-
agement unintentionally provided such information, it was required to
disclose the information publicly within twenty-four hours.

Impact of Regulation Fair Disclosure

The impact of Reg FD on sell-side research has been a popular topic for
scholarly research. Some have focused on the impact of the new rules on
conference calls; others have looked at its effect on the value of sell-side
research.

Impact on Conference Calls

Brian Bushee, Dawn Matsumoto, and Greg Miller examine whether Reg
FD stifled management conference call disclosures, as some feared.” To
provide evidence on this question, they analyze how firms directly af-
fected by the new rules—firms that had previously restricted access to
conference calls to favored analysts and portfolio managers—responded to
the change. Did they discontinue conference calls, open calls to all inves-
tors, or continue with the closed format while taking care not to disclose
material new information?

One challenge for the researchers in analyzing the responses of these
firms is that Reg FD coincided with a number of other important events
that could potentially have also influenced managers’ conference call de-
cisions. The change came in the midst of the tech stock collapse and was
tollowed soon after by the fall of Enron and a wave of accounting scandals.
Whether these events increased or decreased the frequency of corporate
conference calls is unclear, but it was certainly a time of turbulence. To
control for these and any other potentially confounding events, Bushee,
Matsumoto, and Miller compare the behavior of firms affected by Reg
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FD to control firms that had open access conference calls prior to the
regulatory change. Any factors other than Reg FD that influenced con-
ference call decisions would presumably also influence the control firms.

The study finds that 96.4 percent of firms that restricted access to calls
prior to the regulatory change continued hosting calls (making them
open to all investors) afterward, compared to 98.2 percent for the con-
trol firms. Consequently, managers of the firms most affected by the new
rules did not eliminate conference calls following the regulation, as some
had feared.

Of course, this evidence does not directly examine whether disclosure
declined following Reg FD. Managers of firms who chose to host an
open conference call in response to the new regulation may have actually
reduced the information they provided to the market by being more care-
ful about what was disclosed at the new open calls. To explore this pos-
sibility, Bushee, Matsumoto, and Miller compare the newsworthiness of
conference calls before and after Reg FD, measuring newsworthiness by
the absolute value of stock returns on the call date. The measure therefore
reflects any new information on the stock, good or bad, that reached the
market on that date.

They find no discernible decline in the newsworthiness of conference
calls following the regulation for either firms that restricted calls prior to
Reg FD or those that had consistently hosted open calls. They conclude
that managers who had restricted access to calls prior to the Reg FD did
not reduce the amount of information they disclosed in calls after the new
rules were in effect.

Impact on Value of Analysts” Research

A second question that has received attention from academics is how Reg
FD affected the value of financial analysts’ research. If the new rules were
effective in reducing or even eliminating sell-side analysts’ access to pro-
prietary information, their research would become less valuable. Andreas
Gintschel and Stanimir Markov examine stock volatility at the time of
analyst forecast and recommendation announcements in the years before
and after Reg FD." Stock volatility provides a way of measuring the mar-
ket reaction to analyst reports, be it good or bad news. If analysts’ research
became less valuable after Reg FD, the stock volatility at their earnings
and recommendation changes would decline.
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They find that there was a 28 percent decline in stock volatility at
the announcements after the regulation. The decline was particularly
pronounced for stocks with high price-to-book multiples, for analysts at
highly ranked banks and brokerage firms, and for analysts who had been
most optimistic prior to Reg FD. They interpret these findings as indi-
cating that Reg FD was effective in reducing the information advantage
for analysts covering difficult to value stocks, for analysts at the leading
brokerage firms, and for optimistic analysts, all of whom were likely to
benefit from early access to management information pre—Reg FD.

Reg FD thus does appear to have contributed to changing the com-
petitive landscape for sell-side banks and brokerage firms. Banks whose
analysts were formerly able to add value through their access to manage-
ment information (perhaps as a result of their involvement in banking
deals) no longer held the same advantage. A more level playing field pre-
sumably allowed talented analysts at midsized banks and research bou-
tiques to compete more effectively.

Analyst Responses to Reg FD

Analysts have reacted to the changes in access to management by search-
ing for private information from new sources such as customers and sup-
pliers of firms they covered and by increasing coverage of firms where
their research was more likely to add value for clients."" As one research
department manager commented:

It changed very much the focus of the analysts and what we highlighted,
what we staffed up the analysts for, or we gave the analysts airtime for. All
the directions shifted toward proprietary, anticipatory, hopefully money-
making work, and away from the day-to-day maintenance, as we always

called it.

In addition, loopholes in the new regulation changed but did not elimi-
nate management interactions with analysts and leading institutional inves-
tors. Although Reg FD disallowed companies from selectively disclosing
any new material information to analysts, executives at firms could go
into greater detail about previously released issues.'? Access to top manage-
ment therefore continues to be important, albeit harder to get, especially
as company earnings calls became more scripted with less time devoted to
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answering analyst questions. Michael Mayo testified before Congress two
years after the enactment of Reg FD about the continued importance of
corporate access and the pressure that this put on sell-side analysts:

Objective analysts, those with negative opinions and/or critical remarks,
may have trouble holding corporations accountable. The reason is that
companies themselves and their managements are the best source of in-
formation, and bullish and conflicted analysts may have the best access
to this information. . . . It is still hard for an analyst to be objective and
critical. When an analyst says “Sell,” there can be backlash from investors
who own the stock, from the company being scrutinized, and even from
individuals inside the analyst’s firm. While much attention in Washington
is being paid to the pressures related to a firm’s investment banking op-
erations, other pressures can be as great or more. The main point: Some
companies may intimidate analysts into being bullish. Those who stand up

may face less access to company information and perhaps backlashes, too."?

In the new environment, analysts found themselves brokering meet-
ings between fund managers and company executives." As one former
sell-side analyst who subsequently joined a hedge fund explained:

Sell-side analysts get company management teams to meet with them in
a place like Las Vegas. Then the hedge funds will pay that analyst’s bank
for management access. We pay for the meetings. We pay for company

access. It’s all still there. It’s just in different forms.

Academic research reinforces the continued importance and value of
private meetings between large investors and company executives orga-
nized by sell-side analysts. David Solomon and Eugene Soltes examine all
private meetings between investors and senior management at a single mid-
cap NYSE firm from November 2004 to March 2010."” They find that,
during this period, the firm’s senior management had more than 900 meet-
ings with 340 different institutional investors, many at conferences and
road shows organized by sell-side analysts and their firms. A management
meeting changes the probability that a hedge fund increases or decreases its
position in the company by 21 percent. These trades are profitable, enabling
favored hedge fund managers to increase their holdings before high-return
quarters and reduce them before quarters of low returns.

Reg FD also does not appear to be have eliminated private interac-
tions between sell-side analysts and senior company managers. Eugene
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Soltes examines private meetings between sell-side analysts and senior
executives at a single large cap NYSE firm from November 2010 to Oc-
tober 2011." During this period, senior management conducted seventy-
five private meetings with analysts. The meeting analysts are more likely
to update their report on the company during the meeting month, par-
ticipate actively in conference calls, and facilitate buy-side meetings. But
they do not show any improvement in their earnings estimates.

Technology Changes and the Commission Model

The trading commission model used to support sell-side research has also
been affected by significant changes in information technology, includ-
ing the democratization of information and the creation of online trading
platforms.

Democratization of Information

The Internet has radically increased access to information for all investors
and accelerated the speed of information dissemination. It has enabled
investors to learn about important company news, such as earnings re-
leases, acquisitions, and new contracts, virtually the instant that it is an-
nounced. The rapid dissemination of information has also had an impact
on the way in which stock prices move—although, historically, long-
term trends were a bigger driver of stock prices, today there is more focus
on a single quarter and whether a company meets or beats analysts’ earn-
ings expectations.

In recalling how quickly times have changed, one research depart-
ment manager described how analysts used to learn about and inform
clients about corporate earnings releases:

We would send a messenger over and get the earnings, spend a couple
days and talk to the company, write up a note, and then maybe fax it out,
or mail it out. And so information traveled very slowly, and everybody

relied on the sell-side to do that kind of heavy lifting.

Today, webcast video conference calls allow investors to listen to manage-
ment respond to questions about the company’s performance on the day
of the earnings release.

In addition, free online finance services offered by Yahoo, Google, and
others publish up-to-date reports on thousands of companies, including
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current and historical stock prices, historical financial statements, news
releases, major competitors, key business information, and analyst con-
sensus forecasts. The web and twenty-four-hour business news cable
programming enable the business media and individuals to provide a con-
stant online stream of commentary and speculation on key events affect-
ing a given company.

Technology has also provided a low-cost way for information inter-
mediaries (such as sell-side analysts) to reach and communicate rapidly
with current and potential customers. For sell-side analysts, research re-
ports that were once mailed are now e-mailed; daily conversations with
buy-side analysts and portfolio managers have been replaced by frequent
e-mails and continuous instant messaging.

As a result of these changes, the amount of information available to
investors and the speed with which it is disseminated have increased dra-
matically, presumably creating a more efficient U.S. equity market. Ac-
cess to information on the web from companies directly and from other
free online sources has reduced the value of analysts as information pro-
viders. As one sell-side analyst recalled, “Before earnings releases were
omnipresent and immediately accessible, the sell-side had real value in
just getting that information out there.” Technology has rendered this
function redundant and reduced the time and opportunity to take ad-
vantage of private information. These changes have diminished sell-side
analysts’ information edge in the market. Buy-side clients have increas-
ingly placed less value on sell-side analysts as key or exclusive sources of
information about company events and prospects.

The democratization of information has reinforced the need for sell-
side analysts to work harder, dig deeper, and look for new sources of in-
formation to generate value for clients. Technology has facilitated their
search. For example, sell-side analysts have used online tools to conduct
regular surveys of customers and suppliers of companies they cover. By
taking advantage of these tools, analysts have been able to monitor the cus-
tomer and supply channels of the companies they cover, generating poten-
tially valuable information for clients. For example, Dana Telsey’s research
firm, Telsey Advisory Group (TAG), provides detailed data points on the
retailers it covers, including weekly updates on inventory levels, store traf-
fic, and markdowns. Telsey also provides clients with direct access to TAG
Metrics, a database it has compiled that includes detailed historic financial,
market, and operating data.
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The changes have also affected institutional investors. The prolifera-
tion of information on stocks has created a challenge of increased infor-
mation overload. By the beginning of 1998, investors could use the web
to gain access to research from more than 115 brokerage and independent
research firms getting access to over 200,000 reports on 22,000 public
companies worldwide.”

But the declining cost of covering a stock has also made it feasible for
buy-side firms to create their own research departments. Although their
analysts track many more stocks than does the sell side, they serve two
valuable roles. First, they help portfolio managers screen the vast quanti-
ties of information that is issued on stocks every day, reducing the cost of
information overload. And, second, the best buy-side analysts provide a
unique point of view on a stock that, unlike sell-side views, is private and
appropriable.

Electronic Trading and Commissions

Many buy-side firms have assigned an increasing share of their trades to
electronic communication networks (ECNs). Electronic trading in single-
stock trades has increased from 23 percent of all trades in 2005-2006 to
35 percent in 2009 and is expected to increase to 41 percent within three
years.

“Dark pools” are one popular form of electronic trading—private
trading networks where buyers and sellers indicate interests and match
orders without disclosing pricing or volume details. According to TABB
Group, the number of dark pools operating within the United States in-
creased from five in 2006 to forty-two one year later. They accounted
for 10 percent of equity trading volume in 2007, up from 1 percent in
2003." While most brokers participate in dark pools by sponsoring their
own pools and gaining access to third-party pools on their clients’ behalf,
many buy-side clients also trade directly, lowering their costs of trade
execution.

The major brokerage firms have made significant investments in elec-
tronic trading capabilities, building or buying complex algorithms that
allow them to take large client buy and sell orders and divide them into
smaller pieces spread across multiple trading venues to reduce pricing,
lower trading costs, and reduce the risk that trade positions are detected
by other market participants. Brokers with leading electronic trading plat-
forms have seen up to 70 percent of their trades implemented electronically.
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Electronic trading is frequently referred to as “penny a share” busi-
ness because in some cases it has reduced the trading costs of institutional
investors to less than one cent per share. Largely as a result of the growth
of electronic trading platforms, average per share trade commissions in
U.S. equities declined from 5 cents in 2000 to an estimated 3.2 cents in
2007." According to a 2007 Greenwich Associates survey, the average
commission on full-service trades was 3.8 cents versus only 1.8 cents for
self-directed electronic trades.”” Although the drop in commission rates
has been accompanied by robust growth in equity trading volumes, this
growth has not been sufficient to offset the rate decline. According to a
Greenwich Associates study, aggregate U.S. equity commissions declined
from $13.4 billion in 2002 to $10.8 billion in 2005-2006—2007.%! They
rose again to $13.45 billion in 20082009 but declined to $10.86 bil-
lion in 2011-2012.2 Approximately 47 percent of commissions were gen-
erated by traditional institutional asset managers, 30 percent by hedge
funds, and 23 percent by mutual funds.* (See Exhibit 5.1.)

As a result of the decline in industry commission revenues, fewer funds
are available for funding research. Peter Forlenza, former cohead of equities
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Exhibit 5.1. Investment bank and brokerage firm commission revenues for the period
2005-2011 (in billions of dollars).

SOURCE: Greenwich Associate data as reported in Josee Rose, “Brokers’” Commissions Drop as Electronic Trading Grows,”
Associated Press Newswires, August 22, 2007, via Factiva, retrieved in June 2011; John D’antona Jr., “Commissions Off-
Pressure Remains,” Traders Magazine, July 1, 2010, via Factiva, retrieved in June 2011; and Greenwich Advisors, “Stock
Research Gains, E-Trading Slips in Shift,” Futures, June 21, 2011, via Factiva, retrieved in June 2011.
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at Banc of America Securities, observed, “Every dollar paid into a dark pool
that is not run by a sell-side entity is a dollar that is not being reinvested
back into research and other products they can take advantage of.”**

Some leading buy-side firms have responded to the decline in trade
execution costs by restructuring the way they pay for research and trade
execution. Instead of paying a bundled commission to cover these com-
bined costs, the firms agreed to make cash payments for research and
were charged commission rates solely to cover trade execution costs. The
revised model ensured that they were able to take full financial advantage
of the lower costs of trading. For example, Fidelity signed such a deal
with Lehman Brothers in 2005, agreeing to pay a reported $7 million
per annum for research and 2.5 cents per share for trade execution.” Ac-
cording to one sell-side research department manager, cash payments for
research comprised approximately 10 percent of total departmental rev-
enues in 2009, up from 5 percent several years earlier.

Impact on the Research Industry

The Global Settlement, Reg FD, and technology changes have changed the
industry’s competitive landscape over the last decade. From 1992 to 2002,
the number of sell-side analysts in the United States grew by 118 percent
for the industry as a whole and by 125 percent for bulge-bracket firms.
However, from 2002 to 2004, the regulatory and technological shocks
discussed in this book, as well as turbulent financial markets, were accom-
panied by a 13 percent decline in the number of sell-side analysts and an
18 percent drop for the bulge firms. (See Exhibit 5.2.)

Exhibit 5.2  Number of sell-side analysts and firms industry-wide and number of analysts at

bulge-bracket firms.

1982 1989 1992 1997 2000 2002 2004 2011

Number of sell-side firms 316 325 304 514 421 416 422 455

Number of sell-side analysts 1,915 3,021 2,937 5,834 6,498 6,421 5,595 5,872

Number of bulge firm analysts 270 359 419 607 783 941 769 883
Average number analysts per firm

Nonbulge 5 8 8 10 14 13 12 1

Bulge 45 60 70 101 131 157 128 147

SOURCE: Nelson Information, Inc., “Nelson’s Directory of Investment Research” (Port Chester, NY: Nelson, 1982-2005). Thomson

One, retrieved in March 2011.
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By 2011, the industry had recovered somewhat, although it employed
roughly the same number of analysts as in 1997. It is interesting to note
that, despite the regulatory changes that reduced opportunities to mone-
tize research through investment banking, bulge-bracket firms employed
a larger share of industry analysts in 2011 than in 2000 (15 percent versus
12 percent), suggesting that they were able to leverage costly investments
in trading platforms to generate a larger share of the institutional trading
business, some of which was allocated to research. However, although
bulge firms employed a greater share of sell-side analysts in 2011, earlier
evidence of a relative decline in the accuracy of their analysts’ earnings
estimates (after 2004) raises questions about the quality of these firms’
analysts.

In 2011, there was also a modest increase in the number of nonbulge
sell-side firms. By lowering the cost and increasing the speed of access-
ing comprehensive information on firms, information technology facili-
tated the production of research by boutique firms. For example, veteran
equity analyst Ivy Zelman formed Zelman and Associates in 2007. The
firm created a monthly survey of building and housing products that had
become a leading indicator of the housing market. David Zelman, the
firm’s president, explained how the firm used technology to construct its
main research product:

Ivy [Zelman] has built a massive barter network. We give our research
to hundreds of executives around the country, it’s encrypted. In order
to barter with us, you have to be a meaningful company at some part of
the housing food chain. In exchange for the research, you have to, once
a month, fill out online surveys and/or talk to our analysts gathering in-
formation real-time about their businesses . . . We are asking them about
the trends in their business and about what they are seeing. . . . So we are
a giant sieve and repository of real-time information; none of this would
be happening if it wasn’t for Ivy and her team’s proven ability to analyze
and synthesize a massive amount of data into thoughtful, proprietary, and
action oriented investment conclusions that have proven to be accurate
time and time again. As you can imagine, getting all these real world

companies to share information with us is no easy feat.

Finally, the technology changes described in this chapter made it cost
effective for buy-side firms to support their own research departments.
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Exhibit 5.3 Number of analysts employed by the buy-side industry and by the twenty largest
money management firms by AUM.

2002 2003 2004 2005 2008

All firms

Number of firms 1,011 1,012 1,027 985 843
Number of funds 8,393 8,533 8,418 8,471 8,797
Number of professionals 19,680 19,231 17,368 15,993 25,158
Number of portfolio managers and analysts 7,793 7,559 7,467 7,323 7,470
Funds per firm 8.3 8.4 8.2 8.6 10.4
Professionals per firm 19.5 19.0 16.9 16.2 29.8
Portfolio managers and analysts per firm 7.7 7.5 7.3 7.4 8.9

Top twenty firms

Number of funds 911 921 1,081 1,114 1,168
Number of professionals 3,362 3,359 2,985 2,671 3,612
Number of portfolio managers and analysts 1,186 1,076 952 882 1,085
Funds per firm 45.6 46.1 54.1 55.7 58.4
Professionals per firm 168.1 168.0 149.3 133.6 180.6
Portfolio managers and analysts per firm 59.3 53.8 47.6 44.1 54.3

SOURCE: Nelson Information, Inc., “Nelson’s Directory of Investment Managers” (Port Chester, NY: Nelson, 2002-2009).

From 2002 through 2008, the number of analysts and portfolio managers
employed on the buy-side averaged around 7,500 for the full industry and
1,000 for the twenty largest firms (see Exhibit 5.3).

Conclusions

Regulation Fair Disclosure and changes in information technology, no-
tably the democratization of information and the availability of new elec-
tronic trading platforms, have added pressure on the already vulnerable
trading commission model of funding sell side. These changes, along with
the Global Settlement, which weakened the investment banking fund-
ing model, have transformed the industry. The competitive advantages
of analysts at the leading investment banks have diminished, leading to
a decline in hiring. This has been somewhat offset by modest increases
in analyst employment at midmarket banks and brokerage firms and at
research boutiques. But the most significant change has been at buy-side
firms, many of which have created their own research departments.



6

The Performance of Sell-Side Analysts Revisited

The evolution of research at Prudential from brokerage business to invest-
ment bank, and then back to brokerage business, raises important questions
about sell-side analysts’ incentives and performance. Prudential’s manage-
ment, as well as regulators in the early 2000s, concluded that the ties be-
tween sell-side analysts and investment banking had corroded the quality
of equity research.

Evidence from the Spitzer report indicates that a few analysts at lead-
ing banks had their opinions swayed by investment banking business. But
it is unclear whether the problem was widespread. The academic studies
find that analysts covering banking clients were more optimistic about
the firms’ long-term prospects than were other analysts. But the cause and
effect here is unclear. Were the analysts influenced to provide inflated as-
sessments of the clients’ prospects, as some suggest? Or did issuers simply
seek out firms whose analysts and bankers were the most bullish on their
prospects? Finally, there has been little evidence on how brokerage busi-
ness affects sell-side analysts’ research.

We revisit the question of how conflicts affect sell-side research by
comparing the performance of sell-side analysts at investment banks rela-
tive to analysts at brokerage firms that do not offer banking services and
to buy-side analysts who do not face conflicts from investment bank-
ing or brokerage businesses. Our findings challenge the popular view.

88
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Contrary to concerns that analysts at investment banks produce more op-
timistic research, we find that prior to the Global Settlement they actu-
ally produced less biased and higher-quality research than their peers at
brokerage firms. Indeed, prior to 2003, analysts at the most prestigious
bulge-bracket banks were the least biased and had the highest-quality
research, whereas analysts at brokerage firms with retail clients had the
greatest bias, indicating that firm reputation and the retail brokerage busi-
ness had powerful influences on sell-side research.

Our research on the relative performance of sell-side analysts and ana-
lysts at a top-ten buy-side firm from 1997 to 2004 shows that the sell-side
analysts issued less optimistic and more accurate earnings estimates than
their buy-side peers. In terms of stock recommendations, the sell-side issued
more strong buys/buys and fewer sells/underperforms for a more diverse set
of firms. But the performance of the sell-side analysts’ buy recommenda-
tions was comparable to or better than that of their buy-side peers.

Our findings therefore indicate that, despite investment bank and bro-
kerage conflicts, sell-side research has important strengths. The sell-side
industry is highly competitive, and the performance of sell-side analysts
1s transparent given feedback from clients. Both these characteristics lead
to speedier exits of poorly performing sell-side analysts than observed at
the buy-side firm. Consequently, many of the concerns about the impact
of investment banking on the quality of sell-side research may have been
overstated. Some well-known sell-side analysts at investment banks cer-
tainly acted improperly. But, overall, sell-side analysts, particularly those
at leading investment banks, provided clients with relatively high-quality
research.

Research Funding and Analyst Performance

Concerns about analyst conflicts of interest have arisen primarily from the
investment banking research funding model. However, the use of trading
commissions to support research can also generate conflicts of interest. By
issuing research reports with new investment ideas for their clients, sell-
side analysts may be able to encourage greater portfolio churn, generating
incremental commissions for the bank.

Trading incentives have historically encouraged analysts to issue in-
vestment recommendations tilted toward buys rather than sells. Until
the recent growth in hedge fund trading, most institutional trading was
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by firms that were prohibited from shorting stocks. They typically de-
manded analysts to provide them with new purchase ideas and reacted
negatively to sell recommendations for stocks they owned, which reduced
the value of their investments and made exiting more difficult.! Positive
reports have also been more effective in generating retail trading volume;
any retail investor can act on a buy recommendation at relatively low cost
by buying the stock, whereas negative reports can be acted on only by
investors who already own the stock or who are willing to incur the ad-
ditional costs of short-selling.?

Incentives to provide overly optimistic research are tempered for in-
stitutional clients who make no contractual commitment to pay for re-
search prior to receiving it. They compensate the bank for research after
the fact, when they have had sufficient time to fully analyze and judge
its quality. Because they have access to research from many of the large
banks and have their own in-house research departments, institutional
investors are likely to be in a good position to evaluate research quality
across banks. This leaves the bank to bear the risk that clients decide its
analysts’ research is worthless. Banks manage this risk by tying analysts’
remuneration to feedback from institutions on the value of research on
companies they follow, creating an incentive for analysts to provide high-
quality research to institutional clients.® Consistent with this, Ljungqvist
and his coauthors find that analysts’ recommendations are less optimistic
for stocks with heavy institutional ownership.*

In theory, reputation also has the potential to temper incentives for ana-
lysts to provide highly optimistic research to retail investors. Analysts who
produce optimistic research may encourage retail investors to trade in the
short term. Yet, in a well-functioning market, this type of investment ad-
vice is likely to be unsustainable. Investors who base their trading decisions
on biased research will earn disappointing returns. Over time, they will
learn to discount research from biased analysts and to seek other investment
advice. Firms and analysts that produce less biased research are therefore
likely to develop a reputation for research quality and to attract investors.

However, in practice, several factors are likely to reduce the alignment
between the incentives of analysts and retail investors. First, retail inves-
tors typically have relationships with only one investment advisor and are
less informed than institutional investors, making it difficult for them to
evaluate research quality differences across firms.” In addition, it can be
difficult for retail investors to evaluate research quality given the volatility
of the market.
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To evaluate how the investment banking and trading funding mod-
els affected analyst research prior to the Global Settlement, we exam-
ine differences in the optimism of analyst forecasts and recommendations
at three types of firms: full-service investment banks, nonunderwriter
(syndicate) banks, and brokerage firms.® Full-service banks provide both
underwriting and brokerage services and use revenues from both to fund
research.” Given the importance of the banking revenues, analysts at these
firms had the strongest banking incentives to issue optimistic research.
Nonunderwriter (syndicate) banks distributed new issues to their clients
and provided brokerage services but did not underwrite new offers. These
banks funded research from both distribution fees and brokerage reve-
nues. However, investment banking incentives for these firms were con-
siderably weaker than for full-service banks because banking fees from
distribution were typically only one-sixth those from underwriting.® Fi-
nally, brokerage firms did not undertake investment banking activities
(either underwriting or distribution); their primary source of income was
commissions from client trade execution and was thus affected solely by
trading conflicts of interest.

Differences in Research Optimism by Type of Firm

We assessed the optimism of analysts working at the three types of firms
by examining whether their short-term and long-term earnings forecasts,
target stock prices, and stock recommendations were greater than those of
other analysts covering the same stocks. For each analyst earnings or price
forecast, we computed the difference between individual analysts™ esti-
mates and the consensus of all analysts who covered the same stock and
issued earnings and price forecasts at roughly the same date. To control
for differences in uncertainty across firms, we divided these differences by
the standard deviation of analyst forecasts for the firm.

Our calculations show that mean standardized forecasts for analysts
at full-service banks are no different from consensus forecasts across
three forecast horizons for the period January 1996 to December 2002
(see Exhibit 6.1). These results are not too surprising because analysts
at full-service banks comprised roughly 85 percent of the analysts we
studied prior to the Global Settlement and therefore typically represented
the consensus. But analysts at brokerage and syndicate firms—firms that
relied more on commission revenues to fund research—showed positive
forecast optimism for one- and two-quarter-ahead earnings and for target
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Exhibit 6.1. Relative forecast optimism of sell-side analysts forecasts of earnings per share
and stock price by firm type from January 1996 to December 2002.

NOTE: Relative forecast optimism is the difference between an analyst’s forecast and the consensus forecast for all analysts
forecasting for the same company, quarter, and forecast horizon, divided by the standard deviation of all forecasts for the
company, quarter, and horizon.

SOURCE: Amanda Paige Cowen, Boris Groysberg, and Paul Healy. “Which Types of Analyst Firms Are More Optimistic?”
Journal of Accounting & Economics 41, nos. 1-2 (April 2006): 119-146.

prices, indicating that they were optimistic relative to their bank peers.
On average, brokerage analysts’ earnings forecasts exceeded those for
full-service bank analysts by 4.4 percent and 3.7 percent for the one- and
two-quarter horizons. For the target prices, brokerage analysts’ estimates
were 3.4 percent higher than those issued by their peers at full-service
banks. Forecast optimism for syndicate firm analysts fell between that for
full-service banks and brokerage firms.

For stock recommendations, we adopt a similar approach, computing
the value of an analyst’s recommendation after controlling for the type of
ratings issued by other analysts covering the stock. There is little difference
in recommendation optimism across analysts at full-service banks, syndi-
cates, and brokerage firms, which implies that conflicts of interest arising
from investment banking do not dominate those faced by pure brokerage
firms.

In additional work, we examine a number of questions about our
findings. First, the main results are for the universe of stocks covered by
analysts, whereas the underwriting incentive effects are likely to be most
pronounced for stocks that made new issues. Analysts at underwriter firms
had stronger incentives to make optimistic forecasts about these firms to
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win their banking business and were less likely to be optimistic for firms
that did not raise new equity capital. However, even when we restrict
our analysis to firms that made IPOs and secondary offerings during the
sample period, we continue to find that non—full-service bank analysts,
particularly those at brokerage firms, were more optimistic than analysts
at full-service banks.

Second, forecast optimism, the primary measure used in our research, is
an incomplete measure of analyst forecast performance. Analysts who issue
optimistic forecasts could actually turn out to be more accurate than their
peers if their analysis is sound. However, this does not appear to be the case
here. Tests of forecast accuracy yield findings similar to those for forecast
optimism—forecasts issued by analysts at full-service banks were more ac-
curate (as well as less optimistic) than analysts at other types of firms.

Finally, our sample period includes both the stock market boom, when
underwriter research was presumed to be most biased, and the subsequent
crash period, when underwriting and incentives for research bias plum-
meted. Yet the relative optimism of analysts at non—full-service banks and
particularly brokerage firms holds for both the periods before and after
April 2000 (when the NASDAQ was at its peak).

Explaining Brokerage Firm Analyst Optimism

One potential explanation for the less optimistic forecasts of underwrit-
ers is that they tend to have higher status in the industry and rely at least
partially on their reputations to attract clients, rather than on optimistic
analyst research. Consistent with this explanation, prior to the Global
Settlement, earnings forecasts and recommendations by analysts at high-
status bulge-bracket banks (Credit Suisse First Boston, Goldman Sachs,
Merrill Lynch, Morgan Stanley Dean Witter, Salomon Smith Barney, and
Lehman Bros.) were less optimistic than those made by analysts at non—
bulge-bracket banks. Non—bulge-bracket full-service bank analysts also
made less optimistic forecasts of earnings and target prices than brokerage
firm analysts did. Firm status therefore appears to play a powerful role in
tempering the effect of conflicts of interest.

The relative optimism of brokerage firms could also reflect brokerage
incentives to provide low-quality research to retail investors, either be-
cause it is more costly for retail investors to infer quality or because recent
industry changes make it difficult to charge retail investors for research.
We find some evidence to support this view. Analysts at firms with both
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retail and institutional brokerage businesses made more optimistic earn-
ings forecasts and stock recommendations than analysts at purely institu-
tional trading firms.

Overall our findings indicate that prior to the Global Settlement bro-
kerage incentives to bias research were at least as important as those of in-
vestment banking. Of course, this is not to suggest that investment banking
does not have any effect on sell-side analysts’ behavior. Both brokerage and
banking businesses create conflicts of interest for sell-side analysts, as has
been recognized by buy-side clients for many years. However, our find-
ings show that, even during the period when concern about investment
banking conflicts was at its peak, brokerage incentives had a comparable
effect on analysts’ stock recommendations and a greater effect on their
earnings and price forecasts. Firm reputation and retail brokerage played
some role in explaining these findings.

Sell-Side versus Buy-Side Research

At a fundamental level, buy- and sell-side research analysts perform sim-
ilar functions. Both study companies to make recommendations about
whether to buy, sell, or hold specific securities. The tasks they perform to
generate their stock picks are similar—evaluating firms’ business models,
forecasting short-term earnings, and building financial models of stock
prices. Both write reports to communicate their analysis and recommen-
dations, including earnings forecasts, stock price projections, the rec-
ommendation, and a justification for the recommendation, as well as an
overview of the firm’s business.

But, as our study of a top-ten buy-side firm and interviews with buy-
and sell-side firms indicates, there are fundamental differences between
buy- and sell-side research and methods of compensation for both types
of analysts. These differences include the scale and scope of coverage, the
types of companies recommended, the sources of information used for re-
search, the method of disseminating information, and the target audiences.

Scale and Scope of Coverage
Research departments at money management firms are typically con-
siderably smaller than those at sell-side firms. For example, from 1997
to 2004, the research department at a top ten buy-side firm we studied
employed twenty to thirty analysts compared to 186 senior analysts em-
ployed by the average bulge investment bank.
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The fact that research departments at buy-side firms are smaller im-
plies that buy-side analysts cover more companies and provide less in-depth
analysis on any given stock. Analysts at buy-side firms are often respon-
sible for covering an entire sector, such as technology. Of the fifty to
100 stocks they follow in the sector, buy-side analysts write reports on
roughly fifteen stocks at any given time. In contrast, a sell-side analyst
usually covers only one segment of an industry, such as semiconductors
or biotech. While they also write reports on only ten to fifteen stocks at
a given time, this number usually represents a much larger fraction of the
total stocks they follow.

Perhaps as a result of these differences in scope, reports by analysts at
the sample buy-side firm are shorter in length, typically only two pages,
compared to those provided by the leading sell-side analysts, who also
include detailed industry analysis and bottom-up firm-level analysis.

Types of Companies Covered
Given the scope of their coverage and the demands of portfolio managers
to invest in liquid stocks to enable their relatively large positions to be un-
loaded with minimal impact on price, buy-side analysts are likely to cover
less volatile and more liquid stocks than their sell-side peers. Stocks rec-
ommended as strong buy/buy by analysts at the buy-side firm we studied
during the period 1997 to 2004 had an average daily standard deviation of
abnormal returns of 0.42 percent and market capitalization of $9.1 billion,
versus 0.95 percent and $1.3 billion for the average sell-side firm analyst.

Information Sources

Sell-side analysts spend as much as 30 percent of their time communicat-
ing and marketing their ideas to other analysts interested in the same sec-
tor, to sales force representatives and traders at their firm, and to clients.
Through these interactions, sell-side analysts subject their ideas to broad
scrutiny, which can potentially generate valuable new information and
teedback. For example, traders and the sales force provide analysts with
data on observed changes in trading volumes and planned purchases or
sales by influential clients. Institutional investors push analysts on their
analysis and conclusions. As one sell-side analyst commented, “One of the
biggest roles of an analyst is to be essentially a bumblebee . . . you’ll talk
to one client, they will give you an idea, and then you will pollinate all
other clients with that idea. You act as a central node for dispersing ideas.”
Sell-side analysts whom we interviewed commented that their research
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improves significantly through these interactions. In contrast, buy-side
analysts do not have the opportunity for such diverse feedback and new
insights. They have fewer colleagues with whom to debate their ideas and
instead pitch their recommendations only to their own portfolio manag-
ers and their staff.

In addition, sell-side analysts frequently meet with senior managers
of the firms that they cover. Analysts on both the sell side and buy side
stress the importance of such meetings. As one portfolio manager opined,
“You're meeting with the CEO and the CFO . . . you can make judg-
ments about people, trying to understand their strategy, trying to under-
stand what their long-term financial targets are for things like margins
and returns on capital, returns on equity, and financial structures, and
things like that.” Concern that this access could potentially provide sell-
side analysts with an unfair advantage over other investors led the SEC to
approve Regulation Fair Disclosure in August 2000.

Private versus Public Report Dissemination

There are several implications of the fact that sell-side research is widely
disseminated to institutional and retail clients, whereas buy-side research
is private and only available to the buy-side firm’s portfolio managers.
First, it enables the investment benefits from superior research to be more
effectively internalized on the buy side than on the sell side, making buy-
side research easier to fund. Portfolio managers can capitalize on a buy-
side analyst’s new ideas by buying recommended stocks and selling those
predicted to underperform ahead of other investors. If the analyst’s ideas
have merit, recommended stocks will appreciate in value, and those pre-
dicted to underperform will decline. In contrast, in an efficient capital
market, any insights from public sell-side reports will be rapidly reflected
in prices, making it difficult for clients to benefit from acting on recom-
mendations. As a result, sell-side recommendations are likely to be of
limited investment value to investors, making it more challenging to fund
sell-side research.

A second implication of the private dissemination of buy-side research
is that buy-side analysts are less likely to face pressure to write positive
reports from managers of companies they cover. Prior to Regulation Fair
Disclosure, the SEC alleged that sell-side analysts’ dependence on access
to managers for information could make them reluctant to issue negative
reports on stocks. In contrast, buy-side analysts relied less on manager
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information, and their conclusions were not visible to managers of firms
they covered.

Implications of Different Target Audiences

Buy- and sell-side analysts also differ in terms of their target audience.
Buy-side analysts make recommendations to their firm’s portfolio man-
agers, who have ultimate authority for deciding whether to buy or sell
stocks. Buy-side analysts add value for portfolio managers in two ways.
First, they filter sell-side research and company news, distilling the large
amount of sell-side analysis and company news reported into a short
monthly report that portfolio managers and their staff can use more easily.
Acting in this capacity, buy-side analysts can add value to portfolio man-
agers by directing them to particular sell-side reports that they believe are
interesting or newsworthy.

A second role for buy-side analysts is to provide the firm’s portfolio
managers with additional perspectives on companies. Buy-side analysts are
expected to do more than simply reiterate sell-side analysts’ opinions—
instead they are expected to reach their own independent conclusions.
If these conclusions differ materially from those of the sell-side, buy-side
analysts have an opportunity to add value to their portfolio managers. In
describing this role, one analyst explained:

My job is to analyze the fundamentals of companies, to meet with the
management teams, to read all of the filings, to read all of the transcripts
from all of the quarterly calls, to understand their business to the extent
that I can. I forecast what I think the income statement, balance sheet,
and cash flows will be for the next ten years and create a model, deter-
mine the fair value [of these companies], and figure out if the stock is
trading above or below that. And once I figure all that out, . . . I put out
notes, an initiation note when I pick up the company and then periodic
notes when I change my ratings, and I go around and talk to the portfolio
managers about what I think, whether they should buy it, whether they
should sell it, add to it, or trim it.

In contrast, sell-side research is distributed to buy-side analysts and
portfolio managers at a wide range of firms, as well as to retail investors.
Sell-side analysts’ roles and value differ widely by type of client. For in-
stitutional investors, their role is to provide information on an industry
and a firm’s positioning within its industry, to update clients on important
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stock news, to facilitate meetings with management, and to provide new
investment ideas. Sell-side analysts also function as an information con-
duit for institutional investors, a source of market intelligence. As one
sell-side research department manager argued:

The buy-side is dependent on the sell-side as an information conduit.
And what I mean by that is you can’t have an anti-consensus opinion that
turns out to be right unless you know what the other buy-side players in
that specific stock and market are thinking. [The buy-side analysts] need
the sell-side because they’re talking to all of the players . . . on a daily
basis, or on a weekly basis, to 50 people that are actively in that name.

And if you have a top analyst they are a major information conduit.

The differing target audiences of buy- and sell-side analysts create fun-
damental differences in incentives. Sell-side analysts create value for their
firms by providing clients with research and services that generate addi-
tional trading volume in stocks covered or increased demand for a new issue
that their firms underwrite or distribute, generating the conflicts of interest
discussed previously. In addition, public rankings by Institutional Investor and
the public dissemination of their research provide sell-side analysts with an
incentive to follow the crowd, consistent with theories of herd behavior.

In contrast, buy-side analysts have very different incentives. They are
encouraged to present portfolio managers with a fresh perspective on
stocks that are currently owned and stocks that are not owned but that
are attractive buys. As a result, they are likely to be more willing to make
recommendations and forecasts that difter from the Street’s consensus and
to issue both sell and buy recommendations.

Compensation

Management at the top-ten investment firm we studied reported that in
2004 buy-side analysts’ salaries averaged $300,000, and bonuses were ef-
fectively capped at roughly twice an analyst’s salary. The top analysts at
the firm made roughly $1 million in salary and bonus. Bonus awards were
based on two factors—the performance of the analyst’s buy recommenda-
tions (measured by holding returns adjusted for returns on the Standard &
Poor’s [S&P] 500 Index) and the impact of research on portfolio managers
(measured by portfolio managers’ ratings of whether the analyst provided
good stock ideas, communicated those ideas effectively, made good judg-

ment calls, and so on).
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Analyst promotions at the same firm were primarily to higher levels
within the research department, with accompanying increases in com-
pensation. The firm intended successful analysts to have lengthy careers
as analysts with opportunities for growth and development within the
department. In contrast, some other firms in the industry have viewed
analysts as “portfolio managers in training.” The analyst function is then
considered to be an entry position, with analysts rotated among industries
to receive broad industry exposure. The most successful analysts are even-
tually promoted to portfolio manager, which is typically a more highly
remunerated position.’

In contrast, compensation for sell-side analysts has historically been tied
to metrics such as commissions and soft dollar revenues in the stocks they
cover, their Institutional Investor ranking, feedback provided by institutional
buy-side clients, and, prior to the Global Settlement, their ability to create
demand for a new issue that their firm is underwriting or distributing.

These forms of compensation generally reinforce the differing roles
and incentives of buy- and sell-side analysts. Buy-side analysts are re-
warded for providing portfolio managers with new ideas that might differ
from the Street consensus and that turn out to be profitable investments.
Sell-side analysts are rewarded for creating new business for their firm,
either by generating trading volume in the stocks they cover or, before
the Global Settlement, by generating demand for new issues that their
company underwrites or distributes.

Performance of Buy- and Sell-Side Analysts’
Earnings Estimates

To examine how the above differences in buy- and sell-side jobs affect
their relative performance, we use data from a top-ten—rated money man-
agement firm for which fundamental research is an essential part of its
stock selection process. For analysts at the buy-side firm we compare the
optimism of their earnings estimates and stock recommendations, the ac-
curacy of their earnings estimates, and the performance of their stock
recommendations, all relative to those of analysts at sell-side firms. The
sample period is from July 1997 to December 2004.

Relative Earnings Forecast Optimism

Our measure of relative forecast optimism is similar to that described ear-
lier in this chapter. Buy-side analysts were judged to be optimistic if they
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issued more positive earnings forecasts for a firm than other analysts cov-
ering the same stock. For each buy- and sell-side analyst earnings fore-
cast, we compute the difference between the analyst’s estimate and the
consensus for all sell-side analysts who covered the same stock and issued
earnings forecasts at roughly the same date. To control for differences in
uncertainty across firms, we divide these differences by the standard de-
viation of analyst forecasts for the firm.

The distributions of relative optimism for all buy- and sell-side an-
alysts’ earnings forecasts (without controlling for horizon) are shown in
Exhibit 6.2. The difference between the two distributions is striking. Sell-
side analysts’ earnings forecasts were tightly clustered around the consen-
sus, whereas buy-side analysts had many more forecasts that were much
greater than the consensus, implying that buy-side analysts were much
more likely to issue optimistic forecasts than their sell-side peers.

After controlling for analyst experience and other factors that have
been shown to influence analyst optimism, we find that, for a typical firm
with earnings per share of $2, the average difference between buy- and
sell-side estimates was $0.15 for forecasts issued three months or less ahead
of year end, $0.17 for forecasts made ten to twelve months ahead, and
$0.33 per share for forecast made eighteen or more months ahead.
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Exhibit 6.2. Distribution of relative earnings forecast optimism for analysts at a top-ten
buy-side firm and sell-side analysts from July 1997 to December 2004.

NOTE: Relative earnings forecast optimism is the difference between an analyst’s forecast and the average forecast for all
analysts forecasting for the same company, quarter, and forecast horizon, divided by the standard deviation of forecasts for
the company, quarter, and horizon.

SOURCE: Boris Groysberg, Paul M. Healy, and Craig James Chapman. “Buy-Side vs. Sell-Side Analysts’ Earnings Forecasts.”
Financial Analysts Journal 64, no. 4 (July—August 2008), p. 29.
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Relative Earnings Forecast Accuracy

As noted earlier in this chapter, analysts who issue optimistic forecasts
could actually turn out to be more accurate than their peers if their analy-
sis 1s sound. We therefore examine relative forecast accuracy for buy-
and sell-side analysts. The relative accuracy of a buy- or sell-side analyst’s
earnings estimate is the absolute value of the forecast error (the difference
between the forecast and actual earnings) less the mean absolute error for
all sell-side forecasts issued for the same stock, forecast horizon, and issue
date. To control for differences in uncertainty across firms, we deflate
these differences by the standard deviation of absolute forecast errors for
all sell-side estimates issued at the same date for the same company and
horizon. Positive standardized differences indicate that the analyst’s abso-
lute forecast error is greater (or less accurate) than that for the consensus.
Negative values imply the absolute error for an analyst’s forecast is less
than (or more accurate) than the consensus forecast.

The distributions of relative accuracy for all buy- and sell-side analysts’
earnings forecasts covering all forecast horizons are shown in Exhibit 6.3.
The difference between the two distributions is very similar to that shown
for relative forecast optimism. Sell-side analysts’ absolute forecast errors
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Exhibit 6.3. Distribution of relative earnings forecast accuracy for analysts at a top-ten buy-
side firm and sell-side analysts for the period July 1997 to December 2004.

NOTE: Relative earnings forecast accuracy is the difference between the absolute value of an analyst’s forecast error and
the average absolute forecast error for all analysts forecasting for the same company, quarter, and forecast horizon, divided
by the standard deviation of absolute forecast errors for the company, quarter, and horizon.

SOURCE: Boris Groysberg, Paul M. Healy, and Craig James Chapman. “Buy-Side vs. Sell-Side Analysts’ Earnings Forecasts.”
Financial Analysts Journal 64, no. 4 (July—August 2008), p. 31.
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are tightly clustered around the absolute consensus error. In contrast, buy-
side analysts had many absolute errors that exceeded that of the consensus,
implying that buy-side analysts are much more likely to issue inaccurate
forecasts than their sell-side peers.

After controlling for analyst experience and other factors that have
been shown to influence analyst optimism, we find that, for a typical firm
with earnings per share of $2, the mean difference between buy- and
sell-side forecast accuracy is $0.21 for forecasts issued three months or less
ahead of year end, $0.18 for forecasts made ten to twelve months ahead,
and $0.30 per share for those made eighteen or more months ahead.

Why Are Sell-side Analysts’ Earnings Estimates
Less Biased and More Accurate?
We examine several potential explanations for the more optimistic and
less accurate earnings forecasts of the buy-side firm analysts.

Differences in Analyst Retention. One explanation is that the buy-side firm
retained fewer high-quality analysts or more low-quality analysts than
sell-side firms. Consistent with this explanation, we find that the buy-side
firm was more likely than sell-side firms to retain analysts who made in-
accurate earnings estimates. Relative to their average retention rates, the
buy-side firm was 2 percent more likely to retain analysts whose forecast
accuracy ranked in the lowest 25 percent in a given year, whereas sell-side
firms were 6 percent less likely to retain their weakest forecasters. This sug-
gests that sell-side firms were more competitive than the buy-side firm, and
replaced poor-performing analysts more promptly, consistent with their
performance differences.

Differences in Buy and Sell-Side Analyst Benchmarks. A second explanation is
that buy- and sell-side analysts have different incentives. Throughout our
sample period, the money management firm we studied made no attempt
to benchmark buy-side analysts’ performance against sell-side peers."” In
contrast, as discussed in Chapter 3, investment banks and brokerage firms
regularly compare the ratings of sell-side analysts provided by Institutional
Investor magazine, Greenwich Associates, and by client votes.

Sell-Side Information Advantage. We also examine whether the sell-side
performance arose from an information advantage over the buy-side firm
analysts. One form of information advantage could arise from sell-side
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analysts having superior access to information from company managers,
at least prior to the adoption of Reg FD in 2000. We find that beginning
in 1999 there was an increase in optimism and a decline in accuracy of
forecasts issued by sell-side analysts but no such changes for analysts at
the buy-side firm. This pattern continued through 2003, when buy-side
analyst forecast optimism and accuracy was similar to that of sell-side
peers. However, in 2004 the buy-side optimism and inaccuracy reap-
peared. These findings provide some evidence that sell-side analysts had
an information advantage over analysts at the buy-side firm prior to Reg
FD, potentially explaining our findings. However, given all of the other
market changes that occurred during this period and given the reversal
of the sell-side out-performance in 2004, we are cautious about reaching
definite conclusions.

Differences in Analyst Quality. To examine whether the strong performance
of sell-side research is due to their hiring higher-quality analysts, we trace
the performance of twenty-seven buy-side analysts who were hired from
the sell side. Exhibits 6.4 and 6.5 show the distribution of relative earnings
optimism and absolute forecast errors for these analysts before and after
they moved to the buy side. Prior to the switch, there was little difference
in optimism or absolute forecast errors between the sell-side analysts who
were hired by the buy-side firm and those who continued working on
the sell-side. However, after they moved to the buy-side firm, these ana-
lysts showed a higher proportion of optimistic forecasts and relatively large
absolute forecast errors. This pattern appeared for stocks that the analyst
continued covering at the buy-side firm and for stocks that were newly
covered following the hiring change. Given these findings, it does not
appear that the differential performance of sell-side analysts is due to the
buy-side firm hiring lower-quality analysts than the sell-side.

Quality of the Buy-Side Firm. Another plausible explanation for our find-
ings is that the buy-side firm is simply a poor performer, perhaps because
of its poor research performance. However, in Reuters and Institutional In-
vestor ratings of top U.S. fund management groups from 1997 to 2003, the
firm was consistently ranked among the top-ten firms. Morningstar rat-
ings of the performance of the firm’s funds relative to relevant competitor
funds placed them in the top categories for one-, three-, and five-year
horizons for several categories and multiple years. This suggests that, if
anything, the sample firm we examined is a superior performer.
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Exhibit 6.4. Distribution of relative earnings forecast optimism for buy-side analysts hired
from the sell-side (before and after hiring) during the period January 1984 to
December 2004.

NOTE: Relative earnings forecast optimism is the difference between an analyst’s forecast and the average forecast for all
analysts forecasting for the same company, quarter, and forecast horizon, divided by the standard deviation of forecasts for
the company, quarter, and horizon.

SOURCE: Boris Groysberg, Paul M. Healy, and Craig James Chapman. “Buy-Side vs. Sell-Side Analysts’ Earnings Forecasts.”
Financial Analysts Journal 64, no. 4 (July—August 2008), p. 35.

Differences in Scope of Analyst Coverage. To examine how our findings
are affected by differences in the scope of analyst coverage, we compared
the forecast performance of the buy-side analysts to that of analysts at sell-
side firms with comparable size and coverage scope. The findings were
very similar to those reported in the preceding pages, indicating that dif-
terences in coverage scope probably do not explain the earnings forecast
optimism and inaccuracy of the buy-side analysts.
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Exhibit 6.5. Distribution of relative earnings forecast accuracy for buy-side analysts hired
from the sell side (before and after hiring) during the period from January 1984
to December 2004.

NOTE: Relative earnings forecast accuracy is the difference between the absolute value of an analyst’s forecast error and
the average absolute forecast error for all analysts forecasting for the same company, quarter, and forecast horizon, divided
by the standard deviation of absolute forecast errors for the company, quarter, and horizon.

SOURCE: Boris Groysberg, Paul M. Healy, and Craig James Chapman. “Buy-Side vs. Sell-Side Analysts’ Earnings Forecasts.”
Financial Analysts Journal 64, no. 4 (July—August 2008), p. 36.

Performance of Buy- and Sell-Side Analysts” Stock
Recommendations
Recommendation Optimism
To examine differences in recommendation optimism for buy- and sell-
side analysts, we compute the frequencies of strong buy/buy, hold, and
underperform/sell ratings. Strong buys and buys are aggregated into
a single category because the buy-side firm studied treated the two as
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synonymous for measuring analyst performance—the firm based bonus
awards, in part, on returns from investing in their analysts’ strong buy and
buy recommendations. To be consistent with the aggregation of strong
buys and buys and to overcome the small number of sell-side under-
perform and sell recommendations, we also combine the underperform
and sell recommendations.

The frequencies of stock recommendation across the three categories
for the buy- and sell-side analysts are presented in Exhibit 6.6. Buy-side
analysts issued proportionately fewer strong buy/buy recommendations
and more hold and underperform/sell recommendations than their peers
on the sell side. Forty-four percent of the recommendations issued by the
buy-side firm analysts were strong buy or buy, compared to 56 percent for
sell-side analysts. In contrast, 14 percent of buy-side analyst recommenda-
tions were underperform/sell, versus 7 percent for sell-side analysts.

Recommendation Performance

To compare the recommendation performance of buy- and sell-side ana-
lysts, we measure the returns to investing in buy (strong buy/buy) rec-
ommendations for the buy-side firm and for eighty-five sell-side firms
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Exhibit 6.6. Recommendation frequency for buy-side firm and sell-side analysts during the
period July 1997 to December 2004.

SOURCE: Boris Groysberg, Paul Healy, George Serafeim, and Devin Shanthikumar, “The Stock Selection and Performance
of Buy-Side Analysts,” Management Science (forthcoming).




The Performance of Sell-Side Analysts Revisited 107

that issued recommendations consistently throughout the same period."
We compute returns using two approaches: market-adjusted returns con-
trolled for marketwide price fluctuations and abnormal returns controlled
for risk, size, growth, and momentum factors that prior research has
shown are related to stock performance.'””> We compute market-adjusted
or abnormal returns for each firm by buying and holding stocks its ana-
lysts rated as buys from the day after the first buy rating until the day after
there was a downgrade to hold or lower (if they continued to be covered)
or for 250 days (if they ceased to be covered)."

Exhibit 6.7 shows market-adjusted and abnormal returns to investing
in buy recommendations for the buy-side firm and the eighty-five sell-
side firms. Analysts at the buy-side firm generated an annualized market-
adjusted return of 2.3 percent compared to 8.2 percent per year for sell-
side analysts. These findings are not attributable to a few high-performing
sell-side firms. The median sell-side market-adjusted return was 7.4 per-
cent, more than three times the median buy-side firm return. The buy-
side firm’s performance was ranked at the twelfth percentile relative to
sell-side peers.

Exhibit 6.7 Mean annualized market-adjusted and abnormal returns from
investing in the buy-side firm and eighty-five sell-side firms’ buy
recommendations from July 1997 to December 2004.

Buy-side firm

(percentage) Sell-side firms
Market-adjusted returns
Mean 2.3% 8.2%*
Median 2.3 7.4*
Buy-side firm percentile rank 12
Abnormal returns
Mean 23 6.1*
Median 2.3 5.3%
Buy-side firm percentile rank 24

*Significantly different from zero and from the buy-side performance at the 1 percent level.

NOTE: Market-adjusted returns were the difference between the holding period return for a buy- or
sell-side firm’s recommendation portfolio and the return on the value-weighted S&P 500 market index.
Abnormal returns were computed for each firm’s recommendation portfolio by regressing its portfolio
returns on the market excess return, a zero-investment-size portfolio return, a zero-investment book-
to-market portfolio return and a zero-investment price momentum portfolio return. To create the firm
portfolios, we bought and held all stocks rated by a firm as a strong buy or buy from the day after the
initial rating until the day after they were downgraded to a hold or lower rating (if they continued to be
covered) or for 250 days (if they ceased to be covered).

SOURCE: Boris Groysberg, Paul Healy, George Serafeim, and Devin Shanthikumar, “The Stock
Selection and Performance of Buy-Side Analysts,” Management Science (forthcoming).
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Abnormal return results also show sell-side firms outperformed the
buy-side firm. The annualized abnormal return from investing in strong
buy/buy recommendations issued by the buy-side firm analysts’ is 2.3 per-
cent, versus 6.1 percent for those issued by the average sell-side firm.
Median sell-side firm abnormal return was 5.3 percent, also significantly
higher than the buy-side firm return. The buy-side firm was ranked at
the twenty-fourth percentile relative to sell-side firms.

Why Do Sell-Side Buy Recommendations Outperform?

The analysts at the buy-side firm covered less volatile and higher market
cap stocks than their sell-side peers. After controlling for these differ-
ences, most notably the difference in market cap of stocks covered, the
performance of the sell-side analysts’ strong buy/buy recommendations is
essentially the same as that of the buy-side firm analysts. To demonstrate
this effect, we compare market-adjusted and abnormal returns for strong
buy/buy recommendations for four subsets of companies: (1) those with
recommendations issued by both buy- and sell-side analysts; (2) those for
which the only recommendations are issued by sell-side analysts; (3) those
with large market capitalizations for which the only recommendations
are issued by sell-side analysts; and (4) those with small market capitaliza-
tions for which the only recommendations are issued by sell-side analysts.
Firms are classified as having small (large) market caps if their average
capitalization is lower than or equal to (higher than) the median firm rec-
ommended by sell-side firms.

The findings are reported in Exhibit 6.8. For companies with recom-
mendations issued by both buy- and sell-side analysts, the mean market-
adjusted returns for strong buy/buy recommendations are 2.3 percent for
buy-side analysts and 3.2 percent for their sell-side peers. Abnormal re-
turns for the same portfolios are 2.3 percent and 3.05 percent respectively
and statistically indistinguishable. Interestingly, mean market-adjusted
(10.2 percent) and abnormal (8.1 percent) returns for strong buy/buy rec-
ommendations issued for companies covered only by the sell-side are eco-
nomically and statistically important. These findings suggest that much of
the outperformance of sell-side analysts comes from selecting stocks not
recommended by their buy-side peers.

Classifying recommendations for companies covered only by sell-side
analysts into those for small and large companies reinforces the find-
ings described in the previous paragraphs and indicates that the superior
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Exhibit 6.8 Market-adjusted and abnormal returns from investing in subsamples of analysts strong
buy/buy recommendations for sell-side analysts’ for the period July 1997 to December 2004.

Market-adjusted return Abnormal return
Mean Median Mean Median
Subsample (percentage) (percentage) (percentage) (percentage)
Sell-side returns for:
Firms covered by both the buy and sell sides 3.20% 2.80% 3.05% 3.10%
Firms covered only by the sell side 10.20* 9.90* 8.10* 7.60*
Difference (7.00)* (7.10)* (5.05)* (4.50)*
Large firms covered only by the sell side 5.00* 4.80* 4.70* 4.60*
Small firms covered only by the sell side 12.30* 10.90% 11.40* 9.10*
Difference (7.30)* (6.10)* (6.70)* (4.50)*
Buy-side returns for:
Firms covered by both the buy and sell sides 2.30 2.30

*Significantly different from zero at the 5 percent level.

NOTE: Market-adjusted returns were the difference between the holding period return for a buy- or sell-side firm’s recommendation
portfolio and the return on the value-weighted S&P 500 market index. Abnormal returns were computed for each firm’s recommendation
portfolio by regressing its portfolio returns on the market excess return, a zero-investment size portfolio return, a zero investment book-
to-market portfolio return and a zero investment price momentum portfolio return. To create the firm portfolios, we bought and held all
stocks rated by a firm as a Strong Buy or Buy from the day after the initial rating until the day after they were downgraded to a Hold or
lower rating (if they continued to be covered), or for 250 days (if they ceased to be covered).

SOURCE: Boris Groysberg, Paul Healy, George Serafeim, and Devin Shanthikumar, “The Stock Selection and Performance of Buy-Side
Analysts,” Management Science (forthcoming).

performance of sell-side analysts strong buy/buy recommendations ema-
nates largely from their exclusive coverage of small companies. The mean
market-adjusted return to sell-side analysts’ strong buy/buy recommen-
dations for small stocks not covered by the buy side is 12.3 percent versus
5.0 percent for large stock recommendations. Mean abnormal returns for
these two portfolios, which control for the well-documented firm size
effect on returns, are 11.4 percent and 4.7 percent respectively. The small
versus large company differences are statistically reliable as well as eco-
nomically material.

In summary, much of the outperformance of sell-side analysts’ strong
buy/buy recommendations appears to come from their coverage of some
small stocks, presumably potential or former banking clients. These firms
generate strong returns but are unattractive to buy-side firms that de-
mand liquidity. Sell-side analysts recommend smaller stocks, perhaps be-
cause these firms are clients.

How Generalizable Are the Results?

One limitation of our research is that our buy-side analyst sample is from
a single firm, raising questions about whether the findings are applicable



110 The Performance of Sell-Side Analysts Revisited

to other investment firms. To help answer this question, we obtained rec-
ommendations for buy- and sell-side analysts from two surveys we con-
ducted in 2005 and 2006. The surveys requested more than 5,000 analysts
to provide us anonymously with recommendations for three large market
cap stocks that they covered from a list of companies in the industries they
indicated they covered. We included only companies listed on the major
stock indices. In the United States, for example, only companies listed on
the S&P 500 Index were included. We received responses from 967 ana-
lysts, representing a 19 percent response rate. The U.S. sample included 432
sell-side analysts who issued 1,202 strong buy/buy recommendations and
100 buy-side analysts who provided 282 strong buy/buy recommendations.

The mean market cap of stocks recommended by buy-side analysts was
$30.7 billion versus $27.6 billion for those recommended by the sell side,
implying that the recommended stocks for the two subsamples have simi-
lar size/liquidity. As reported in Exhibit 6.9, the average market-adjusted
strong buy/buy recommendation return (for 250 days from the date of
the survey response) is 1.4 percent for the survey buy-side analysts versus
2.3 percent for the sell-side analysts. Comparable mean abnormal returns
are 3.2 percent for buy-side analysts and 3.0 percent for sell-side peers.
These findings are remarkably similar to those reported in the preceding
paragraphs and indicate that, at least after controlling for differences in
the size of firms recommended, sell-side analysts show comparable per-
formance to their buy-side peers.

Exhibit 6.9 Performance of buy and sell-side analyst strong buy/buy recommendations
collected from analyst survey.

Buy-side analysts Sell-side analysts Difference
Mean returns
Market-adjusted 1.4% 2.3% (0.9%
Abnormal 3.2% 3.0% 0.2%
Number of recommendations 282 1,202
Number of analysts 100 432
Average market capitalization $30.7 billion $27.6 billion

NOTE: Market-adjusted returns are the difference between the holding period return for a buy- or sell-side firm’s
recommendation portfolio and the return on the value-weighted S&P 500 market index. Abnormal returns were computed
for each firm’s recommendation portfolio by regressing its portfolio returns on the market excess return, a zero-investment
size portfolio return, a zero-investment book-to-market portfolio return, and a zero-investment price momentum portfolio
return. To create the firm portfolios, we bought and held all stocks rated by a firm as a strong buy or buy for 250 days
beginning on the date of the survey response.

SOURCE: Boris Groysberg, Paul Healy, George Serafeim, and Devin Shanthikumar, “The Stock Selection and Performance
of Buy-Side Analysts,” Management Science (forthcoming).
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Conclusions

The performance of sell-side analysts has been a topic of popular discus-
sion in recent years with particular concern raised over investment bank-
ing conflicts of interest. The use of investment banking to fund equity
research certainly appeared to influence some well-known sell-side ana-
lysts during the height of the tech stock boom. But the exclusive focus on
banking conflicts ignores other possible conflicts, notably the brokerage
conflict that arises from funding research through brokerage commissions.

The evidence provided in this chapter suggests that brokerage conflicts
of interest are at least as significant as those attributable to investment
banking. Prior to the Global Settlement, analysts at firms that supported
research exclusively through their brokerage business issued more opti-
mistic earnings and price estimates than analysts at full-service invest-
ment banks. Two factors appear to explain this finding. First, analysts at
high-status firms, such as the bulge-bracket investment banks, were bet-
ter able to resist attracting business through optimistic research. Second,
brokerage firms with retail clients were particularly susceptible to provid-
ing optimistic research.

Further evidence even questions whether conflicts of interest are of
first-order importance for research quality. In a study that compares the
performance of analysts at a large prestigious buy-side firm and their sell-
side peers, we find that the sell-side analysts issued more accurate and less
optimistic earnings estimates and made stock recommendations that were
at least as profitable as the buy-side firm peers. Yet analysts at the buy-side
firm faced no incentives to overstate their research to generate investment
banking or brokerage business, and they did not have to worry about how
their conclusions affected future access to company managers.

The strong performance of the sell-side underscores two core industry
strengths: intense competition and transparency of analyst performance.
Clients regularly rate sell-side analysts on the quality of their research.
This information is widely available and is used as a basis for determining
sell-side bonuses, making it difficult for unsuccessful analysts to survive.
As a tormer Institutional Investor-ranked insurance analyst argued, “Well,
if you lose money for clients, if you tell them to buy a stock and it goes
down 40 percent, if you do that too many times they’re not going to listen
to you anymore! And then you're out.” In contrast, at least until recently,
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many buy-side firms have been less competitive and have not used relative
performance benchmarks for their analysts, enabling lower-performing
analysts to survive longer. This might be changing as buy-side firms focus
on increasing the value of their own research and using services such as
StarMine to benchmark their analysts against analysts at other buy-side
firms and the sell side. It remains to be seen how these changes will influ-

ence the quality of buy-side research.
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The Future of Sell-Side Research
in the United States

At this stage, you may have concluded that the sell-side research indus-
try’s best days are over and that the industry is mature or even in de-
cline. Regulatory changes, technological advancements, increased access
to information, and the growing sophistication and diversity of buy-side
customers appear to have adversely affected the industry’s economic pros-
pects. Indeed, many of our colleagues have questioned why we would
want to write a book on an industry they consider stagnant or declining.

Yet, as history has shown, the industry has been remarkably resilient and
innovative. Our study of Prudential showed how, in response to the emer-
gence of the investment banking model for funding research, the company
built an investment banking business for midmarket firms. In anticipation
of the concern over banking conflicts of interest and regulatory action, it
subsequently exited investment banking and focused on providing bro-
kerage services that better served its clients’ interests. Today many of the
remaining U.S. sell-side firms continue to innovate in response to the
structural changes discussed in this book, and to the weakened economies
in the United States and Western Europe.

In this chapter, we examine U.S. buy-side clients’ ongoing demand
for sell-side research and report on a variety of innovations undertaken
by U.S. firms to increase the value of their services as they respond to the
challenges. In Chapter 8, we discuss new opportunities for the industry

13
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that have arisen in rapidly growing emerging markets, where spending on
sell-side research continues to grow.

Buy-Side Perspectives
A recent survey reported that large asset managers rate sell-side research
as low in value and that 70 percent believe they overpay for it, whereas
investment managers at midsize firms are more satisfied." This is ominous
news for sell-side research departments because the large investment firms
surveyed provide the bulk of their funding. Yet, given the large number
of money management firms and hedge funds that use sell-side research
and the modest size of even the largest buy-side research departments, it is
uneconomic for institutional investors to replicate the analysis performed
by the sell side. Additionally, buy-side analysts and portfolio managers
may view it as in their interest to downplay the contributions of sell-side
research to their investment process. As one sell-side research department

manager explained:

If youre a large buy-side firm and you’re trying to appeal to pension
funds, you want to say, “Look, I have proprietary research. I do my own
research. I don’t rely on Street research, that’s generic. We come up with
our own insights.” But the reality is that our biggest consumers are these

large shops that claim to have their own research houses.

To better understand the role of sell-side research, we conducted field
studies at two large asset management firms, a regional firm (Morgan
Asset Management), and several hedge funds.

Views of Large Asset Management Firms

Our two research sites were among the largest asset management firms in
the United States. Each had more than $100 billion of assets under man-
agement, employed more than forty research analysts, and had doubled the
size of their internal research departments over the prior eight years. Inter-
views with the research directors at the two firms revealed subtle differ-
ences in the ways that each organized its own analysts, but both continued
to see sell-side research as a fundamental input into their decision making.

In explaining the decision to expand its internal research capabilities
so significantly, the research manager at the first firm explained that it
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grew out of recognition in the early 2000s of the challenges to momen-
tum and growth strategies that had dominated the 1990s. Regulation Fair
Disclosure deterred company managers from providing favored sell-side
analysts with guidance on short-term earnings news, a key to momentum
investing success, and the end of the technology boom had made investors
jittery about growth funds. As a result, the firm began exploring value
investing opportunities. Value investments had a longer horizon than the
quarter-to-quarter focus of most sell-side analysts, and led to the decision
to hire more in-house analysts who could be trained to better meet the
firm’s research needs.

The growth of internal research was accompanied by a change in the
way the firm’s research analysts were developed. Formerly, when they
joined the firm analysts learned about and covered an industry. Those who
were successful were quickly promoted to portfolio managers, where gen-
eral rather than focused knowledge was critical. However, this meant that
there was high turnover among research analysts, affecting the quality of
their work. The firm therefore decided to provide career opportunities for
analysts in its research department. Analysts became investors in focused
funds and in rare cases could become portfolio managers. But most contin-
ued to work in research, building experience in covering their industries.

The increased number of in-house analysts and the higher quality
of their research reduced resources allocated to sell-side research. This
arose naturally from declining commission rates, but the research director
noted that his firm had also concentrated trading volume among fewer
sell-side firms, allowing it to negotiate even lower commission rates.

Nonetheless, analysts and portfolio managers at the firm continue to
value sell-side analysts’ research. And they conduct regular broker votes,
along the lines of those described in Chapter 3. For each quarter they al-
locate points to those sell-side analysts whose research has been most im-
portant. The aggregated votes are then used to allocate the next quarter’s
trading commissions across firms. Sell-side analysts” depth of knowledge
on an industry and companies they cover (which are far fewer than those
covered by the average in-house analyst) continues to be valued. The
sell-side analysts’ ability to arrange meetings with senior corporate man-
agers at sell-side sponsored conferences is also important. Given its size,
the asset management firm can arrange its own meetings with corpo-
rate managers. But sell-side conferences that attract many key corporate
CEOs in an industry provide its buy-side analysts and portfolio managers



116 The Future of Sell-Side Research in the United States

with an efficient way to organize these meetings. Finally, the sell-side
firms are perceived to create value by providing opportunities for the
firms’ portfolio managers to participate in new issues.

One opportunity for sell-side firms, identified by the research man-
ager at the asset-management firm, is providing clients with a global
perspective on stocks and industries. Analysts at the money management
firm, and also at most sell-side firms, specialize in industries within a
geographic region (such as United States, Asia-Pacific, and Europe). Geo-
graphic specialization ensures that analysts understand common account-
ing, regulatory, market, and cultural factors that affect the firms they
covered. But, as a result, no one analyst has the knowledge required to
evaluate the best investment opportunities within a global industry. The
challenge of summarizing research from multiple analysts is exacerbated
because analysts in different regions frequently use different models and
frameworks. Despite increased demand for this type of advice, the re-
search manager observed that even leading investment banks that attempt
to provide this type of advice are not very successful.

The second large asset management firm that we interviewed has cho-
sen a somewhat differentiated approach to the organization of its research
department. Rather than setting up a centralized research department
that services all portfolio managers in the firm, it has structured itself as a
“multiboutique firm.” Analysts are organized into four teams, with each
focused on a handful of related product mandates (for example, value in-
vestments). The analysts on a given team work solely with the portfolio
managers on that team. This permits analysts to provide portfolio manag-
ers on their team with tailored, relevant research that is consistent with
the fund’s philosophy. In describing the approach, the firm’s equities di-
rector observed, “If you have a centralized research group that is feeding
into portfolio managers who have very different investment philosophies,
that’s a tough task for an analyst.” The small group setting also maximizes
creativity and idea generation.

Despite the increased importance of its own research department, the
research manager at the asset management firm acknowledged that sell-
side firms continue to add value. Bulge-bracket sell-side firms contribute
through the management access they provide via conferences, field trips,
and one-on-one meetings. As one portfolio manager at the firm observed,
there is no material difference in research quality for bulge-bracket and
the midsized/regional firms, but bulge firms differentiate themselves by
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their ability to provide clients with management access. The firm’s equi-
ties director argued that independent firms also add important “pieces to
the puzzle” through “really in-depth research on a narrow topic.” These
contributions are rewarded in the way the asset management firm allo-
cates future commissions to sell-side firms via semiannual buy-side ana-
lyst and portfolio manager votes.

View from a Regional Asset Management Firm
Headquartered in Birmingham, Alabama, Morgan Asset Management, Inc.
(MAM), markets itself as an active, diversified, long-term, high-quality in-
vestment manager.? As of March 31, 2010, the firm managed $25.0 billion
in institutional and personal trust accounts; employed ten analysts, seventy-
one portfolio managers and five traders; and had offices in sixteen states.

MAM’s equity research department includes six sector-focused equity
analysts and a director of equity research. Most research analysts at the
firm had passed, or were working toward, CFA accreditation. Many had
graduate degrees in finance; some had CPAs. The analysts tended to have a
background in finance rather than industry, and sector coverage decisions
were generally made on the basis of the analyst’s interests and prior experi-
ence. Each was responsible for covering approximately seventy to ninety
stocks in one or two industries.

Not surprisingly, given its relatively small equity research department,
MAM’s analysts rely heavily on sell-side research. Financial models are
viewed as a particularly valuable sell-side tool. One analyst commented,
“They |[the sell side] are a lot better equipped to do complicated earn-
ings models.”?> MAM analysts also use the sell side as a sounding board to
provide additional opinions. A research manager explained, “One thing
that I like to do . . . is to get as many opinions as possible, and there are
no bad opinions.”* Finally, MAM analysts and portfolio managers cited
corporate access as a key service provided by the sell side.

Despite the value that MAM places on sell-side research, declining re-
sources put pressure on its demand for sell-side research. Guillermo Araoz,
director of equity research for MAM, explained:

Our falling budget is forcing us to choose between sell-side research and
raw data. Here are the options. First, allow the budget cuts to fall primar-

ily on sell-side research. In this course of action, we limit our access to
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sell-side experts and company management. We receive fewer company
forecasts and less industry-specific information. Given that we only have
six analysts each covering about 80 stocks, we really need the sell side to
give us granular information about companies. . . . The second option is
to allow the budget cuts to fall primarily on data vendors (Bloomberg and
FactSet). In this course of action, we receive less market data, limiting
our ability to conduct backtesting on models, and to access international
macro and U.S. data. So far, I have cut research services of those sell-side
firms that cover the least number of companies. I want to keep as much

breadth of coverage from the sell side as possible.’

Another challenge for MAM'’s research analysts is that sell-side firms
increasingly restrict access to information and services, including confer-
ences and management road shows, for clients with lower commission
payments. Given MAM’s relatively small size, such decisions can jeopar-
dize its access to sell-side research.

Hedge Fund Views on Sell-Side Research

To understand how hedge funds utilize sell-side research and have af-
fected sell-side research, we interviewed portfolio managers at a number
of hedge funds and sell-side research managers. These interviews reveal
that hedge funds value many of the same elements of the sell-side re-
search product as traditional asset managers. For example, one hedge fund
manager confirmed that the sell side’s access to management is especially
valuable for his firm because it is uneconomic for hedge funds to organize
one-on-one meetings and conferences with management. Strong written
research and models are also important, she observed, but only as a start-
ing point. ““You couldn’t get to first base with us if you didn’t have those,
but that isn’t enough to stand out,” she said.

Sell-side analysts’ influence over the investment debate and in moving
markets is also a primary reason that hedge fund analysts and portfo-
lio managers use sell-side research. One hedge fund manager explained,
“We pay a lot of attention to sell-side research. It is essential that we know
and understand where the sell side is on any stock we really care about as
it helps us to understand where the market is.” She added, “We use the
sell side as an input. We use it to benchmark our own conclusions but we
aren’t relying on the sell side for research.”
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A number of hedge fund managers also highlighted the importance
of the nonresearch services provided by the sell side. For example, large
sell-side firms, such as Goldman Sachs, regularly host conferences where
they invite hedge funds to make presentations to an audience of large
potential investors. After the presentations, the speakers have one-on-
one meetings with audience members to provide more information about
their funds. These conferences serve as a marketing tool for hedge funds
looking for investors and are also useful for fund-of-fund managers look-
ing for new investments.

Sell-side firms also function as “prime brokers” for hedge funds. Teena
Lerner of Rx Capital, a health care hedge fund, explained the importance
of this role:

Not only do they hold your securities and lend you money for the short
selling, but they provide you with many other services to ensure that
they keep your business. They help you set up the hedge fund, find office
space, market the business, and introduce you to vendors, and help with
information technology outsourcing, hiring, and fundraising. They also
help on an ongoing basis with all sorts of useful data and reports that aid
in managing the portfolio. Their business model is one where they offer
services to start-up funds before they see any revenue, so they are very
selective as to whom they want to get involved with initially. Goldman
Sachs and Morgan Stanley were both doing things for me before they had
a commitment from my business. It was unbelievable and very helpful, as

I was new to the operations side.°

In part because of the wide range of services that hedge funds receive from
sell-side firms, they have generally paid trade commission rates at the high end
of the range. According to Greenwich Associates, hedge funds comprised
25 to 30 percent of total commissions as of 2009.” In allocating commissions
between sell-side firms, many hedge funds conduct a broker vote, although
the process is often less formal than the votes conducted at larger buy-side
firms. Hedge fund analysts, portfolio managers, and traders weigh in on
which firms they find the most helpful, establishing commission allocation
targets. Traders do their best to manage to these targets in allocating trades.

The interviews also revealed several factors that limit hedge fund de-
mand for sell-side research. First, although research-focused funds tend to
be heavy users of sell-side research, quantitative funds typically have little
use for sell-side research.
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Second, the short investment horizon of many hedge funds can reduce
the relevance of traditional written stock research and recommendations.
One sell-side manager observed that because hedge funds “have such a
short window of performance expectations, they tend to focus only on
what is going to happen next quarter, and ignore a stock’s long term
investment value.” Another sell-side manager observed that “a lot goes
on with hedge funds on a day-to-day basis that requires a very nimble
response to events. The time required for an analyst to process a piece of
information, get it through compliance and then get it out and meet the
global dissemination rules, can hinder your ability to fully support hedge
fund clients who want access to the information immediately.”

Finally, the multiasset, long/short strategies employed by hedge funds
and their absolute return benchmarks are typically not a good fit with tra-
ditional sell-side research, which focuses primarily on long-only equity
investment ideas where investment performance is measured by outper-
forming the S&P 500. To better serve hedge fund clients, some sell-side
firms have begun producing cross-asset class research reports (see our dis-
cussion of Merrill Lynch in the following pages).

In summary, despite efforts by large asset management firms and hedge
funds to develop proprietary investment knowledge through in-house re-
search, sell-side research continues to have value for many of these clients.
Sell-side conferences and access to management are consistently rated as
valuable, either because they are an eflicient way for buy-side analysts
and portfolio managers to meet company executives or because sell-side
analysts can provide access that would otherwise be difficult to obtain.
Sell-side analysts” industry knowledge and understanding of market per-
ceptions are also considered important to many buy-side clients.

Sell-Side Firm Innovations
Our interviews of research directors at a broad range of sell-side firms re-
veal a number of innovations generated to address the industry’s strategic
challenges and the impacts of rapidly evolving technology and the new
regulatory environment.

BofA Merrill Lynch
In response to the emergence of hedge funds and increased globalization,
the research department at BofA Merrill Lynch (ML) has made a number
of changes in the way it conducts, aggregates, and distributes its research.®



The Future of Sell-Side Research in the United States 121

To address the growing hedge fund client segment, the bank’s research
department has focused on “capital structure collaboration” and intro-
duced a number of research products targeted specifically at hedge funds.
In December 2002, ML produced the first in a series of cross-asset class
industry reports, “The Cable Industry Capital-Structure Monitor.” The
ninety-six-page report combined the ideas of analysts in equity, high-
grade fixed income, high-yield, and convertible research. The idea for
such a report emanated from ML’s own sales force assessment of the type of
research sought by hedge fund clients. It was well received. Analyst Jessica
Reif Cohen commented, “We got great client feedback . . . and because it
was the first report of its kind, Merrill made a big marketing push. We had
an internal sales-force presentation, and the analysts did a couple of joint
meetings. And it was really marketed by Merrill Lynch as a firm.””

Subsequent such reports included “Capital Structure Investing in Util-
ities” (April 2003) and “Capital Structure Investing in Autos” (Novem-
ber 2003). The auto report covered not only multiple asset classes but
also multiple geographies. Analysts from London and New York were
involved, and the overall team totaled twenty-three analysts. U.S. auto
analyst John Casesa recounted one of the report’s findings:

Because we had followed GM and Fiat and they had a relationship, we
were able to articulate strategies for GM and Fiat convertibles and hedge
positions between GM and Fiat securities. We also pointed out that it
made more sense to be a bondholder of GM than a stockholder, and to
be a holder of the finance company’s bonds than the parent company’s
bonds. And we outlined some derivative strategies that would allow in-
vestors to hedge their positions across asset classes by bringing all of our

bond and stock opinions together."

ML also established joint ventures between different parts of its trad-
ing and research business with the goal of producing such cross-asset re-
ports on a regular basis. The Distressed Equity Desk was created as a joint
venture between Equities and Fixed Income. Its purpose is to identify
trading opportunities that arose as a result of financial distress. And its
Desk Intelligence report provides short-term trading ideas, such as “Buy
XYZ September $50 Calls, Sell XYZ September $40 Puts.”

ML has launched similar initiatives to promote research reports that
are global rather than country based or regional. In 2000-2001, it began
appointing mangers to integrate regional research coverage and produce
sector-based reports that transcended geographic boundaries. It has since
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launched a series of regular research reports with a global focus, some
of which also have a cross-asset investment approach. For example, its
weekly Global Research Highlights report provides “a streamlined col-
lection of the very best ideas and thought-provoking research across mul-
tiple disciplines—economics, investment strategy, fundamental equity,

fixed income, currencies and commodities.”!!

Credit Suisse

Research continues to be an important element of Credit Suisse’s (CS’s)
strategy.'” To drive its analysts’ focus on meeting customer needs and to
increase the financial contribution of research, CS has transformed its re-
search department into a profit center. This change has enabled the firm
to measure the profitability of each analyst and each customer. Analysts
are rewarded on the basis of profitability, motivating them to assess how
to better meet the needs of each customer and to segment accounts based
on their financial contribution.

To measure research profitability, CS has developed a methodology for
estimating the revenues generated by its research department that stands up
to the scrutiny of its research analysts, salesmen, and traders—no easy task.
Commission revenues cover trade execution costs and compensate firms for
their research and sales services. Because customers do not value each com-
ponent separately, traders and salesmen argue that the lion’s share of com-
missions earned are attributable to their sales and trading efforts, whereas
research personnel are equally convinced that research is the critical driver.
Their disagreements have been further complicated by wide dispersion in
commission rates, from as low as one cent per share for electronic trades to
nearly four cents for a full-service trade. As a result, research departments
have typically been treated as cost centers, undermining their importance
in the highly profit-focused world of investment banking.

CS recognized that polls of buy-side portfolio managers and analysts
could provide a useful way of quantifying its research department reve-
nues. For example, in a 2003 Institutional Investor poll, buy-side firms were
asked to rate the relative importance of research, sales, and trading in al-
locating commissions. Investment professionals at the firms judged that
57 percent of commission dollars were attributable to research, 18 percent
to sales, and 25 percent to trading, whereas the firms’ traders allocated
41 percent to research, 9 percent to sales, and 50 percent to trading.” A
similar buy-side poll conducted by Greenwich Associates found that 38
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to 39 percent of commissions were viewed as compensation for research
services."

In explaining how these results were used to estimate research rev-
enues at Credit Suisse, Stefano Natella (global research head) commented,

You are never going to nail down the [exact] number. The number
changes from account to account and by region . . . we don’t know if it’s
40 percent, 35 percent, 30 percent, 25 percent. We think that probably
the right range is somewhere between 25 percent and 40 percent . . . Let’s
run research so that we break even at 25 percent of secondary commis-

sions. . . . use the lowest part of the range, where everybody agrees."”

Managers at CS decided to assume that 25 percent of trading revenues
were attributable to the research department. As a further refinement,
Natella determined that only 50 percent of algorithmic/electronic trading
commissions would be included in the calculation. He explained, “We
made an assumption that 50% of the firms that are trading electronically
are not trading electronically to pay for research, they are trading elec-
tronically because it is a cheaper way of doing it.”'

Roughly 75 percent of direct departmental costs, such as personnel,
production, legal, and compliance costs, were allocated to the research
department with the remainder allocated to other divisions that used ana-
lyst research services, such as investment banking and M&A. Combining
the revenues and allocated costs generated a research department profit
and loss (P&L).

CS did not stop there. It generated P&Ls for each analyst. The emer-
gence of third-party services, such as TheMarkets.com’s MeritMark, to
manage the buy-side vote aggregation process increased the number of
buy-side firms reporting broker votes to sell-side firms. By 2003, 60 to
70 percent of CS’s clients provided feedback for each of its analysts."” This
enabled CS to estimate analyst revenues and P&Ls. Research department
revenues for each client were allocated to specific analysts based on the
percentage of the clients’ votes they received. For example, if a buy-side
firm generated $25 million in revenues for the research department in
2003 and awarded CS a total of 100 broker votes, an analyst who received
ten of those votes would be allocated $2.5 million of revenues ($25 mil-
lion [10/100]). By repeating this procedure for each client and allocating
the direct and a share of indirect costs to each analyst, Credit Suisse was
able to construct P&Ls for each of its analysts.
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To ensure that analysts took responsibility for their P&Ls, CS based
70 to 80 percent of the annual bonuses on individual analyst profitability.
Managers had discretion to determine the remainder based on analysts’
contributions to non—revenue-producing activities (such as participation
in firm training programs) and to deal with exceptions (for example, to
give new analysts time to prove themselves). Look again at Exhibits 2.6
and 2.7 for more details on Credit Suisse’s analyst P&Ls.

The approach generated dramatic improvement in CS’s research de-
partment profitability (from a loss to a healthy profit) and reduced the
cost per stock covered. By understanding more about their best clients,
notably which particular services they valued and which they did not,
CS’s analysts were able to improve their value added. The new approach
also encouraged analysts to think carefully about expenses associated with
everything from hiring junior analysts to acquiring new databases and
travel. As John McNulty, a basic materials analyst, recalled:

In the past, where I really focused was on the [loss] side. For a long time,
I had one associate, didn’t travel as much as I should have, and cut back
on data sources that realistically I needed to have. But when you start to
actually do the math, and figure out, “what’s the leverage in getting three
incremental votes in terms of what does it mean on the revenue side,” it

pretty quickly offsets the cost side . . . it’s a really leverageable system.'®

In 2006, CS took its approach one step further by measuring customer
profitability and segmenting clients on this basis. Clients were segmented
into five categories, and research managers directed analysts and sales-
people to service the clients differentially:

1. High-Touch. Approximately eighty high-priority clients for whom
analysts and salespeople provide full services.

2. Sales Managed Content. Analysts work with the salespeople to un-
derstand which services these clients value and which they can
afford. The 150 or so accounts in this category are separated into
two categories, roughly twenty accounts whose priority is man-
agement access and those with the potential to become high-touch

clients.

3. Management Access. Roughly twenty clients whose priority is man-
agement access, allowing service to be tailored accordingly.

4. Growth Opportunity. Clients who are viewed as having the poten-
tial to become high-touch clients.
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5. Institutional Markets. The vast majority of clients, which pay lower
commissions and which are further segmented into A, B, C, D
grades based on commission revenues they generate."”

The research director at CS noted that these changes had enabled the
firm to increase the quality of its research offerings by identifying those
services that its clients valued most highly and to segment its services by
providing a full menu of services to its most profitable clients and limiting
the menu offered to those that were less profitable or were perceived to
have less profit potential.

Sanford C. Bernstein

Sanford C. Bernstein (Bernstein) is a leading brokerage firm and asset
manager with a reputation for rigorous, in-depth, highly quantitative, and
independent sell-side investment research.”” The firm’s Institutional Re-
search Services (IRS) division provides investment research and trading
services to professional money management firms. In 2008, IRS had more
than ninety research professionals, including nearly thirty senior analysts,
located in New York, Los Angeles, and London.

A critical source of Bernstein’s success emanates from the reputation of
its sell-side research, epitomized by its trademark product, the Black Book.
These dense research reports, bound in a black cover, provide in-depth
analysis on a specific topic, company, or investment thesis. Lisa Shalett,
an executive vice president at Bernstein, described the Bernstein sell-side
research product as follows:

The difference with our reports is that we'’re trying to conduct analyses for
sophisticated investors—to recommend and report to readers that under-
stand the subject very well. . . . We're trying to do something different . . .
We focus on the fundamentals and the long term versus near-term mainte-

nance and news.>!
A former Global Director of Research at Bernstein, added:

We go to a level of depth that others may not be willing or may not have
the time to go to. We try and bring a level of expertise and industry

knowledge to the challenge of investing that others may not have.

Because it does not have an investment banking practice, Bernstein’s sell-
side research is free from investment banking conflicts. Among the firms
ranked in the top ten of Institutional Investor's 2008 All-America Research
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team, Bernstein is the only one without an investment banking division.
Perhaps as a result, its research has a reputation for being independent and
anticonsensus. Vladimir Zlotnikov, a Bernstein analyst, opined:

If after spending several months of research you come back with a con-
sensus view, you shouldn’t publish it. As a reader, why would I invest half
an hour of my time if I find a conclusion that is identical to something I
already knew? As little time as possible should be devoted to understand-
ing and compiling the consensus view, and most of the time should be

spent on trying to figure out how the reality is likely to be different.?

To provide a high-quality research product, Bernstein devotes consider-
able resources to hiring, training, and evaluating the performance of its an-
alysts. The firm has traditionally hired new analysts from the outside. But,
in contrast to most competitors, it has focused on candidates with back-
grounds in the industries they will cover rather than experienced analysts
or recent MBAs. However, in recent years, it has also promoted associates
from within the firm. Bernstein recruits associates, who provide support
for senior analysts, from MBA and undergraduate programs. Its associate
program has been restructured to ensure that junior analysts are being ap-
propriately trained and developed. As a result, approximately 20 percent of
current analysts were formerly associates with the firm.

Candidates for analyst positions at Bernstein are expected to have
strong intellectual capabilities and character traits rather than a specific
background or knowledge base. Lisa Shalett observed:

You need to be incredibly bright and analytical. You need to be fasci-
nated with numbers, and you have to be a good communicator and have
some type of charisma and marketing savvy. What you really need is to
be insatiably curious, unbelievably competitive and want to win. You've
got to have a willingness to be bold and sometimes say something that is
different, and willing to argue about what you believe and have the cour-
age of your convictions. And you also have to be intellectually and pro-
fessionally resilient in the sense that youre going to publish, and you're

going to be out there, and youre going to be wrong in public.??

The process of hiring a new senior analyst costs an estimated $500,000
to $1,000,000.** Headhunters help to identify initial candidates from in-
dustry and the firm screens 100 resumes and interviews forty to fifty peo-
ple. Before being offered a position, a candidate interviews with twenty
or more Bernstein employees.



The Future of Sell-Side Research in the United States 127

Once hired, the new analyst is typically trained for a full year, study-
ing the industry, learning the Bernstein culture by reading Bernstein re-
search and interacting with experienced analysts, and meeting regularly
with the research director to discuss progress. Classes and other formal
training fill in knowledge gaps as necessary. Sallie Krawcheck, former
CEO of Bernstein, explained how this process works:

One analyst—Scott Hill, who covers autos and auto parts, a phenomenally
intelligent guy—is a lawyer by training. He has a wonderful demographic
theory on the auto companies. But being a lawyer, when he got here, he’d
never heard of a discounted cash-flow statement or a PE. So Scott’s train-
ing was very much Finance 101, Economics 101, Equity Research 101.
Then there’s Toni Sacconaghi, one of our consulting hires. He’s a finance
whiz, and a very analytical guy. Toni needed something quite different,
and we were able to guide him through what our investors care about. So

it tends to be a very individualized type of process for everybody.*

To evaluate the performance of'its analysts, Bernstein relies increasingly
on feedback from buy-side client votes, internal sales people and traders,
and external polls (such as Greenwich or Institutional Investor). These data
are used to compute a “market traction” score for an analyst, which is the
primary driver of compensation. Additionally, management tracks a variety
of statistics that correlate highly with the market traction score, including
time spent on the phone and in person with clients, and the frequency with
which an analyst publishes proactive research. Bernstein discloses these sta-
tistics to its analysts on a quarterly basis to help them learn how to improve
their performance.

Because Bernstein does not have an investment banking business, it re-
lies almost exclusively on trade commissions to fund its sell-side research
business. In recent years, Bernstein has invested heavily to improve the
capabilities of its trading platform, adding traders and increasing trading
services, including sophisticated algorithmic trade offerings. Bernstein
management has also focused on monitoring trade commissions and re-
source consumption on a client-by-client basis to ensure that the two are
broadly aligned and that buy-side clients are paying for the resources they
receive. A Bernstein research executive explained how clients are managed:

We now keep track of where we are: where our resources are being de-
voted, what our revenues are, how they align. And we try to address the

places where these don’t really line up. For example, let’s say I've got a
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client that is #15 in terms of resource consumption but #50 in terms of
where we're being paid. That leads to a discussion with that client about
finding a way to get those numbers better aligned . . . Or we may have to
tell the client “you really can’t have access to these analysts, given what
we’re doing here,” or “you really can’t expect to be attending this partic-
ular conference, given where we are from a business standpoint” . . . Sim-
ilarly, if the numbers are reversed, we understand that the situation . . .
is unlikely to be sustainable in the long term, and we need to do some-

thing about that as well.

Sidoti & Company

Formed in March 1999 by Peter Sidoti, Sidoti & Company, LLC (Sidoti)
provides institutional investors with research and management access for
micro-, small, and midcap stocks with an equity market value of $3 bil-
lion or less.?® Clients are buy-side analysts and portfolio managers at small
and midcap institutions, typically long-only investment firms. Hedge
funds represent only 10 percent of its business. By 2012, Sidoti employed
over seventy analysts who wrote reports on more than 900 small-cap and
microcap companies in more than thirty industry sectors. The company
aims to expand stock coverage to 700 small-cap equities and 600 micro-
caps by the end of 2013.%7

In discussing future growth opportunities, founder Peter Sidoti an-
ticipated partnering with bulge-bracket firms that lack small-cap research
expertise:

We’ve been approached by a couple of the larger firms where they want to
do the investment banking and pay us to do the research for the smaller-
cap names. So over the next two or three years, the business is going to
evolve . . . I can see where we will end up doing the research for two
or three investment banking firms. The bankers don’t want to do the
research. They have no interest in the research side of this market. They
don’t have the critical mass to work in the small-cap arena. That’s all we

do. So, the idea to pay us to do the work just makes sense.

Three aspects of Sidoti’s research strategy are distinctive. First, its analysts
focus on microcap (since 2010), small, and midcap stocks that are not widely
covered by its competitors. Peter Sidoti recalled, “When the firm started, we
deliberately chose not to compete with the bulge-bracket firms. If a small- or
midcap stock was already being covered by two or more bulge-bracket firms,
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we would not pick up coverage.” However, in Sidoti’s view, this changed
as Reg FD reduced the edge that strong corporate relationships provided to
the largest firms and as the quality of small-cap research deteriorated.

Second, in its decision not to pursue investment banking, Sidoti sought
to increase clients’ confidence in the integrity of the firm’s research:

We are aware of no other firm in our niche with few ties to investment
banking. The oldest independent research groups—the Value Line Sur-
vey and Argus Research—focus on large-cap stocks and do not provide
institutional-quality product. Sanford Bernstein . . . focuses only on the
large end of the market.

Some large wire houses have special sales and trading teams focused
on equities with relatively small market caps; their efforts, however, are
small and not coordinated well with the research teams of the firms. The
research departments, meanwhile, appear in disarray. Scandals and a host

of new rules and limits pose higher hurdles for the analysts.?

Finally, Sidoti provides clients with a high level of access to corporate
management of firms it covers. In 2009, the firm sponsored 900 man-
agement road show days and approximately 200 management conference
calls. They also hosted three large annual conferences, two in New York
and one in San Francisco, at which management teams presented to insti-
tutional investor clients. For some clients, Sidoti’s ability to provide cor-
porate access was their primary reason for doing business with the firm.
As one small-cap manager observed,

Peter Sidoti has built a business of hiring pretty junior kinds of analysts . . .
but his business is basically to bring the managements of these companies
around to visit with institutions. They hold four or five conferences a
year at various locations that provide access to companies. Their focus
is exclusively on the small-cap sector, so that’s really where most of our
assets are focused. And so what we’re paying for is to have access to the

managements of these companies.?

Of course, other firms also provide clients with access to corporate
management, but few have been able to compete as effectively as Sidoti in
the small- and midcap segments. In describing how he thinks about the
firm’s business model, Peter Sidoti explained:

The analogy I run is Southwest Airlines ten years ago. When Southwest

got up and running, it ran primarily in the smaller markets. It had a very
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low cost structure. It had a young group of people. It didn’t fly into La-
Guardia and Kennedy, it flew into Islip. It didn’t fly into Boston, it flew
into Providence. It flew into Love Field in Dallas. It both competed with
the big airlines and it didn’t. And we’re kind of the same way. Nobody
really competes with us directly . . . but they all do compete with us. We

are all competing for the same commission dollars.*

Sidoti typically hires analysts who have worked on Wall Street for
only a few years in a noninvestment capacity or who have just graduated
from college. It then trains them to function as analysts. Jennifer Scutti, a
vice president in the research department, explained:

We will hire people who have little or no experience in sell-side equity
research. They all have strong finance backgrounds; they may have come
from other areas on Wall Street; they may have come from industry—all
different backgrounds. But the financial skills are there, it’s just they don’t

typically have sell-side experience.”!

New hires are brought into the research department directly as senior
research analysts; the firm does not hire associates or junior analysts. During
their first six months, analysts are expected to obtain their relevant licenses
and begin covering their first company. Although there is no formal train-
ing program, Scutti and other managers work with new analysts to ensure
that they are on track to meet their objectives. After the initial six-month
introduction, analysts are expected to pick up an additional three compa-
nies every six months, until they reach a critical mass of fifteen stocks.

To initiate coverage of a company, analysts publish an eight-page ini-
tiation of coverage report including text and models. Stocks are rated as
either buy (if expected appreciation for the next twelve months is at least
25 percent) or neutral (if expected appreciation is less than 25 percent).
Stocks are not rated as sell.>? Rating changes, which are accompanied by
more detailed reports and updated models, require manager approval.

Sidoti’s research is distributed by a thirty-two-person sales force (which
targets buy-side firms in the United States, Canada, and Europe) and via
electronic platforms such as First Call. Salespeople are industry general-
ists, divided by region, and are compensated solely on commission. The
firm also operates a five-person trading desk that trades all U.S. equi-
ties, including companies not covered by its research department. Virtu-
ally 98 percent of the firm’s revenues are from commissions, 75 percent
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generated by the trading desk and 25 percent from commission-sharing
agreements with larger brokerage firms.*

Leerink Swann

Leerink Swann (LS) was founded by Jeff Leerink and six investment bank-
ing colleagues in 1995 to provide institutional investors with a unique,
high-quality sell-side research product in the health care space.*® Leerink
believed that despite the surplus of Wall Street research available at the
time, the health care industry remained poorly served. “Given the several-
billion dollar market for research,” Leerink argued, “we only need to have
a small slice, but we need to make sure we were doing something very
different.”®

To differentiate its research from other firms, Leerink and his long-time
friend Dr. Dan Dubin, a research dermatologist at Brigham and Women’s
Hospital in Boston, established MEDACorp in 1996. A 50-50 joint ven-
ture between Leerink and Dubin, MEDACorp created a prescreened net-
work of doctors who provided Leerink’s clients with expert insights into
medical products, technologies, and services. Dubin served as its president
and was responsible for recruiting physicians and managing the network.

Physicians who belong to the MEDACorp network are compensated
for the time they spend with Leerink clients. The physicians work as
consultants largely on a nonexclusive basis. This model differs from the
contingency-fee model employed in many other consulting arrangements
and has proved to be a key tool in recruiting for the network. By the end
of its first year, 100 physicians had signed up with MEDACorp.

Leerink and his cofounders developed in-house trading capabilities
to provide the firm with a mechanism for getting paid for its research
product and the advice provided by the MEDACorp physicians. Leerink
also felt strongly that the trading desk provided the firm with a valuable
information source: “We decided to do the trading ourselves rather than
have someone else do it for us and get all that valuable information for
themselves.”*

Leerink hired and trained a sales force to serve as a bridge between
the MEDACorp network and the firm’s client base, which in the early
days consisted largely of hedge funds. As Dubin described it, “We just
provided access to professionals with great insights. Early adopters were
savvy enough to harness these insights, and convert them to investment

decisions.”?’
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As LS built out its traditional research product, what emerged was a
unique hybrid sell-side research model. The MEDACorp network pro-
vides clients with a range of services, including:

» Conference calls with relevant experts, either one-on-one or with
other clients, that provide a forum to discuss specific products and
ideas;

* Surveys of network participants that provide a variety of expert
opinions on a particular topic;

» Conferences and other investor events that provide clients with
access to MEDACorp experts;

* In-office visits where MEDACorp professionals visit clients and
discuss topics of interest to them.

In some instances, LS offers these services to clients, and in other cases it
responds to client requests for services.

To complement the MEDACorp products and services, LS built a sell-
side research department. Newly hired research analysts were assigned to
cover a set of health care stocks and produce company research reports,
earnings estimates, and stock recommendations. In addition to using tra-
ditional information resources, LS analysts had access to the MEDACorp
network. Dubin observed, “We ended up with an intellectual capital hub
that was unique on Wall Street. We had analysts and we had medical ex-
perts. They were distinct assets and offered different access points to the
information.”® Clients could use LS’s traditional research product, and
they could have direct access to the MEDACorp network.

LS is compensated for its research primarily through commissions paid
to its trading desk. Clients are not charged directly for time spent with
MEDACorp experts or for investment research, but sales force members
are responsible for monitoring access to these resources and ensuring that
clients funnel sufficient trade volumes through LS’s trading desk.

By 2009, LS’s MEDACorp network had grown to more than 30,000
members, with many providing consulting services exclusively to MEDA-
Corp. The firm’s research department included more than twenty invest-
ment professionals covering over 150 stocks. And the firm had expanded
beyond investment research, establishing an investment banking business,
a strategic consulting practice, and launching a health-care-focused private
equity fund.
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Gerson Lehrman Group

Gerson Lehrman Group (GLG) is an alternative research firm that pro-
vides clients with private consultations with industry experts.*” Founded
in 1998, the firm is a pioneer in the expert network segment. By 2012, it
had approximately 800 employees and more than 300,000 subject-matter
experts located throughout the world. (As of 2008, 70 percent of these ex-
perts were located in the United States, 15 percent in Europe, and 10 per-
cent in Asia). Its 2008 revenues were roughly $280 million, and it had an
estimated 90 percent share of the expert network market (70 percent, ac-
cording to Integrity Research).*

The core of GLG’s business model is matching subject-matter experts,
or “council members,” with clients secking their expertise. The company’s
network of council members is organized vertically into six industry-based
sectors (health care; consumer goods and services; real estate; technology,
media, and telecommunications; financial and business services; and en-
ergy and industrials) and two horizontal groupings (accounting and fi-
nancial analysis, and legal and regulation). Council members are not GLG
employees but consultants who sign a nonexclusive contract to work for
the company on a project-by-project basis. They therefore represent “flex-
ible capacity,” as they are paid only for hours worked. In 2009, hourly
rates, set by the counsel members themselves, ranged from $50 upward
with a median of $350, and the typical council member was hired for
forty-five minutes per year.

In addition to individual council members, GLG has 300 council part-
ner firms, including Credit Suisse Group and Frost & Sullivan. Employ-
ees of these firms are part of the GLG expert network, but their firm
rather than the individual receives compensation from GLG for project
participation.

GLG council members perform a wide range of projects, including
phone consultations, written reports, surveys, market studies, private vis-
its, seminars, and round tables. In 2009, GLG arranged more than 20,000
“transactions’” or projects per month, 12,000 of which were phone consul-
tations. While phone consultations are the mainstay of its business, larger
and more complex client projects have become increasingly popular.

Council members are recruited via professional publications, career
websites, conferences, and travel shows. GLG divides these recruiting
efforts into three categories: “name recruiting’—recruiting a specific
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individual, which is expensive but low risk in that the individual is known;

>

“title recruiting”’—recruiting someone with a particular job function, such
as VP of marketing; and “population recruiting”—recruiting someone who
might have knowledge on a particular topic. Referrals by existing council
members are the primary source of new GLG network members.

In 2008, GLG’s client base included 850 clients in eighteen countries.
The average corporate client paid GLG approximately $250,000 and used
the service 150 to 180 times per year. Financial services firms, primar-
ily investment managers, provided 90 percent of its revenues. Michael
Blumstein, GLG’s former CFO, explained that the growth of the firm’s
business among investment managers was at least partially attributable
to a decline in the value of sell-side research following Reg FD and the
Global Settlement, which led buy-side firms to look for other information
sources. Other clients included private equity firms, investment banks, law
firms, and professional services organizations. Several sell-side firms, such
as Credit Suisse and Morgan Stanley (via its AlphaWise division), partner
with GLG to provide their own analysts with access to GLG’s experts.

The earliest client contracts were fixed-price subscriptions, where cli-
ents paid $60,000 for unlimited access to council members in a single sec-
tor or $1 million for unlimited access to all sectors for a six-month period.
Over the years, this pricing model evolved to incorporate a flexible model,
with clients paying a basic access fee and a per usage fee. However, in
2008, fixed rate subscriptions continued to comprise about 70 to 75 per-
cent of the company’s revenues.

In discussing the company’s business model, Laurence Herman, GLG’s
general counsel, observed, “We know it is very easy to introduce an expert
to a client; the barriers to entry in that sense are incredibly low. The bar-
riers to entry to doing this in an appropriate way, however, are actually

7?41 To create competitive advantage, GLG has compiled a data-

quite high.
base on council members’ specific areas of expertise and usage. New coun-
cil members are asked a series of qualifying questions that allows GLG’s
employees to better understand their specific knowledge base beyond the
broad sector classifications. In addition, GLG ranks council members using
data on their usage rates by independent clients. The 5 percent highest-
rated council members are labeled “leaders” and the next 20 percent
“scholars.” This database enables GLG to have confidence that council
members who are deployed can answer clients’ questions and provide a

high-quality consultation.
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GLG’s service potentially provides its clients with access to private in-
formation, an advantage over public sell-side research. But it also carries a
risk that experts violate legal and employer restrictions on the disclosure
of proprietary information. GLG’s compliance policies are designed to
manage this risk. For example, council members are precluded from dis-
closing material nonpublic information about a publicly traded company,
from disclosing confidential information, or from giving investment ad-
vice. Each year council members sign a contract and complete on-line
training to reaffirm these policies; prior to each new project, an e-mail is
sent to the relevant council member reviewing the relevant compliance
regulations. In addition, employees of publicly traded companies are pro-
hibited from joining the GLG network without their employers’ approval.

Conclusions
The research firms discussed in this chapter have pursued strategies to
address many of the challenges identified in previous chapters that affect
research—high costs of information production and low costs of repro-
duction, rapid information obsolescence in an efficient capital market, ex-
perience good attributes, and information overload.

All have built or are attempting to build reputations among clients for
providing valuable investment research: Bernstein for its detailed inde-
pendent analysis of large-cap stocks; Credit Suisse for its research on large
cap stocks that is tailored to client demands; Merrill Lynch for its global
view and research tailored to hedge funds; Sidoti for its access to manage-
ment of micro-, small, and midcap stocks; Leerink Swann for its access to
proprietary information combined with research in the health sector; and
Gerson Lehrman Group for its network of experts. Research departments
that succeed in building strong reputations help portfolio managers and
buy-side analysts to efficiently identify research that is reliable and reduce
information overload.

In addition, all the firms are seeking to differentiate the services they
provide to their most valuable clients from those provided to lower-valued
accounts. Credit Suisse’s most valued clients receive access to its full com-
plement of services (research reports, access to corporate management, and
so on). Bernstein increasingly monitors whether clients are providing suf-
ficient business to justify the resources they are consuming and is willing to
have difficult conversations with those where there was a mismatch. Sidoti
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provides access to senior executives of small and midcap stocks for its best
clients. Leerink Swann’s best clients have access to its MEDACorp network
and its research. By providing their most valued clients with private access
to their analysts, to corporate managers, and to experts these firms reduce
research obsolescence and mitigate competitive pressures in the industry.

GLG’s consulting business and Leerink Swann’s MEDACorp deserve
separate discussion. Their research cost structure is quite different from
traditional firms. Research costs are incurred each time they organize
a consultation for a client and that research is not re-produced or re-
distributed. As a result, their business model is not subject to the same
pricing pressures faced by traditional research departments. In addition,
expert consultations provide clients with private benefits that reduce the
problem of research obsolescence faced by traditional sell-side research.
Finally, by tracking the ratings of their experts and using that information
to better match clients with experts, they are able to increase the value of
their service to clients.

Of course, the current success of a firm’s research model in deliv-
ering value for clients and rents to the provider does not guarantee its
long-term sustainability. Sustainability depends on whether existing or
new competitors can successfully imitate a particular research model or
whether substitute forms of research arise. Imitation is difficult to prevent.
Competitors can hire away key individuals or teams that are responsible
for a firm’s success, and they may be able to eventually replicate key pro-
cesses. Managers at highly rated research departments may fail to notice
competitive threats, particularly for competitors that use new technolo-
gies and do not look similar.

However, some resources are difficult to imitate or acquire. Examples
include firm reputations, corporate cultures, processes and dynamic ca-
pabilities, and network advantages that make it costly for customers or
factors to switch to another firm. These types of immobile or imperfectly
immobile resources create barriers to entry for competitors. Are there such
barriers to entry for the sell-side firms discussed earlier in this chapter?
Several firms have already established important barriers. Bernstein has a
long-standing reputation for research quality and independence. Its cul-
ture and commitment to research enable it to continue to excel in hir-
ing and training star analysts that have proven difficult for other firms
to replicate. Leerink Swann and Gerson Lehrman Group have quickly
established reputations for providing clients with access to high-quality
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potentially proprietary information. BotA Merrill Lynch’s global reach
and scale might be a source of sustainable competitive advantage if the
firm continues to find ways to produce timely integrated global and cross-
asset class industry research.

Gerson Lehrman Group’s network of experts and client list also act
as a significant barrier to potential competitors. Because it was the first
mover in the industry and quickly managed to build scale, both potential
new experts and customers find Gerson Lehrman Group particularly at-
tractive. For new experts, the firm offers a larger base of potential clients,
and for clients a broader base of experts. Furthermore, Gerson Lehrman
Group’s historical ratings of experts by clients enable it to outperform
new entrants by leveraging experts who are well suited to match a client’s
demands.

By focusing on small- and midcap stocks and building relations with
corporate managers at these firms, Sidoti hopes to take advantage of a
void in this market to support investment firms interested in it, as well
as to position itself to participate in IPOs of successful companies in this
segment. Given the large number of companies in this segment, further
success by Sidoti is likely to invite competition. Sidoti may be able to
outperform potential competitors in identifying firms to cover with the
greatest investment potential. But it is unclear whether this can provide
an effective barrier to entry. The success of the firm’s strategy in the long
term therefore remains an open question.

The same concerns are relevant for Credit Suisse. If competitors rec-
ognize the value of its new approach to measuring analyst and account
profitability, there appear to be few (if any) barriers to imitating the mea-
surement system. This does not mean that sell-side research at Credit
Suisse will necessarily die, but it does suggest that the current profitability
of research may be difficult to sustain.



8

Sell-Side Research in Emerging Markets

Following its exit from investment banking, Prudential announced in
2001 that it planned to double the size of its international securities busi-
ness over the subsequent three years. The firm targeted Taiwan, Korea,
Latin America, and Western Europe as attractive markets for expansion.!
Prudential was not alone in seeing the promise of sell-side research in
emerging markets. Many U.S. and European firms have expanded their
operations in developing markets to take advantage of the growth oppor-
tunities they present.

In this chapter, we examine the evolution of financial markets and
sell-side research in two of the fastest growing emerging markets, China
and India. Due to their size, China and India are worthy of study in their
own right. In addition, the differences in their evolution make them in-
teresting markets to examine.

Development of Financial Markets in China and India
Several factors limit stock market development in emerging countries.
First, in the early stages of their economic development, emerging econo-
mies frequently place restrictions on the purchase of domestic shares by
foreign investors. Second, for many companies, most of the shares out-
standing are owned by the government or by founding families, restrict-

138
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ing liquidity. Third, domestic institutional investors are typically under-
developed and play little role in capital markets. Finally, institutions that
facilitate trust in financial markets, such as auditors, research analysts, in-
vestment banks, and regulators, are typically underdeveloped. These fac-
tors have influenced the development of local Chinese and Indian stock
markets and sell-side research.

China

Chinese households have among the highest savings rates in the world,
conserving 28 percent of disposable income in 2008.> However, house-
hold investment options are tightly controlled. Households earn low reg-
ulated returns on savings deposits in state-owned banks. They can invest
in real property, or they can invest in the local stock market, where the
government continues to be the largest shareholder.

At the inception of its domestic stock markets, China created A- and
B-class shares that were listed on the Shanghai and Shenzhen markets. A
shares could be purchased only by local investors, whereas B shares were
available only to individual foreign investors. Although denominated
in local Chinese currency, B shares could be bought and sold in foreign
currency. Any dividends were declared in Chinese currency but paid in
foreign currency and could be sent abroad freely despite China’s strict ex-
change controls. In addition, certain Chinese companies were permitted
to list on the Hong Kong stock exchange as H shares that were available to
foreign retail and institutional investors.

This structure effectively created a two-tiered market. Domestic retail
investors own A shares listed on the Shanghai and Shenzhen exchanges.
Retail trading volume is estimated to account for between 67 percent’
and 90 percent* of total trading volume on these markets, and individual
investors account for 99 percent of the 150 million trading accounts.’> The
retail influence has produced markets with high turnover and high vola-
tility. According to Terence Ho, a specialist in the Chinese market with
Ernst & Young, “All the shares of companies listed in Shanghai change
hands about once every four or five months. That’s too often—it’s specu-
lative. On the other hand, if markets are too dominated by intuitional
investors, you have stable share prices but less liquidity.”®

The B shares created for foreign retail investors have traded at a sizable
discount to A shares and have low liquidity. China has changed its laws
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to allow international investors to purchase domestic shares. The Quali-
fied Foreign Investor Program (December 2002) permits foreign inves-
tors to trade up to $30 billion of A shares. But, as a research director of
one global bank explained, international investment in China’s domestic

market

accounts for only about 1 percent of the volume—the remaining 99 per-
cent is from domestic investors. This is an extremely regulated market
and in many ways the Chinese government is quite protectionist in the
way that it operates the market. There is limited access for foreign broker-
age firms because they only license Chinese nationals, which has slowed

the development of the market.

Global investors interested in China have focused more on the Hong
Kong market. The head of Asian research for a U.S. firm observed that
this has had an impact on sell-side research, noting that “increasingly, in-
stitutional money is finding its way into Asia through the Hong Kong ex-
change, which tracks the volume of trading being done by international
institutional investors . . . and it’s those entities that are looking for more
long-term fundamental research.”

By mid-2011, 592 Chinese companies had listed on the Hong Kong
Exchange, compared to 917 on the Shanghai Exchange.” Chinese list-
ings comprised 58 percent of the market capitalization of the Hong Kong
Exchange and 66 percent of its total trading volume. In addition, in mid-
2011, sixty-seven Chinese companies were listed on the NYSE and 127
on NASDAQ.* For the period from 2001 to 2010, the index return for
China’s Shanghai Exchange was 35.4 percent, compared to 681.5 percent
for the Hong Kong Hang Seng China Composite (see Exhibit 8.1). Ana-
lysts and money managers we interviewed explained that the strong per-
formance of the Hong Kong market relative to the Shanghai reflects the
higher proportion of poorly performing state-owned Chinese enterprises
listed on the Shanghai exchange and the impact of retail investing. In con-
trast, the Hong Kong market covers many of the dynamic entrepreneurial
(non—state-owned) companies in China and is more institutionally based.

Research on Chinese companies is affected by the unreliability of re-
ported information on Chinese companies’ performance. In 2011, IMD
World Competitiveness ranked China fifty-second (out of fifty-nine) in
auditing and accounting quality. Weak disclosure and governance, one
analyst observed, leads analysts to focus on such topics as
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Exhibit 8.1 Performance of major developed and developing stock markets.

Number of equity Index return Index return
IPOs from Jan. 2006 2001-2010 2001-2006
Country to Mar. 2011 (percentage) (percentage)
China
Shanghai Exchange 1.089 35.4% 29.0%
Hang Seng China ! 681.5 536.7
India
Sensex 308 416.3 2471
Japan
Nikkei 225 405 -25.8 25.0
FTSE 100 247 -5.2 -0.03
United States
S&P 500 1011 -4.7 7.4

SOURCE: Capital 1Q (Number of IPOs for companies headquartered in each country, excludes closed end funds and REITs)
and Datastream.

management’s background, cross-holdings between families and compa-
nies, and the underlying politics. Who is perhaps going to sell their share-
holding? Who might want to acquire someone else’s shareholding? . . . By
and large information availability is a lot less than in the U.S. and that’s
why I think analysts probably still add more value in the investment pro-

cess here than they do in developed markets.

In addition, given the low ratings of China’s freedom of the press, where
the country received a score of eighty-four versus an average of nineteen
for the United States, the United Kingdom, and Japan, investors cannot
rely on independent media scrutiny of listed companies.” One analyst esti-
mated that 80 to 85 percent of the market value of the Chinese stock market
is comprised of companies that are government regulated or government
owned, and fifteen of the top twenty stocks (by market capitalization) are
state-owned enterprises (SOEs). Given government control of the media and
commitment to support key firms, as well as evolving enforcement and gov-
ernance, the information environment for international investors is opaque.

Information opacity and government regulation make the task of ana-
lyzing Chinese stocks particularly challenging. One Chinese investment
analyst explained that, when you buy a stock in China:

You're buying a company which doesn’t know its sales volume, its sales
price, its raw material cost, and cannot plan anything ahead more than two
or three months. So youre not buying entrepreneurs and you’re not buy-
ing management, youre not buying management strategy. Youre making

a bet on the country and the government more than picking a stock.



142 Sell-Side Research in Emerging Markets

Another analyst demonstrated the impact of government regulation
on investment performance using the case of China Mobile, the largest
mobile operator in China:

From 2000 onwards, investments in China Mobile would have done well
in the market and in absolute terms too. You didn’t have to think too
much about it. And that was simply because China Mobile was the one
company with a GSM license. Two other firms were granted mobile li-
censes for different technologies that could not compete with GSM. The
government had effectively given China Mobile a free run until 2007. So
if you understood that this is a company which is backed by government
policy with the right technology and the right licenses, all you had to do
was buy it because you're going from 100 million phone users to 600 mil-
lion phone users over the next seven, eight years. . . . But in 2007, the
government suddenly decided that it was not right to have one company
with a market share of about 85 to 90% and we need more competition.
So they changed the rules. They gave out new licenses and restructured
the industry. Since that policy change, China Mobile’s stock has collapsed
and has substantially underperformed the market. So if you got that pol-
icy right up and down, you were fine. But none of these decisions were
made by China Mobile’s management or reflected its strategy. The com-
pany did not have any real leeway in what they were trying to do. Their
success was because of something given to them by the government and
the underperformance was because of something that was taken away by

the government.

Ding Yuan, a professor of accounting at the China Europe Interna-
tional Business School, explained that, as a result of the challenges dis-
cussed in the preceding paragraphs, “The majority of investors in China,
including fund managers, don’t really pay attention to the fundamentals.
Instead, there’s a lot of trading and buying based on privileged informa-

tion, bordering on insider trading.”"

India
The story in India is somewhat different. Like China, Indian households
have high savings rates, conserving 32 percent of disposable income in
2008." However, Indian household savings are more likely to be invested
in physical assets, such as land, gold, and silver, rather than financial assets."
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The percentage of Indian household savings invested in financial assets,
and specifically in stocks and bonds, has actually declined in recent years.
According to the Securities and Exchange Board of India, “Investment in
shares and debentures by the households as a proportion of financial sav-
ings decreased significantly from 12.4 percent in 2007-08 to 2.6 percent
in 2008—09.”" Individual investors are estimated to hold approximately
16 percent of the equity of publicly traded companies in India."

Like China, India also initially restricted foreign individuals and in-
stitutions from buying or selling Indian stocks. However, in 1991, the
Indian government relaxed these restrictions and permitted foreign in-
stitutions to purchase Indian stocks. Exhibit 8.2 shows that annual for-
eign investment in Indian stocks rose rapidly thereafter. In the fiscal year
2009-2010, net portfolio investments in India by foreign institutional in-
vestors totaled $32 billion, up from a net outflow of $13.9 billion over the
previous twelve-month period."

Exhibit 8.2 Foreign investment flows into India.

Direct Investment Portfolio Investment Total
Year US$ in millions US$ in millions US$ in millions
1990-1991 $97 $6 $103
1991-1992 $129 $4 $133
1992-1993 $315 $244 $559
1993-1994 $586 $3,567 $4,153
1994-1995 $1,314 $3,824 $5,138
1995-1996* $2,144 $2,748 $4,892
1996-1997* $2,821 $3,312 $6,133
1997-1998* $3,557 $1,828 $5,385
1998-1999* $2,462 -$61 $2,401
1999-2000* $2,155 $3,026 $5,181
2000-2001* $4,029 $2,760 $6,789
2001-2002* $6,130 $2,021 $8,151
2002-2003* $5,035 $979 $6,014
2003-2004* $4,322 $11,377 $15,699
2004-2005* $6,051 $9,315 $15,366
2005-2006* $8,961 $12,492 $21,453
2006-2007* $22,826 $7,003 $29,829
2007-2008* $34,835 $27,271 $62,106
2008-2009* $37,838 -$13,855 $23,983
2009-2010*P $37,763 $32,376 $70,139
2010-2011*P $30,380 $31,471 $61,851

P = Provisional. Note: (1) Data for 2009-2010, 2010-2011 and April 2011-December 2011 are provisional. (2) Data
from 1995-1996 onward include acquisition of shares of Indian companies by nonresidents under Section 6 of FEMA,
1999. Data on such acquisitions are included as part of FDI since January 1996. (3) Data on FDI have been revised
since 2000-2001 with expanded coverage to approach international best practices. Data from 2000-2001 onward are
not comparable with FDI data for earlier years. (4) Negative (-) sign indicates outflow. (5) Direct Investment data for
2006-2007 include swap of shares of 3.1 billion.

SOURCE: RBI, SEBI, www.sebi.gov.in/cms/sebi_data/attachdocs/1340250093262.pdf; retrieved in September 2012.
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Finally, due to its British Empire legacy, India has more developed
capital market institutions than China. India ranked thirty-third out of
fifty-nine in the 2011 IMD World Competitiveness rankings on auditing
and accounting quality, and in 2011 India’s Freedom House media rating
was thirty-three.!® These ratings were not materially different from those
of developed countries such as the United Kingdom, the United States,
and Japan, implying that the quality of company information available to
investors from financial reports and the Indian media is comparable to
that found in developed economies.

These factors have combined to generate impressive returns for Indian
stocks. For the period 2001 to 2010, the return for the Indian Sensex
Index was 416.3 percent, compared to —25.8 percent for Japan’s Nikkei
225, 5.2 percent for the U.K. FTSE 100, and —4.7 percent for the U.S.
S&P 500 (look again at Exhibit 8.1). The poor performance of developed
market indices cannot be attributed to the financial crisis of 2007-2008,
as index returns for 2001-2006, prior to the crisis, tell a similar story.

Growth in Sell-Side Research in China and India

The development of financial markets in China and India has been accom-
panied by an increase in sell-side research. Exhibit 8.3 compares the num-
ber of senior sell-side analysts in China and India for the period 1982 to

Exhibit 8.3 Sell-side analysts by country.

1982 1989 1997 2004 2011
Global 2,022 5,044 12,058 14,934 20,312
High-growth emerging markets
China 0 64 376 594 850
India 0 0 116 137 1,087
Subtotal 0 64 492 731 1,937
Percentage of global market 0% 1% 4% 5% 10%
Established markets
Japan 0 261 507 478 695
United Kingdom 0 1,131 1,795 2,603 2,549
United States 1,915 3,021 5834 5595 5878
Subtotal 1,915 4.413 8,136 8,676 9,122
Percentage of global market 95% 87% 67% 58% 45%

SOURCE: Nelson.
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2011 with those for three of the leading developed countries—the United
States, the United Kingdom, and Japan. Early in this period sell-side re-
search was almost exclusively located in the United States. Indeed, the
United States continues to be the largest sell-side research market and has
tripled in size since 1982. However, the number of senior U.S. analysts has
remained relatively stable since 1997. Other developed markets, such as the
United Kingdom and Japan, experienced impressive growth in sell-side
research between 1982 and 2004. But there, too, growth has flattened. In
contrast, China and India had only a few sell-side analysts until the 1990s;
the number of analysts in both countries has since grown dramatically. By
2011, these two emerging markets accounted for 10 percent of the global
sell-side industry versus 4 percent in 1997 and 5 percent in 2004.

The rapid growth of equity research in China and India is reflected in
analyst coverage among the largest companies. Exhibit 8.4 shows coverage
from 2001 to 2011 for U.S., Chinese, and Indian companies listed on the
Dow Jones Industrial Average, Hang Seng China Composite, and Sensex
indices, which represent some of their leading listed companies. Average
coverage for Chinese listed stocks grew from twelve analysts to twenty-
seven during this period. In 2001, coverage of Chinese companies was
roughly 70 percent of leading U.S. companies; by 2011 it had increased to
around 90 percent.
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Exhibit 8.4. Average number of analysts covering component stocks, 2001-2011.
SOURCE: Bloomberg.
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Coverage of Indian stocks rose even more sharply, from seven analysts
to almost forty-six. (See Exhibit 8.5 for recent data on coverage for leading
stocks on the Indian market.) To put this growth in perspective, coverage
of the leading Indian company was 50 percent lower than that for leading
U.S. firms in 2001; by 2011, it was almost 60 percent higher. Indeed, one
money manager observed, “The market has become crowded . . . given
the number of people covering stocks.”

The growing scale and liquidity of Chinese and Indian companies has
contributed to the economic viability of sell-side research. In explaining
the growth of sell-side research in India, one money manager observed:

The trajectory of the number of companies that ought to be covered goes
up year after year mainly on account of 8% GDP growth and around 15%
growth in the corporate sector. . . . Around 700 companies are currently
traded fairly well. However, if you just go back four or five years . . . only
300 companies had sufficient volume to support research. . . . Between
2010 and 2020, [growth] for the corporate sector is expected to be around
11%. . . . With that kind of growth, more and more companies every year

become eligible to be covered by analysts.

Consistent with this observation, from 2005 to 2010, the number of com-
panies with a market capitalization of $500 million or greater increased
by 846 percent on Chinese exchanges and by 186 percent on the Mumbai
exchanges."” (See Exhibit 8.6.)

The scale of Chinese and Indian IPOs stocks has also supported the in-
crease in sell-side research. As shown in Exhibit 8.1, from January 2006 to
March 2011 the Chinese market had more IPOs than the United States,
and India had more than the United Kingdom. In 2010 alone, 490 Chi-
nese companies had IPOs valued at $102 billion. Of these, 347 (valued at
$72 billion) were on the Shanghai and Shenzhen exchanges, and eighty-
two (worth $35 billion) were in Hong Kong. The Agricultural Bank of
China was the largest IPO in 2010 at $22 billion, with shares offered on
both the Shanghai and Hong Kong exchanges. The year 2010 was also a
strong one for Indian IPOs, with sixty-three new listings raising $8.3 bil-
lion (up from twenty and $4.1 billion in 2009). During the same year,
the United States had 154 IPOs that raised $38.7 billion, and the United
Kingdom had fifty offerings worth $10.1 billion.'

Not surprisingly, given the greater access of global institutional inves-
tors to the Indian market, global banks have played a more prominent
role in Indian IPO markets than in China. Exhibit 8.7 shows the league



Exhibit 8.5 Number of analysts covering BSE stocks historically.

Company name 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
Acc Ltd 9 12 10 12 13 23 29 31 38 46

Ambuja Cements 10 10 10 1 16 24 25 29

Bajaj Auto Ltd 56
Bajaj Holding SA 7 10 14 13 15 22 23

Bharat Heavy Ele 6 5 8 12 14 15 19 25 35 45 46
Bharti Airtel 12 13 18 26 27 35 48 53
Castrol India 3 5 7

Cipla Ltd 8 12 11 11 13 21 22 23 41
Colgate Palmoliv 6 7

DLF Ltd 22 31 38 39
Dr Reddy’s Labs 9 13 14 14 18 19 27

GlaxoSmithKline 8 9 11

Grasim Inds Ltd 12 10 12 11 11 19 23 26 35 38

HCL Tech Ltd 12 9

HDFC Bank Ltd 9 15 20 30 32 43 48 50
Hero Honda Motor 9 11 12 16 20 23 52 52
Hindalco Inds 5 8 9 9 9 17 18 24 26 36 37
Hindustan Petro 3 10 13 1 18

Hindustan Unilev 11 10 16 13 14 19 22 22 31 41 45
Housing Dev Fin 9 9 9 12 17 21 28 31 39
Icici Bank Ltd 11 8 15 21 27 34 37 42 53
Icici Ltd 1 11

Infosys Tech Ltd 12 16 10 15 15 26 35 33 47 53 65
ITC Ltd 10 9 12 11 11 16 18 24 29 39 45
Jaiprakash Assoc 16 17 21 28
Jindal Steel & P 22
Larsen & Toubro 10 10 8 9 14 17 19 22 32 39 40
Mahanagar Tele 8 7 12 7

Mahindra & Mahin 7 25 32 40 45
Maruti Suzuki In 17 21 25 31 38 51 59
Nestle India Ltd 9 6 9

Niit Ltd 5

NTPC Ltd 17 16 21 36 45 46
Oil & Natural Ga 11 19 20 22 29 30 38 48
Ranbaxy Labs Ltd 8 12 16 10 19 20 26 23 30

Reliance Communi 15 27 35 41 44
Reliance Inds 6 8 10 12 14 16 22 25 31 38 43
Reliance Infrast 1 3 6 7 4 12 10 14 22 23 24
Reliance Petrole 0 0

Satyam Computer 12 13 12 13 16 23 30 31

State Bank Ind 6 7 13 11 13 21 29 30 41 46 50
Sterlite Industr 26 36 42
Sun Pharma Indu 32 42

Tata Consultancy 23 30 31 43 48 60
Tata Motors Ltd 7 11 14 13 16 24 26 29 31 44 48
Tata Power Co 6 9 14 29 38 35
Tata Steel Ltd 3 9 9 12 11 18 19 26 34 45 49
Wipro Ltd 15 18 24 33 27 45 49 58
Zee Entertainmen 7 9 11 6 12

NOTE: Blank cells indicate that the company was not part of the Sensex during that year.

SOURCE: Data compiled by Hitesh Zaveri, 2011.
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Exhibit 8.6. Increase in the number of US$500 million stocks (percentage change, 2005-2010).
SOURCE: Credit Suisse, “Research Strategic Initiatives,” February 2011.

tables for Chinese and Indian IPOs from 2000 to 2010. For the top fifteen
underwriters in each market, domestic Indian banks had a 14 percent
market share, versus 35 percent for domestic Chinese banks. In India, the
leading domestic firms, Kotak Mahindra Capital and ICICI Securities,
ranked third and fourth respectively, whereas in China, domestic firms
took all top four positions (China International Capital, CITIC, China
Galaxy Securities, and Bank of China).

Finally, the scale of domestic demand for goods and services in India
and China makes their markets important for global companies, generat-
ing additional coverage for the region by sell-side analysts. As one Asian
analyst explained:

The supply chain is becoming internationalized. You can’t talk about the
luxury goods companies in Europe without talking about what is going
on in Asia. Increasingly, their business, especially their growth, is being
driven by what’s occurring in the Asia-Pacific region . . . 5 percent, 10 per-
cent, 15 percent of their business is coming out of China and India. . . .
I was in the United States just before Christmas talking with one of our
consumer analysts who just spent a week on the ground in China and
India visiting companies, and getting a sense of local positioning versus

that of multinationals. And to her that was the biggest differentiator in



Exhibit 8.7 Equity IPO League tables for India and China from 2000 to 2010.

Sell-Side Research in Emerging Markets

Proceeds Market Number
Book runner (US$ million) share of issues
Panel A: China
1 China International Capital Co. 97,427.25 12.4 99
2 CITIC Securities Co. Ltd. 59,447.91 7.6 122
3 China Galaxy Securities Co. 26,463.87 3.4 39
4 BOC International (China) Ltd. 24,474.27 3.1 54
5  Morgan Stanley (Asia) Ltd. 23,815.91 3.0 75
6 Guotai Junan Securities 22,751.85 29 59
7 UBS Investment Bank 22,552.47 29 87
8  Goldman Sachs (Asia) 21,545.15 2.7 66
9  UBS Securities Co. Ltd. 18,957.22 2.4 27
10 Guosen Securities Co. Ltd. 14,606.52 1.9 123
11 Haitong Securities Co. Ltd. 12,925.16 1.6 55
12 Credit Suisse 12,709.59 1.6 73
13 Pingan Securities Co. Ltd. 12,654.14 1.6 115
14 Deutsche Bank Asia 12,473.02 1.6 38
15 Merrill Lynch International (Asia) 12,120.28 1.5 24
Panel B: India
1 Citi 14,902.09 6.3 85
2 DSP Merrill Lynch Ltd. 8,856.55 3.7 84
3 Kotak Mahindra Capital Co. 8,712.72 3.7 101
4 ICICI Securities & Finance Co. 8,687.68 3.7 131
5 UBS Investment Bank 7,388.81 3.1 51
6 Enam Securities 6,314.01 2.7 80
7 Deutsche Bank Asia 6,203.16 2.6 45
8  SBI Capital Markets Ltd. 5,526.84 2.3 118
9  Morgan Stanley 5,326.73 22 30
10 JM Morgan Stanley 5,050.30 2.1 66
11 JP Morgan Secs (Asia) (HK) 4,412.54 1.9 31
12 Citigroup 4,210.26 1.8 37
13 JP Morgan 4,142.32 1.7 21
14 Merrill Lynch 4,132.45 1.7 20
15 JM Financial Group 4,000.16 1.7 37

SOURCE: ThomsonOne.

terms of what she could go back and write about, and talk to clients about

because she lived and breathed it.

Quality of Chinese and Indian Analysts

149

Despite recent growth, the sell-side industry in Asia remains less mature
than that in the United States. One analyst described traditional sell-side

research in Asia as “tabloid-type research” with analysts more likely to

“report stories rather than analyze companies.”
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Yet the training of analysts (and hence the quality of their research
product) has improved. A buy-side investor in India observed that today

many analysts have done a post-graduate program in accounting, which
is a CPA equivalent, in addition to a bachelor’s degree. More than 75%
would have an MBA, although probably not from the best schools . . . In
addition, if you go to the Chartered Financial Analyst (CFA) examination
center in Bombay, it resembles a football game in terms of the number of
people applying for the exam. I suspect that we will have more candidates

appearing for the exam than anywhere else in the world.

Another buy-side manager observed that improvements in the quality
of sell-side research in the Indian market have been driven by the grow-
ing presence of international investors: “As a lot of foreign investors came
to India towards the late 1990s, the demand for more in-depth research
took hold and a lot of quality started appearing. . . . Over this period, we
saw a lot of analysts actually doing much more in-depth modeling.” He
added that a more rigorous process has also arisen around the changing of
an investment opinion by an analyst.

However, there continues to be room for improvement. A manager
at a leading investment firm opined that there are still only “two analysts
per sector who I would talk to. In Hong Kong—and even more so in
China—there is an opportunity to improve the style and quality of analy-
sis.” Buy-side investors observed that “most sell-side analysts still focus
more on short term trading opportunities.” Some argued that this short-
term investment horizon is the result of the high level of government
involvement discussed earlier. One Asian research director explained:

When you have the likes of China and India where the government plays a
significant presence in the economy, whether that’s through state-owned
or state-run entities, or through a heavier regulatory influence such as for
utilities, oil, and financials across the board, it’s really difficult from a sell-
side analyst’s perspective to establish three- to five-year trends, because
the regulatory environment and/or the government’s thinking about how

an industry should develop within their own country can change.

Research Funding in China and India

Many of the key institutional arrangements used to support research in
Hong Kong and Mumbai mirror those used in the United States. For
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example, trading commissions are an important source of funding for Chi-
nese and Indian sell-side research departments. Commission rates in India
and Hong Kong are somewhat higher than rates in the United States and
Western Europe: ten to fifteen basis points (bps) of trade value in Hong
Kong and in India. These are down from forty bps ten years ago," indi-
cating that emerging markets are subject to the same pricing pressures as
developed economies. (See Exhibit 8.8 for recent commission and broker
revenue in India.) However, in contrast to the United States, total com-
mission revenues in both countries have continued to increase over time as
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Exhibit 8.8. India: Recent commission rates and brokerage revenues. a. Brokerage yields
(Note: Cash refers to cash equities and F&O to futures and options transactions.)
b. Estimated industry brokerage revenue (Note: Amounts in Rs thousands of
Crores.)

SOURCE: Karthik Srinivasan and Vibha Batra, “Equity Brokerage Industry,” ICRA Ltd., July 2011, p. 4.
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increases in the number of shares traded, the number of companies listed,
and the value of listed stocks have more than offset declining commission
rates. According to Greenwich Associates, Asian equity markets generated
$3.8 billion in commissions in 2010, up from $3.3 billion in 2009.° In
China, commissions on A shares and B shares are no more than thirty bps.?'

The process used by Indian portfolio managers to allocate commis-
sions to sell-side firms, via a broker voting system, is also similar to that
used in the United States. The specific process used varies from firm to
firm, but one chief investment officer (CIO) of an Indian buy-side firm
explained that the fund managers and analysts at his firm vote to allocate
business among brokers on a quarterly basis, with research being consid-
ered an important factor in the voting.

A 2009 study by Greenwich Associates indicates that research is an im-
portant contributor to the broker votes. The study finds that on average,
66 percent of the allocation of brokerage commissions by Asian buy-side
managers was related to assessments of research, sales coverage, and ad-
visory services (compared to 26 percent for trading coverage and agency
execution). Key elements of research valued by Asian buy-side clients, as
reported by Institutional Investor, include integrity, industry knowledge,
local country knowledge, and access, similar to those elements valued by
U.S. clients.??

Sell-side firms allocate a share of the commissions received from cli-
ents to the research department. One research department manager at an
Asian sell-side firm explained that at his firm the research department
receives 30 to 50 percent of commissions earned on delta one products
(delta one is the term used to describe financial derivatives that have no
optionality and includes forwards, swaps, and the like), 30 to 45 percent
of cash equities commissions, and 15 to 20 percent of prime brokerage
fees. The investment banking division also contributes a portion of the
research budget, and a small percentage of commissions earned on elec-
tronic trading goes to research.

Finally, in appraising the performance of sell-side analysts, Hong Kong
and Mumbeai firms again tend to follow U.S. practices, with some country-
specific adjustments. For example, sell-side analysts receive regular perfor-
mance feedback from clients in the form of summaries of client votes, as
well as annual surveys by Institutional Investor and Thomson Reuters’s Extel
that rank analysts by industry. One research department manager stated
that, even in Asia, “II is still the most visible external measure of what
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people think about individual [analysts].” Compensation levels for sell-side
analysts are lower in absolute terms than in the United States but have not
fallen materially in recent years. In India, for example, an experienced
analyst with a global investment bank might earn a base salary of $300,000
with a bonus of $300,000 to $700,000. At a domestic bank, compensation
tends to be lower, around $300,000 all included. Additionally, at least in
some Asian markets, sell-side analysts are considerably better compensated
than their buy-side counterparts. At many firms, analysts in hot IPO mar-
kets get paid significantly more than analysts covering other sectors.

Conclusions

In contrast to the experiences of the United States, where sell-side re-
search is seen as a mature or even declining industry, the sell-side industry
has thrived in emerging economies such as China and India. In China,
the development of capital markets has lagged behind that of the overall
economy due to weak governance, the government’s role as the major
shareholder in many companies, and continued restrictions on investing
in local Chinese companies. As a result, the Shanghai and Shenzhen mar-
kets are primarily retail markets that have experienced a boom and sub-
sequent decline in the last decade. In contrast, the less-regulated Hong
Kong market, which also lists many Chinese companies, has thrived and
contains a greater share of entrepreneurial companies.

The Mumbai stock market is more mature than those of Shanghai and
Shenzhen. India has had more experience with the types of institutions
and talent required for a successful capital market, including auditors, in-
vestment banking, brokers, and a free press. In addition, deregulation in
India has permitted institutional investors to invest in Indian companies,
a sharp contrast to China.

Despite their differences, both countries have experienced rapid growth
in sell-side research, driven by the scale and increased liquidity of the two
markets and by the number of IPOs. Coverage of large stocks in both mar-
kets has approached or even exceeded that for U.S. stocks. However, there
continue to be questions about the quality of research.

The mid- to long-term prospects for stock markets appear to be stron-
ger for China and India than for the United States or Western Europe.
Their product markets are expected to continue to grow at robust rates
with above-average economic growth, fueling further financial market
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growth and IPOs and continuing to attract institutional investors in India
and Hong Kong. In addition, Chinese leaders appear to recognize the
need for easing of currency and investment regulations that have delayed
global institutional interest in its domestic stock markets.

All of this is likely to be good news for sell-side research. Business op-
portunities for new companies generate demand for financing, leading to
turther IPOs and increased demand for equity research. Increases in the
public float of companies in these growing markets generate liquidity and
institutional demand, further driving demand for sell-side research. It is
estimated that only 19 percent of China’s market capitalization is freely
floated, versus 31 percent in India. In contrast, the free float is 90 percent
in the United States and 61 percent globally.?

Of course, the attractive growth opportunities for China and India do
not eliminate the prospect of punctuated market contractions. For ex-
ample, in China the Shanghai Stock Exchange Index grew by almost
390 percent from January 2006 to October 2007 but had fallen by roughly
70 percent one year later. Such volatility is likely to persist in these mar-
kets, particularly as concerns grow about inflated Chinese property mar-
kets and inflated Indian stock values. Yet their sustained strong economic
growth, fueled by growing domestic demand and exports, is expected to
persist for many years.
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Conclusions

Since its inception, the sell-side research industry has shown remark-
able resilience given the many challenges it has faced. Its business model
has evolved to mitigate problems associated with supplying information
goods, such as the challenge in recovering research costs given their low
cost of reproduction and rapid obsolescence. It has responded to new reg-
ulations, such as the May Day deregulation of commissions, Reg FD, and
the Global Settlement, which have challenged its business models. And
it has reacted to changes in technology and globalization, which pose
both threats and opportunities for the existing players in the industry. Its
continued vitality is a testament to the value and importance of financial
information to the efficient functioning of our capital markets.

Yet from our study valuable lessons emerge for the industry, for firms
in the industry, and for analysts themselves.

Implications for the Industry
Our research indicates that two factors underlie the continued resilience
of the sell-side research industry. First, there is a fundamental demand for
sell-side information from buy-side institutional investors. It would be
economically burdensome for each of the thousands of such institutions
to replicate the fundamental research that occurs on the sell side. As a
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result, buy-side firms are willing to pay for sell-side research, sometimes
handsomely. Second, perhaps because it has had to be nimble in respond-
ing to the ups and downs of the market itself, the sell-side industry has
developed capabilities that have enabled it to adjust its business model as
required. When commissions were deregulated, it developed an alter-
native model that was based on providing investors with the informa-
tion needed to support new stock offerings as well as secondhand trading.
When the research/investment banking market became regulated, finan-
cial institutions recognized opportunities to use technology and field re-
search to provide clients with superior proprietary information and to
ride the wave of capital market globalization.

In addition, sell-side firms have developed a remarkable capability for
managing research effectively. The process of hiring, training, mentor-
ing, and rewarding analysts is sophisticated and supported by highly vis-
ible metrics of analyst performance, the industry ratings. Together, these
factors have produced an industry that supports the creation and develop-
ment of human capital required for analysis and the distribution of new
ideas, yet is brutally competitive, forcing ineffective analysts to exit. The
balance of these forces has served the industry well.

Implications for Regulators

As discussed in this book, regulatory actions in the United States and the
United Kingdom have focused on concerns about conflicts of interest
faced by sell-side analysts. Analysts face fundamental conflicts between
managers of the firms they cover and the investors who acquire their ad-
vice. They face pressure to issue optimistic research to increase the odds
of generating investment banking and advisory services from corporate
managers, to preserve access to management, and to stimulate trading or
investment in their banks’ IPOs, at the expense of their buy-side clients.

Problems of conflict of interest also apply to the rapidly developing
Chinese and Indian sell-side industries discussed in Chapter 8. One port-
folio manager observed:

I've never seen an “underperform” on any of the four large state-owned
banks within China. These are government-run and government-owned
entities where the government owns two-thirds of them. Putting an “under-

perform” on them would be telling the market that you have no confidence
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in the government and in the banking system itself. If you want to win
investment banking mandates, I don’t think that it would be a very good
business model to put underperforms on there. People certainly recognize
that from the buy-side community. They take it with a grain of salt. You
know, you understand that you have to read between the lines and often a
“market perform” from a certain analyst may actually imply underperform.
As long as investment banking is growing and one of the main drivers of

sell-side research, I don’t see that changing any time in the near future.

These types of conflicts are inherent in the sell-side business and have
led to new regulations in the United States designed to mitigate such
behavior. However, as long as funding for research is indirect, coming
from commission or investment banking revenues, such conflicts of inter-
est will persist. The Global Settlement succeeded in reducing one form
of conflict by limiting the connection between banking and research.
But it also had the effect of reducing funds available to support sell-side
research and failed to address other conflicts faced by analysts, notably
analysts’ incentives to issue reports that drive trading and hence brokerage
revenues. Whether the Global Settlement’s support for independent firms
offset these effects or is sustainable remains unclear.

The other major U.S. regulation, Regulation Fair Disclosure, designed
to level the playing field for retail investors by prohibiting corporate man-
agers from providing privileged information to favored sell-side analysts,
also raises important questions about the effectiveness of the U.S. regula-
tions. Sell-side analysts continue to organize conferences that bring to-
gether corporate managers and important buy-side clients for small group
or one-on-one meetings. The two sides argue that such meetings provide
investment context but no new information. However, such context is
rated one of the most valued services provided by the sell side. Even if such
meetings were banned, given the resources available to large banks and
institutional investors, is it realistic to expect that retail and institutional
investors will play on a level field?

We suggest that the most effective controls for conflict of interest may
come from investment banks themselves. As intermediaries, their own
reputations and long-term value depend on their analysts balancing the
potentially competing interests of buy-side clients and corporate issuers. If
their analysts’ reports oversell corporate issuers to buy-side clients, those
clients will be unwilling to support future new issues, undermining the
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sustainability of the bank’s underwriting business. Our evidence suggests
that, prior to the Global Settlement, analysts at the world’s leading in-
vestment banks were generally effective in balancing their responsibili-
ties to buy-side clients and corporate issuers. These analysts produced
more accurate earnings estimates and more profitable recommendations
than their peers at either lower-rated banks or brokerage firms. By caring
about their own reputations (and those of their firms), they were able to
manage the inherent conflicts of interest.

However, transparency is needed to ensure that bank reputations are
effective in limiting research conflicts of interest. Buy-side clients are en-
titled to know the nature and extent of a bank’s affiliations with a com-
pany whose stock its analyst recommends. They are entitled to know the
track record of an analyst’s recommendations and earnings estimates for
all stocks covered, the analyst’s history of issuing buy recommendations,
and the analyst’s experience in covering the company in question. We
believe that, ultimately, regulation is likely to be most effective if it fo-
cuses on ensuring such transparency, allowing investors to make their
own minds up about whose research they can trust.

Implications for Sell-Side Firms

Managing Reputational Risk
As the preceding discussion indicates, leading investment banks’ reputa-
tions depend on preserving a balance between serving the interests of buy-
side clients and corporate clients. Similarly, brokerage firms’ reputations
rely on balancing the short-term and long-term interests of the firm. Re-
search reports that encourage short-term trading but do not create value
for clients are likely to undermine the firm’s reputation and long-term
sustainability. Conflicts of interest, therefore, continue to be ever present
in the industry.

The reputational risks posed by conflicts of interest between analysts
and different clients were exacerbated by the recent growth of proprietary
trading models at banks. Under these models, banks are not merely trading
on behalf of their clients but are managing their own portfolios. It is all too
tempting for banks to take advantage of inside information, proprietary
research, and client trading to profit at the expense of their clients.

To successtully balance these conflicts, research directors need to un-
derstand how their analysts add value for different clients (for example,
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corporate issuers and buy-side clients) and how to manage the firm’s
reputational risk given conflicts. Reputational risk can be managed by
ensuring that (1) employees are regularly trained to understand the firm’s
value proposition and the risks arising from its status as an intermediary,
and then practice managing those risks; (2) the firm maintains internal
transparency about the standards of integrity expected from employees
and the consequences of failing to meet those standards—for example,
analysts” independence is supported throughout the organization; (3) the
firm maintains external transparency about its business relationships with
clients, as well as its internal standards to protect clients; and (4) the firm
has adequate internal controls in place to monitor and enforce these stan-
dards. Overall, the most sustainable source of competitive advantage is
the firm’s culture that supports the four steps firms can use to manage
reputational risks.

Questions about research independence and quality in the United
States have typically arisen when sell-side analysts (and other firm em-
ployees) have focused myopically on meeting short-term company profit
goals and individual bonus awards at the expense of long-term reputa-
tional risks to the firm. What is most concerning is that there is no way for
the firm to claw back the sizable rewards paid to employees in question,
even though they came at the expense of shareholders and customers. One
creative suggestion for combating this short-term focus was made by the
Squam Lake Working Group on Financial Regulation. This group, an in-
dependent think tank of respected finance academics, recommended that
financial firms hold back payment of a portion of individual bonus awards
each year and invest them in treasury bills. As the treasury bills mature,
the proceeds would be paid out to employees, provided it is clear that their
short-term performance was not at the expense of the firm’s reputation. If
this condition is not satisfied, the firm could use the proceeds to offset any
reputational cost.

Managing Research as Competition Intensifies
U.S. firms that continue to support high-quality research have under-
stood the importance of providing clients with research that is distinc-
tive, value added, and increasingly proprietary. Bernstein has focused on
detailed and independent reports on large-cap stocks (“Black Books”),
Leerink Swann on analyzing health stocks with proprietary access to its
network of industry experts, and Sidoti on small-cap stocks that are not
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covered by other firms. All have succeeded in building reputations for
research expertise in a specific space. Many have sought to limit access to
those clients based on commission revenues.

Finally, successtul U.S. firms see research as a critical service that adds
value to clients and generates resources for the firm, rather than as a cost
center. Credit Suisse demonstrated the feasibility of building a profit and
loss statement for research in a way that supports the firm’s business model
and facilitates evaluating the performance of the department, individual
analysts, and specific customers. This allows the firm to identify how the
research department is performing and which analysts merit additional
resources. The example of Prudential here is very illustrative. In its push
to build its research business, Prudential opted to hire star analysts away
from other firms but then had no way of understanding how much sup-
port was needed to help those analysts continue to be successful or how
to evaluate the financial impact of research. As a consequence, many star
analysts underperformed, and the firm ended up overpaying them for
their services.

Implications for Sell-Side Analysts

Individual analysts can benefit from an understanding of the recent trends
in the U.S. equity research market. First, it is critical to manage one’s fran-
chise like a business: provide value-added products and services to clients
that they are willing to pay for, even when growth slows and budgets
inevitably come under pressure. Providing a differentiated product is one
way to achieve this goal—covering smaller-cap stocks that receive little to
no research attention, covering well-followed companies or industries in a
unique way, or doing proprietary field research.

Second, analysts should recognize and utilize the platforms their firms
provide them. Investment firms differ in their research capabilities and
platforms. Research has shown that analysts who move between firms
often see a decline in their performance. With turnover of the best and
brightest on the rise, analysts should consider this potential downside be-
fore switching firms.'

Third, clients increasingly value coordinated research efforts—research
that crosses geographic borders, industry groups, and asset classes. Col-
laborating with colleagues to provide this type of research product is a
key way to add value from a client’s perspective—one for which they are
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willing to pay. However, many analysts think of themselves as individual
free agents. Having collaboration skills is becoming more and more im-
portant in a globally interconnected economy.

Finally, analysts need to manage their careers strategically and be on
the lookout for new trends and ideas. Equity analysts need to acquire an
understanding of global and fixed income markets and to develop a skill
set and knowledge base that allow them to provide value to a diverse set
of customers, including hedge funds as well as traditional institutions.

Implications for Buy-Side Firms
Buy-side analysts and firms can also benefit from reflecting on the recent
trends that have characterized the sell-side industry.

First, buy-side firms can adopt some of the performance measurement
and management tools employed by the sell-side industry. The sell side has
developed significantly more advanced measurement metrics that allow
managers to identify and reward high performers and to manage out those
analysts who are not performing well.

Second, buy-side firms would do well to provide opportunities for
their analysts to discuss and debate their investment ideas. Sell-side analysts
spend a considerable amount of time discussing their ideas with buy-side
clients and coverage company management teams. These conversations
help to shape their ideas and strengthen their arguments. Buy-side firms
should create forums, such as investment committees and informal re-
search meetings, that provide their own analysts with opportunities to dis-
cuss and debate their ideas and investment theses with multiple parties to
ensure that the logic and arguments underlying these ideas are solid.

Third, buy-side firms can develop a better model for how their analysts
add value relative to sell-side peers. There is little to no benefit in recre-
ating what the sell side does—that approach would create zero value for
the buy-side firm. Instead, buy-side analysts should focus on developing
proprietary research ideas and spend time on other differentiated analyses.

Finally, while buy-side analysts do not face the same, or perhaps as
many, conflicts as their sell-side peers, they do face conflicts. One such
conflict emerges from their relationships with portfolio managers, who
have the ultimate decision-making power over an analyst’s ideas and
often have greater status within the firm. According to buy-side ana-
lysts, portfolio managers’ existing stock holdings have potential to create
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ineffective dynamics in analyzing these stocks. Portfolio managers also
have access to the same sell-side resources and can be reluctant to listen to
their analysts’ ideas. It is important for buy-side firm managers to manage
these conflicts to ensure that their internal research resources are being
effectively utilized.

We conclude this book on a note of optimism. Despite its many recent
challenges, the sell-side research industry has time and again demon-
strated the ability to reposition itself for success. Given the importance
of reliable information for the effective functioning of financial markets,
the industry continues to meet a fundamental investor need. Admittedly,
technology has enabled other information providers to compete with ana-
lysts in serving this role. But technology also generates new opportunities
for sell-side analysts to undertake proprietary research. The emergence
of new rapidly growing markets also poses a remarkable opportunity for
the industry. Given these changes and the dynamism of financial markets,
what will surely be true is that the industry will continue to evolve.
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