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April 11, 2002

Jonathan G. Katz

Secretary, United States Securities and Exchange Commission
450 Fifth Street NW

Washington, D.C. 20549-0609

Re: National Association of Securities Dealers and
New York Stock Exchange Proposals Relating to
Research Analyst Conflicts of Interest, File Nos.
SR-NASD-2002-21 and SRNY SE-2002-09

Dear Mr. Katz:

Thank you for giving the Securities Industry Association (“SIA” )EI the opportunity
to comment on the above-referenced proposals to strengthen regulatory oversight of
securities analysts employed by U.S. broker-dealers. We are disturbed by the perceived
reduction of public confidence in the U.S. equity markets due to the potential for conflicts
of interest between broker-dealers’ research and investment banking functions.
Strengthening investor trust and confidence is critical to our markets, and we believe that
the proposals can be, with some needed adjustments, an important step toward that end.
For its own part, SIA last year adopted best practices to deal with thisissue, recognizing
that taking steps to disclose such conflicts is an important goal of the securities industry.
Although we believe that best practices can often be effective in raising standardsin the
securities industry, we support the efforts of the NASD-Regulation, Inc. (*NASD”) and
the NewY ork Stock Exchange (“NY SE”) to adopt regulationsin this area.

! SIA brings together the shared interests of nearly 700 securities firms to accomplish common goals. SIA
member firms (including investment banks, broker-dealers, and mutual fund companies) are active in all
U.S. and foreign markets and in all phases of corporate and public finance. The U.S. securities industry
manages the accounts of nearly 80 million investors directly and indirectly through corporate, thrift and
pension plans. The industry generates over $350 billion of revenue and employs approximately 760,000
individuals. (More information about SIA is available on our web site: http://www.sia.com).
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We commend the National Association of Securities Dealers (“NASD”) and the
New York Stock Exchange (“NY SE”) for their hard work in seeking to rebuild public
trust and confidence in thisarea. We also commend Congressman Michael Oxley,
Chairman of the House Committee on Financia Services, Congressman Richard Baker,
Chairman of the Subcommittee on Capital Markets, Insurance, and Government
Sponsored Entities, and Chairman Harvey L. Pitt, his fellow commissioners and staff of
the United States Securities and Exchange Commission (“SEC”) for their leadership in

seeking improvementsin this area.

While we support the objectives of the rule proposals generally (many of which
seek to codify our Best Practices), we believe that the current proposals need to be
significantly revised in several important respects to provide investors with better and
more timely access to information contained in research reports. In particular, several of
the proposals would not provide sufficiently meaningful disclosure to investorsto justify
the considerable cost involved in implementing them or would potentially undermine
public policy regarding disclosure of material non-public information. We have
suggestions for revising these proposals to provide equally useful disclosure at lower

costs and without the same potential for “tipping” analysts or recipients of research.

The most important issues are (i) clarifying the definition of research, (ii)
disclosing compensation (especially prospective compensation) received by broker-
dealers and their affiliates in away that is meaningful but does not tip analysts or research
recipients about nonpublic transactions, (iii) disclosing ownership positions held by
broker-dealers and their affiliates in subject companies on atime frame like that used in
the proposals regarding distribution of ratings and time charts, (iv) reconsidering the
partial ban on research by managing and co-managing underwriters, (v) clarifying the role

of legal and compliance personnel in monitoring communications between research and
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investment banking and the types of communications that should be monitored, (vi)
devel oping more consistency between the two proposals, and (vii) adopting arealistic
time frame for implementation. Other definitional and interpretive issues will be dealt

within an gggendix to this letter.

We agree with the premise that, as a general principle, disclosureis a better
approach to managing real or apparent conflicts of interest than prescriptive prohibitions.
which can be both overly complex and subject to evasion. It isimportant to caution that
disclosure can be counterproductive if filled with information not meaningful to readers.
Successful regulatory disclosure requirements must find the right balance between not
enough and too much. We make a number of suggestions below to strike a better balance

without diminishing the value of the disclosure to investors.

Overview and Summary.

Notwithstanding our overall support for the proposals goals, certain aspects of
the proposed rulesin their current form pose serious concerns. A number of these
proposals are likely to produce information that will be of dubious value to most
investors. The burden and cost of gathering some of this less relevant information is very
high. Some proposals will also reduce the flow of research to investors. We think all of
these concerns can be ameliorated to a considerable degree by implementing the

suggestions that we offer below.

We are particularly concerned with the breadth of two proposals. First, the
requirement that firms track and disclose whether any form of compensation from an
investment banking client or other subject company is received by any affiliate of the firm
worldwide in its current form fails to address the NASD’ s and NY SE’ s | egitimate

objectives, while posing significant systems costs for broker-dealers and dangers of


www.sia.com/2002_comment_letters/pdf/Appendix_A.pdf
Internet Services
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tipping selected market participants about non-public transactions. It is highly
guestionable whether this proposal can survive any sort of objective cost-benefit analysis.
It also appearsto fall short of current statutory obligations not to impose unnecessary
burdens on efficiency, competition and capital formation, given that it appears on its face
to have virtually no beneficial value for most investors but will impose significant costs
on both broker-dealers and issuers. Second, we are also very concerned that the
requirement to report ownership positions held in the subject company during time
periods inconsistent with time periods used for other aspects of these proposed rules will

create significant unnecessary costs.

Other proposals will aso impose significant costs, especially on smaller broker-
dealers. One almost certain byproduct of the rules will be to raise costs in such away that

will makeit difficult for al but the largest securities firms to provide research services.

There are also a number of significant drafting ambiguities and interpretive issues
which, if left unresolved, will significantly impair research. We point out some of these

issuesin Appendix A to thisletter.

The discussion below includes the following key recommended changes to the
proposals, which would significantly improve the utility of the disclosures to investors,

while reducing unnecessary costs and uncertainties for broker-dealers:

» Better define the core term “research report” so that it does not unintentionally
inhibit the flow of information and impair the use of technology to provide timely
information to investors, and does not apply to quantitative analysis, reports on
market indices, sectors or baskets, or market commentary or certain other
materials (discussed at pages 6-12 below).

» Change disclosure of firm compensation for non-public transactions to disclosure
of any compensation received within the past 12 months regarding a publicly-
disclosed transaction, and additional prominent disclosure that puts the investor
on notice the firm publishing the research may have investment banking and other


www.sia.com/2002_comment_letters/pdf/Appendix_A.pdf
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relationships with the subject company, that such relationships create the potential
for conflicts and the readers should not rely solely on the report in making
investment decisions. (discussed at pages 12-18 below).

For ownership reporting disclosure, make the time periods consistent with the
time periods used for the proposed rules regarding disclosure of distribution of
ratings and price (discussed at pages 18-20 below).

Exclude the proposal to ban all research for an extended period of time by
managers or co-managers following an initia public offering (*1PO”) or
secondary offering (discussed at pages 20-26 below).

Clarify the role of legal and compliance staff in intermediating communications
between research and investment banking (discussed at pages 26-29 below).

Repromul gate the proposed rules to address the interpretive and definitional issues
that weraise in Appendix A.

Resolve the inconsistencies between the NASD and NY SE rules, especially the
inconsistent definitions of the key term “research report,” to avoid unnecessary
costs and confusion resulting from complying with two different rules enacted at
the same time to address the same issues.

In light of our concerns over some specific proposals, we strongly recommend

that the proposals, if adopted, be phased in over a staggered period. Some of the

provisions, while they would involve substantial work and expense to hire and train new

legal and compliance personnel as well as education programs for research analysts,

investment banking personnel and other employees, could be implemented in fairly short

order. However, those proposals that require developing new disclosure systems will

require significantly more time to create, test and implement. We suggest the following

implementation schedule;

12 months after implementation for the provisions on disclosure of compensation,
disclosure of ownership positions in the subject company as of five business days
before the publication of the research report, disclosure of distribution of ratings,
and providing price charts;

6 months after implementation for disclosure of ownership positions in the subject
company if our suggestion is accepted to make this disclosure current consistent
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with the time periods provided in the proposal s regarding distribution of ratings
and price charts;

4 months for the provisions on legal or compliance personnel monitoring certain
types of communications between research analysts and investment banking or the
subject company, to permit sufficient time to develop systems, and to hire and
train the needed personnel; and

60 days after implementation for all other provisions.

Principal Substantive Concerns.

A. NASD Rule 2711(a)(8) and NY SE Rule 472.10(2) -- Definitions of “Research
Report.”

Summary of SIA Position: Theterm “research report” as defined in the proposalsis

overbroad, and will unnecessarily impede the flow of information to investors. In
particular, the NASD and NY SE should better clarify that the proposed definitions are not

intended to sweep in the following documents, to the extent that they mention specific

companies.

reports by investment advisers not principally responsible for the preparation of
research,

guantitative and technical analyses,

reports concerning indexes, baskets, stock lists, industry reports or market sectors,
general market commentary, sales literature or trading strategies,

abstracts or summaries of larger reports, or

company updates that do not contain a changein arating or price target.

The proposals also raise issues of speed, space and breadth of distribution. By

imposing arange of new regulatory restrictions on various el ectronic communications

that can be deemed “research reports,” they will have the practical effect of slowing

down, in away that technology cannot overcome, the pre-market opening distribution

process that many investors want. They will also impede the use of electronic delivery

devices that many investors like, such as e-mail alerts, to the extent that those devices are

not capable of carrying the full set of disclosures mandated by the rule.
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These issues can be addressed in part by narrowing the definition of “research report”
or offering written guidance on what it isintended to cover. The rules should also permit
the use of electronic delivery mediathat are ancillary to complete research reports, such
as First Cal notes, to transmit recommendations, if they contain certain disclaimers and
point to another source, such as viaareference or hyperlink to aweb site, where the
complete required disclosure can be found. Such an “access equals delivery’ approach,
coupled with our suggestions below for prominent disclosure of potential conflicts dueto
compensation, and disclosure of holdings by the broker-dealer or its affiliates exceeding
one per cent of the subject company, would be effective approaches that would not
generate significant unintended negative consequences on the speed, accessibility or cost

of research.

Recommendations: We suggest that the NASD and NY SE issue guidance clarifying
that their proposed rules are not intended to apply to the types of reports mentioned
above. Inaddition, the NY SE and NASD should work together to harmonize their
definitions of research. The uniform definition should either follow the NASD
approach, or as an alternative way of addressing our concerns about the scope of the

term, the definition of “research report” should be limited to

An analysis disseminated by a member regarding a company, other than general
market commentary or analysis based on objective quantitative criteria applied to
a range of companies, that:

(a) providesinformation reasonably sufficient upon which to base a decision
regarding an equity investment in that company;

(b) has been prepared by an employee hired by the member’ s equity research
department to work within the member's research department in the normal
course of hisor her duties;

(c) includes a recommendation for a securities transaction, or a price target;
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(d) isheld out to customers as being the product of an independent equity
research analyst; and

(e) discusses a common equity security.

We aso recommend that the NASD and NY SE create an exception to the disclosure
provisions of the new rules to permit distribution of short electronic “research reports’
where it is not practicable to include the full range of mandated disclosures, aslong as the
communication includes areference or hyperlink to aweb site or other easily accessible
location where the full required disclosures can be found.

Discussion:

Discrepanciesin Definitions. As an initial matter, we are concerned that the NASD

and NY SE definitions of “research report” are substantially different from each other.
Definition .10 of the NY SE’s proposed amendments to Rule 472 defines “research
report” as reports that “are generally defined as, but not limited to, an analysis of equity
securities of individual companies, or industries, which provide information reasonably
sufficient upon which to base an investment decision.” (emphasis added). The NASD’s
proposed Rule 2711(a)(8) defines the term to mean “a written or electronic
communication that the member has distributed or will distribute with reasonable
regularity to its customers or the general public, which presents an opinion or

recommendation concerning an equity security.”

While below we raise questions about the scope and meaning of the NASD’s
definition, we think it is much preferable to the divergent NY SE definition. We are
particularly concerned with the NY SE’ s expansive phrase “ but not limited to.” Thiscalls
into question whether the requirements of amended Rule 472 go beyond the source of the
regulators concern, equity research. The NY SE’s definition also is not clearly limited to
written or electronic communications, or communications distributed with reasonable

regularity.
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Scope of the Term "“Research Reports.” The NASD offered guidance in its proposing
release that the term “research report” is not intended to apply to reports by mutual fund
portfolio managers. A comprehensive regulatory framework already governs the conduct
of mutual fund portfolio managers, making this exclusion appropriate. We urge the

NY SE to make asimilar clarification. We aso recommend that the NASD and NY SE
clarify that reportsto clients by other types of investment advisers, who are also subject to
a comprehensive regulatory scheme and wide-ranging disclosure requirements, are

similarly outside the scope of the term “research report.”

The proposed definitions are ambiguous with regard to several other categories of
information that could be deemed “research.” We would like to highlight three of these:
guantitative analyses of securities portfolios, market commentary, and information

provided by traders or marketing groups.
These concerns can be addressed, at least in part, if NASD-Regulation issues
guidance clarifying that these types of reports are not intended to be covered, or

aternatively, adopts the definition of “research report” that we propose above.

1. Quantitative and Technical Analyses. SIA recommends that the NASD and

NY SE not apply the proposed rules to quantitative, technical or relative analyses of
securities or portfolios of securities. Such analyses contain recommendations derived
from quantitative models based on objective publicly-known measures of stock
performance, or by comparing the relative performance of a security to a benchmark
(such as a comparison between a number of equity securities and an index such as the
S& P 500). These reports may recommend transactions in specific issuers based on this
guantitative or technical analysis, or they may recommend trading strategies, quantify

value or offer forecasts for entire sectors based on a portfolio analysis of volatility and
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return of indices for these sectors.

Since these reports are based on objective criteria, rather than on any subjective
judgments about the economic prospects of particular companies, it is hard to see any
purported benefit to investors from having “conflict” information in such areport.
Attaching price charts to these types of reports for each security mentioned would be
extremely time-consuming and expensive, and would present readers with a bulky morass
of information of little practical value, since the reports could potentially cover dozens or
hundreds of securities, and the securities mentioned could be entirely different from one
report to the next. Moreover, the enormous potential range of securities covered would
effectively, but unfairly, bar analysts who prepare this type of research from owning any

equity securities.

Applying these rules to items such as quantitative or technical analyses, which are
most commonly shared with institutional investors, also goes in the opposite direction
from other recent NASD initiatives. For example, the NASD issued a no-action letter in
1999 that permitted electronic communications to institutional accounts to be sent
2

without pre-review.” This position was based on the premise that such materials warrant
less regulatory scrutiny and because of their time-sensitive nature would be hindered if
pre-review were required. In contrast, requiring price charts and other items required
under the proposed new rules would significantly delay issuance of these types of

materials.

2. Market Commentary. The proposed rules are al'so not appropriate as

2 See letter from Alden S. Adkins, Senior Vice President and General Counsel, NASD Regulation, Inc., to
Y oon-Young Lee, Wilmer, Cutler & Pickering, December 17, 1999 (available at
www.nasdr.com/2910/2210 07.asp). The position would be subsumed in the changes to the NASD public
communication rules published by the SEC at the end of December 2001 that would grant relaxed treatment
to al institutional and certain other correspondence. See Rel. No. 34-45181, File No. SR-NASD-00-12, 66
Fed. Register 67586 (December 31, 2001).




STA

Jonathan G. Katz

Secretary, U.S. Securities and Exchange Commission
April 11, 2002

Page 11

applied to market commentary. A number of firms put out frequent reports on overall
market conditions, discussing matters such as factors contributing to intraday market
index movements, or the potential macroeconomic impact of current news developments
such as an interest rate change by the Federal Reserve Board, new information from the
Labor Department on unemployment statistics, an international political crisis, etc. While
these reports may comment on specific issuers, these reports have nothing to do with
concerns about internal conflicts biasing analyst coverage of specific companies. The
requirements of the proposed amendments in this context would make little sense. They
merely create an additional expense and procedural hurdle that might delay issuance of
these time-sensitive reports, and insert disclosures that do not advance the purpose of
theserules. As noted above, this seems contrary to efforts that the NASD has recently

made to avoid hindering timely issuance of these reports.

3. Information Provided by Trading, Sales and Marketing Personnel. Many firms

provide information through traders, sales personnel or marketing groups via media such
ase-mail or web sites. These communications may reiterate recommendations made by
research analysts, and also may have shorter-term trading recommendations or strategies.
No one takes the personnel making these communications to be independent research
analysts, and it does not seem sensible to subject them, for example, to the personal
trading restrictions of the proposed rules. Communications between brokers or traders
and their clients that refer to recommendations made by research analysts and contain
other commentary or information not inconsistent with the analyst recommendation
should not themselves be deemed “research reports.” Salesliterature, which is subject to
comprehensive regulation under other rules, should likewise not be regulated as a
“research report” simply because it refers to an analyst recommendation. The
fundamental issue is reliance by the public on equity research that it has assumed to be
independent. A recommendation or commentary that is not held out or “branded” as

independent research by an equity analyst should not be covered by the rules.
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Impact on Timely Research Distribution. The proposed definitions of “research report”
will have a significant adverse effect on the ability of securities analysts to communicate
their viewsin atimely manner. Asa practical matter, the proposed rules appear to restrict
delivery devices that are not amenable to the full set of required disclosures (e.g., e-mail
alertsto wireless devices). The need to ensure that the full panoply of disclosuresis
attached also puts a significant practical limit the ability of an analyst to quickly issue any
type of electronic advice in the face of a sudden market development. The anticipated
benefits of newly proposed individual disclosure requirements should be weighed against
the practical impact they would have on the subsequent achievable speed and breadth of

research report distribution.

It isalso not clear how or whether the definition is meant to apply to
recommendations distributed by electronic research vendors such as First Call. Many
investors rely on these products. These services are especially important for retail
investors, since they afford retail investors access to research that might otherwise only be
readily available to institutional investors. A broker-dealer supplying research to such
vendors does not control how that research is repackaged. For example, First Call notes
are currently comprised of ASCII text files with limited line space and no graphical
capability. We do not know if First Call or other electronic research vendors will be
willing to upgrade the technical specifications of their products in response to any new
rules, how quickly they could make such an upgrade, or what impact that might have on

the speed, accessibility or cost to subscribers.
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B. NASD Rule 2711(h)(2)(ii) and NY SE Rule 472(k)(1)(ii) — disclosure of
trailing and future compensation.

Summary of SIA Position: This proposal inits current formis highly
problematic public policy, especialy its forward-looking provision. Aswritten, the
proposal will provide no real benefit to investors, while hurting all broker-dealers that
perform investment banking services (as well as other broker-dealers that publish
research reports), and in many instances the companies that use them (especially smaller
companies) and shareholders in those companies. Instead of this approach, we
recommend that the rules require broker-dealers to have clear and prominent disclosures
at the front of all equity research reports that indicate that conflicts of interest arising
from compensation may exist. We also recommend that the rules preserve the existing
NY SE requirement to disclose if the U.S. member firm preparing the research report has
acted as managing or co-managing underwriter for an offering of the issuer’s securities,
but consistent with the time period for issuer compensation disclosure, or makes a market

in the issuer’s securities.

Recommendation. We propose that research reports be required to contain disclosure of
any investment banking compensation received by the broker-dealer or its affiliates from
publicly announced transactions within the past 12 months (or even alonger period), as
well as retaining the requirement currently in NY SE Rule 472 (which the NY SE proposal
would remove) that firms disclose where they have acted as managing or co-managing
underwriter of a public offering of securities for the subject company within the same
time period and the requirement that firms disclose whether they are currently market
makers in the subject company’ s securities. In addition, the NASD and NY SE should
require concise and prominent standardized disclosure concerning non-public transactions

generally and their potential for conflict. E.g.:
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"We have received the following public compensation, such as advisory fees,
investment banking fees and brokerage commissions, from [the Subject
Company] during the past 12 months in connection with transactions that have
been publicly disclosed. [describe]. We also may have received
compensation, such as advisory fees, investment banking fees and brokerage
commissions, from [the Subject Company] during the past 12 monthsin
connection with transactions that have not been publicly disclosed. Because
of the nature of the business in which we are engaged, readers of this report
should assume that we may receive compensation from [the Subject
Company] in the future. Investorsshould not rely solely on thisreport in
evaluating whether or not to buy or sell the securities of [the Subject
Company]."

Strong cautionary disclosure makes particularly good sense regarding possible
future compensation that the firm “reasonably expects’ to receive within the following
three months. Designing and examining these systems for compliance with this vague
injunction is likely to be frustrating for both the firms and self-regulatory organization
(“SRO”) examiners. Firmsare likely to take a cautious approach toward this arm of the
proposed rule, and so will make disclosurein aimost al instances. Our suggested
approach would more clearly caution investors about the potential conflicts of future
compensation than would the statement suggested in the proposal to the effect that “this
firm or one or more of its affiliates has received compensation from Firm X, or
reasonably expects to receive compensation from Firm X within three months following

publication of this research report.”

In the event that the regulators do not accept our primary recommendation, we have

two other suggestions that might be alternative ways of addressing some of our concerns.

1. Therequired disclosure of expected future compensation from the subject
company would be easier to understand and apply if the NASD and NY SE
clarified how afirm could base its “ reasonabl e expectation” about such future
compensation. For example, this provision would be easier to apply if the NASD

and NY SE clarified that afirm could base its judgment that it reasonably expects
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to receive compensation within the next three months on the fact that the firm
engages in transactions for which it receives compensation with companies that
arein business lines similar to the subject company. Without such guidance,
compliance with this provision will be sheer guesswork, and there will be great

variations between how different firms apply this requirement.

2. The NASD and NY SE should clarify, with regard to this provision as well as with
regard to the proposals generally, that the term “affiliate” isintended only to
include corporate entities, not individuals. We gather from the discussion in the
release that thisistheir intent. If theintent is to include individuals, such as
officers, directors and employees of the broker-dealer and its corporate affiliates,
then the proposal is unworkably complex and expensive. Firmswould have to
develop systems to track a myriad of forms of compensation (e.g., dividend
checks, rebates on consumer purchases, insurance claim payments, pensions,
severance pay or IRA rollovers from prior employment) received by thousands or
tens of thousands of employees, including both the broker-dealer as well as
affiliates, to determine whether any such payments were made by a subject

company.

Discussion. A requirement that firms disclose situations where they have
received compensation for non-public transactions would create the prospect of tipping
analysts and/or recipients of their research. Thiswould exacerbate the conflicts that
engendered the proposalsin thefirst place. Moreover, this sort of tipping of select market
participants (analysts and recipients of their research) would raise the same social and
economic issues that drove Congress, the SEC, the SROs and broker-dealers to develop

rigorous laws, regulations and procedures against insider trading together with
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prophylactic protection for material nonpublic information within a broker-dealer
Bl

concerning material nonpublic information about corporate transactions.

To avoid this problem, the NASD and NY SE opt instead to make the disclosure as
broad as possible. Thus, for example, custodia or other pension management services to
the subject company by an asset management affiliate of the broker-dealer, payroll
administration services to the subject company by a data services effiliate of the broker-
dealer, corporate credit cards used by the subject company and sponsored by an affiliate,
or arebate received from the subject company for office equipment purchased from it by
an affiliate of the broker-dealer would all have to be centrally tracked by the broker-deal er
and would trigger disclosure under this provision. Unfortunately, disclosure this broad
provides virtually no useful information to the intended audience — readers of research

reports seeking to evaluate analysts' forecasts and recommendations.

By requiring disclosure of compensation even if the compensation was generated
by a non-public transaction, the NASD and NY SE chose to place this proposal on the
horns of adilemma: either it calls for adatafield that is narrow enough to risk disclosing
material nonpublic information about corporate transactions to select individualsin
contravention of well-established public policy, or it calls for adatafield so broad,
encompassing all compensation received by all affiliates, that disclosure s, on its face, of
no value. The NASD and NY SE effectively opt for the second choice, at least for firms
with affiliates in diverse businesses. We will not challenge whether thisis the better of
two undesirable self-imposed choices. What we do question is whether this particular
proposal is sound public policy.

3 See Sections 14(e) and 15(f) of the Securities Exchange Act of 1934 (“Exchange Act”) (establishing
liahility for disclosure of material non-public information about corporate transactions), Exchange Act
Sections 15(f) and 21A(b) (requiring that broker-dealers maintain internal controls to prevent misuse of
such information, and treble-damage liability for failure to do so), U.S. v. O’'Hagan, 521 U.S. 642 (1997)
(liability under Exchange Act Section 10(b) for misappropriating material nonpublic information about
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Balanced against the fact that the disclosure is, by design, largely of no practical
use, it will be extremely expensive for firms to implement systems to track this
information. Firms that perform most investment banking businessin the U.S. tend to be
affiliates of many other large entities, located both domestically and internationally, that
perform awide range of services, not all of which are necessarily even financial in nature.
Tracking on areal-time basis every form of compensation received by every entity from
the issuer will be enormously expensive. This cost will tranglate into less timely research
coverage. Thisrequirement will also have anticompetitive effects, sinceit is a cost that
will not be borne by other providers of research, such as a buy-side institution, financial
periodical, or foreign broker-dealer, al of whom will be able to communicate
recommendations of their analysts without the costs and burdens imposed by this

requirement.

While the implementation costs will be especially onerous for the broker-dealers
affiliated with large financial services affiliates, this proposal will work a different sort of
hardship on small broker-dealers with few affiliates, and on the smaller companies that
use them. Inthat situation, the tipping problem will continue to be serious.EI Small and
mid-size companies might thereby find it more difficult to do any sort of investment
banking transaction with alocal broker-dealer that might best understand the company

and the market for its securities.

corporate transactions), NASD NTM 91-45 and NY SE Information Memo 91-22 (June 28, 1991)
(establishing minimum information wall requirements within broker-dealers).

* For example, suppose that Acme Inc., a Wilshire 5000 public company, decides to explore a possible
merger, and hires Alpha Investments, a“home town” broker-dealer that has relatively few outside lines of
business outside investment banking, research on local companies, market-making and retail brokerage.
Disclosure in aresearch report that Alpha expects, for the first time, to receive compensation from Acme
might very well tip recipients of the research that a major corporate event involving Acme is underway.
Alternatively, Alpha could suspend its research on Acme, but that could be just as likely to tip clientsthat a
major corporate event is underway.
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The NASD, NY SE and SEC are all under similar statutory obligations not to take
actions that unjustifiably impair competition, market efficiency or capital formati on.EI
This provision seems to impinge on these federal statutory restraints. Out of well-
founded concern that they not impose a requirement that would tip market participants
about nonpublic transactions, the NASD and NY SE have devised arule that manifestly
does not provide useful information to investors about potential conflicts of interest, and
that imposes substantial new costs on broker-dealers, and indirectly on issuers and

shareholders.

Our suggested proposal would tell investors about any public investment banking
compensation received, as well as provide investors with clear, plain English warnings
that analyst conflicts exist in sell-side research. In contrast, the NASD and NY SE
proposals would contain a much less specific statement, not pointing to investment
banking compensation and easily dismissed by readers, that a broker-dealer or one of its
affiliates has in some fashion received, or reasonably expects to receive, some sort of

compensation. We believe that our proposal better serves investors.

C. NASD Rule 2711(h)(1)(B) and NY SE Rule 472(k)(1)(i)(c) -- disclosure of
1% positions.

Summary of SIA Position. This proposal has the unfortunate effect of exacerbating the
potential for impairing analyst objectivity, since it may put an analyst on notice of firm
positions of which the analyst might not otherwise have been aware. Also, while the
releases notes that NASD and NYY SE intend to use sections 13(d) and 13(g) of the

> Exchange Act 3(f) requires the SEC to consider, as part of its weighing of the public interest in reviewing
aproposed rule of s self-regulatory organization, “whether the action will promote efficiency, competition
and capital formation.” The NASD and NY SE’s rulemaking authorities are under similar obligations.
Section 15A(6) of the Exchange Act requires that any rule of the NASD “remove impediments to and
perfect the mechanism of afree and open market . . . and, in general, to protect investors and the public
interest.” Exchange Act Section 6(b)(8) requires that the NY SE’s rules “ not impose any burden on
competition not necessary or appropriate in furtherance of the purposes of thistitle.”
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Securities Exchange Act of 1934 (“Exchange Act”) as standards for defining "beneficial
ownership," they do not apply the same percentage threshold or timing provisions. It
should not be especialy difficult for firmsto track beneficial ownership positions at a one
per cent level rather than afive per cent level for securities subject to the 13(d) and 13(g)
reporting requirements, if they can rely on timing requirements similar to those used for
disclosure of proprietary positions under the Exchange Act. However, from a systems
perspective compliance with this proposal will be very expensive and difficult if the
reporting must be based on a time period much narrower than that used for Exchange Act
beneficial reporting obligations or if securities not subject to the 13(d) requirements must
be included.

Recommendation: We recommend that this provision be modified to make it more
consistent with other aspects of the proposed rules, by modifying the timing periods for
reporting positions to match those for the proposed disclosure of ratings distributions and

price charts.

Discussion. One of the principal concerns underlying both our Best Practices as
well asthe NASD and NY SE proposals is concern that securities analysts may be swayed
in their recommendations by knowledge of their firms economic interestsin the
securitiesissuer. These proposals may have the unintended consequence of exacerbating
that concern. Other than securities positions reported under the 13D and 13G disclosure
systems, a securities analyst will generally not have any reason to know whether his or
her firm has any proprietary position in the subject company’ s securities. This provision
may potentially be a new source of concern about impaired analyst objectivity. While we
do not have a perfect answer for this shortcoming, the proposal would be more workable

if the following concerns are addressed.
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Timing Periods. The more the proposals diverge from existing reporting regimes under

the federal securities |aws, the more expensive and complex they will be to implement.
Imposing a short time period aso does not necessarily give investors a more accurate
view of the firm’s current position in the issuer, since research reports often have a shelf-
life of many weeks. We recommend that the NASD and NY SE require disclosure of firm
and affiliate positions as of the end of the most recent quarter, or the second most recent
calendar quarter if the publication date is less than 15 calendar days after the most recent
calendar quarter. Thisisthe sametime period that the NASD and NY SE propose for
capturing data for disclosure of ratings distribution and the proposed price charts. This

will make implementation easier, without sacrificing information helpful to investors.

Aqgregation and Disaggregation of Positions. Consistent with the statement of the
NASD and NY SE that they intend to use Exchange Act concepts to define beneficial

ownership for purposes of this rule, they should permit firms to determine for themselves
whether to aggregate or disaggregate positions of other affiliates, consistent with existing
or future SEC guidance in this complex area. However, firms should be required to

explain in their research report disclosure which approach they are following.

D. NASD Rule 2711(f) and NY SE Rule 472(f) -- imposition of quiet periods

Summary of SIA Position: This proposal has the effect of reducing the information
available to investors at atime when they are most likely to want it, and will likely result
in greater information disparities between large institutional investors and retail investors.
We believe that to the extent possible, investors and markets are best served when all
research reports are available simultaneously in the mix of information available to
investors. This proposal movesin the opposite direction. Below we offer several

suggestions to reduce these concerns.
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Recommendations: We believe that this proposal will be inadvertently unfair to retail
investors, and should be dropped for that reason. Instead, the NASD and NY SE should
rely on the 25-day restriction on distribution of research that is as a practical matter
implicit in Securities Act Rule 174.

Short of this, we believe the proposed rules would apply far too broadly and
should be narrowed both in terms of the type of offerings and the type of issuers that
trigger therestrictions. The proposals will particularly disadvantage retail investors, who
unlike many institutional investors will not have other means of obtaining current
research on the subject company. The proposals are a so inconsistent with SEC policy
encouraging greater investor access to research. As discussed below, Securities Act
Rules 138 and 139 provide exceptions for research on seasoned issuers between the time
that a member becomes mandated for a securities offering and completion of the offering.
We believe that the reasons for granting these exceptionsin the period prior to
completion of an offering are equally compelling in the period following an offering. To
create symmetry with Rule 138, the 10-day quiet period should not apply to equity
research issued in the period following a non-convertible debt offering by a seasoned
issuer. To create symmetry with Rule 139, the quiet periods should not apply to research
on seasoned issuers contained in a publication that is distributed with reasonable

regularity in the normal course of business.

In addition, the rules should (i) carve out research following secondary offerings
of shelf-eligible issuers, (ii) exempt quantitative analyses, analyses of securities “baskets”
and indices and market commentary, (iii) exclude transactions that are not “ distributions’
under Regulation M from the restriction on research concerning secondary offerings,EI(iv)

not extend restrictions on research beyond applicable prospectus delivery periods, and (V)

® The NY SE proposal contains such an exemption, and we believe that the NASD proposal should do the
same.



STA

Jonathan G. Katz

Secretary, U.S. Securities and Exchange Commission
April 11, 2002

Page 22

exempt offerings by S-3 and F-3 issuers and their equivalent under multijurisdictional

offering systems entered into between the SEC and other nations.
Discussion: As proposed, this provision has numerous fundamental problems.

Discrimination Against Retail Investors. This proposal will operate to the

potential disadvantage of retail investors. Institutional investors will still have other
means, such as through foreign broker-dealersinvolved in the offering or buy-side
research, to obtain current research on the subject company. Whileinstitutional investors
will have anumber of ways to access high-quality current research, the rule will deprive
retail investors of the views of the most informed analyst. Thiswill exacerbate any
perceived or actual advantage of institutional investors in obtaining information about a

company.

Inconsistent with SEC Policy. The proposal is inconsistent with the approach of
providing greater investor access to research supported by the SEC. The federal
securities laws effectively, if unintentionally, discourage an underwriter in a securities
offering from publishing and distributing research on the subject company for fear that
the issuance of the report could be deemed a "prospectus’ or an "offer” in violation of
Section 5. The SEC has recognized the excessively adverse impact that the federal
securities laws have in this regard, and sought in along series of pronouncements, most
notably Exchange Act Rule 139, to address conflictsin a manner least likely to interfere
with the dissemination of information to investors. These pronouncements recognize the
importance of an uninterrupted flow of research analysis to the secondary market,
particularly as it relates to seasoned issuers, even if amember firm isamanaging or co-

managing underwriter of the offering.

" The issuance of the report could also be deemed an inducement to purchase in violation of Rule 101 of
Regulation M.



STA

Jonathan G. Katz

Secretary, U.S. Securities and Exchange Commission
April 11, 2002

Page 23

Following its 1969 study, “Disclosure to Investors — A Reappraisal of
Administrative Policies Under the’33 and ' 34 Act” (the “Wheat Report”), the SEC began
to adopt a series of rules designed to minimize the number and scope of restrictions on

Bl

research.” While recognizing the possibility that research issued during the offering
process could unduly influence investors, the Commission has placed equal or greater
value on ensuring continuous investor access to research information. For example, in
proposing to eliminate most restrictions on research of large issuers during the secondary
offering process, the SEC justified the change by claiming that such restrictions were not
necessary due to the likelihood of multiple analysts covering the company and the belief
that investors would be relatively informed about the company al ready.EI Moreover, in
connection with extending the same proposal to seasoned issuers, the SEC stated its
belief that “where the issuer has been reporting under the’ 34 Act for more than one year,
investors have public disclosure to refer to in weighing the contents of afocused research

hal

report.”™ Even unseasoned issuers of acertain size were thought to have significant

market and analyst attention to warrant allowing research during the offering process

under certain ci rcumstanc&e.EI

It makes little sense to ban research in the period following the secondary
offering, when selling efforts have ended and investors with a stake in the company are
seeking current information and analysis. In fact, thereis currently no regulation banning
the publication of research following an IPO or secondary offering; rather, thereisa

requirement that a copy of the final prospectus accompany the research.

8 Rules 137-139. Securities Act Release No. 5101 (November 19, 1970).

° The Regulation of Securities Offerings (“Aircraft Carrier”), Securities Act Release No. 33-7606A
(12/13/98).

©q.

Hd.



STA

Jonathan G. Katz

Secretary, U.S. Securities and Exchange Commission
April 11, 2002

Page 24

Thus, the prevailing SEC view of research has been to recognize its tremendous
value to investment decision-making and the ability of investorsto consider the relative
value of this or any other piece of information in the greater context of available data,
filings and opinions. In that vein, Rule 139 affirmatively permits managing and co-
managing underwriters to publish research by S-3 eligible issuers (i.e., generally only the

largest corporate issuers) throughout the offering process.EI

The proposed rules undercut
Rule 139’ s objectives regarding the avail ability of research from managing and co-
managing underwriters. We do not believe that the concern over analyst conflicts, while

important, justifies changing this approach.

Reduction in Flow of Information. The proposal will bar the securities analysts

who may potentially have the deepest understanding of the company from conveying their
insights to investors at a critical moment. In the case of an IPO, investors and markets
have the greatest need for analysis about an issuer just after the offering is compl eted.
This proposal will reduce the supply of that information. The proposal will also deprive
investors of information in other contexts. For example, the proposed rules would affect
research on indices, baskets or sectors that include the issuer, unless these reports are
excluded from the definition of “research report” as we propose on pages 9-10 above.
This type of research could become markedly less useful by causing firms to winnow
down the dimensions of the analysis as numerous issuers cannot be mentioned.

Comprehensive surveys of industry sectors by equities analysts would also be less useful,

12 Rule 139 also permits publication of research on non-S-3 issuers provided that the research must (i) bein
apublication that is regularly distributed to investors, (ii) contain similar coverage with respect to a
substantial number of companies in the issuer'sindustry or contains a comprehensive list of securities
currently recommended by the issuer, (iii) give no greater prominence to the subject company in the
publication than to securities of other issuers, and (iv) not contain any recommendation on the issuer more
favorable than in the last research report issued prior to the broker-dealer’ s participation in the distribution.
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due to the inability to mention various companies within the sector due to the blackout

restrictions.

International Implications. The concerns about reducing the mix of information
and disparate treatment of retail and institutional investors are heightened in connection
with issuers that raise capital globally. Currently, U.S. law and regulation already impose
more restrictions on the use of research in securities offerings than exist in many other
markets. This proposal takes these restrictions much farther by prohibiting any research
by the managing or co-managing underwriters. In contrast, foreign broker-dealers are
already able to publish research on amore current basis than U.S. broker-dealers. Asa
result of the proposal, for example, a U.S broker-dealer acting as managing or co-
managing underwriter of the U.S. tranche of aglobal initial public offering by aforeign
private issuer would be barred from publishing research for at least15 days longer than
under current law, while overseas underwriters of other tranches of the offering would
face few or no restrictions on offering research immediately. In the increasingly common
situation where a company raises capital globally, this proposal puts U.S. retail investors
at a greater competitive disadvantage with institutional investors who have access to
research by the managing or co-managing underwriter of non-U.S. tranches of such a
global offering at atime when the U.S. lead underwriters are unable to offer such
research.EI It also harms the overall quality of information availableto all investors by
reducing the amount of research that is simultaneously available to the overall mix of

information.

Application to Follow-On Offerings. Therules application to non-IPOsis also

troubling in many respects. A shelf block trade may be executed in amatter of hours. In

3 |t may be possible in some situations that both retail and institutional investors could find such research
over the Internet. However, ingtitutional investors would be more likely to know where to look for overseas
research.
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the case of aregistered shelf takedown by selling shareholders, the issuer may have no
involvement at al in the offering. Since these types of offerings, aswell asa*dribble out”
offering by a shelf-eligible issuer can occur repeatedly, the requirement would be
extremely cumbersome and disruptive to research coverage of theissuer. Thisconcern
would be reduced if the proposals exempted research permitted under Exchange Act Rule
139, and if the NASD proposal, like the NY SE proposal, exempted secondary offerings
that are not considered “distributions’ under Regulation M.

Length of Blackout Period. The length of the blackout period for research

following an IPO is unnecessary and disadvantageous to retail investors. Under
Securities Act Rule 174, the obligation of the underwriter and other dealers under Section
4(3) of the Securities Act of 1933 to deliver a prospectus expires 25 days after the
offering date if the securities are to be listed on aregistered national securities exchange
or authorized for inclusion on NASDAQ. The blackout period for research should not be

any longer than the period during which a prospectus delivery requirement exists.

E. Inconsistencies between the NASD and NY SE Proposals.

Asageneral policy matter, we believe that all rules of self-regulatory organizations
governing the conduct of their broker-dealer members should be identical, or at |least as
consistent as possible. Unnecessary divergences between regulatory requirements drive

up compliance costs without providing any additional investor protection.

While the NASD and NY SE worked together to devel op their proposals, and the
proposals are quite similar, there are some distinct differences that should be harmonized
prior to adoption. In particular, as discussed on pages 8-9 above, the two proposals have
very different definitions of the term “research report,” on which the entire apparatus of
the proposalsrests. In Appendix A we cite five other examples of differences between

the two proposals that should be harmonized. Unless the two rules are consistent, broker-
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dedlers that provide research services, who are generally subject to the rules of both the
NASD and NY SE, will be subject to two divergent regulatory standards and the

unnecessary costs and uncertainties attendant to meeting those standards.

F. NASD Rule 2711(b)(3) and (c)(2)(C) and NY SE Rule 472(b)(2) and
(3)(ii) -- Role of Supervisors in Intermediating Communications Between
Research and Investment Banking or the Subject Company.

Summary of SIA Position. We strongly agree with the goal of these proposal s of
ensuring that equity research analysts' views or recommendations are not swayed by the
business interests of the firm’sinvestment bankers, or subject to the approval of the
subject company. We also agree with the NASD and NY SE that this should be balanced
with the desirability of having investment banking staff and corporate officials available
to review draft research reports for factual accuracy and to identify any potential conflict
of interest. However, as currently framed the proposal to have legal and compliance
personnel intermediate all communications between research and investment banking
concerning proposed research reports, and certain communications between research and

the subject company, raises two difficulties.

1. Therule could for some purposes turn legal and compliance personnel into

supervisors of research analysts, arole for which they are not suited.

2. Smaller broker-dealers are likely to find the proposal inordinately costly. The
practical result may be to drive smaller firms out of the business of providing
research, concentrating public research in larger firms. Thisin turn may reduce

research coverage, especialy of smaller companies.

Recommendation. NY SE Rule 472(a)(2) currently requires that research reports be
prepared or approved by a supervisory analyst acceptable to the NY SE. This approach

rests accountability for the content of research reports squarely with a supervisor who is
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in aposition to evaluate the bases for the report’s conclusions. The proposal may dilute
the nature of this responsibility by making legal and compliance staff responsible for
“authorizing” any changes that a research analyst wants to make to arating or price target
following review by the subject company. This seemsto be based on an unredlistic
assumption that alawyer or compliance professional can make an informed judgment
about whether a proposed change to arating or price target is warranted. We recommend
that the NASD and NY SE clarify that this authorization should come from a supervisory
analyst, but should be documented and retained by legal or compliance personnel.

We also recommend that prior to approval by the SEC or final adoption, the
regulators examine the impact that this proposal may have on smaller broker-dealers and

their coverage of smaller companies.

Discussion. The proposals would have legal or compliance staff act as intermediaries
for written or verbal communications between research and investment banking staff or
certain written communications with the subject company concerning draft research
reports, and require that legal and compliance staff give written authorization for any
changes following communications about a draft research report with the subject
company.m We support the NASD’s and NY SE’ s objective of ensuring that no pressure
is applied on aresearch analyst by either investment banking or the subject company to

change his or her recommendation.

However, it is not clear from the proposal how legal or compliance staff are expected
to determine whether or not to “authorize” changesin ratings or price targets following
communications between research analysts and corporate officials. Thisisasking alegal

or compliance officer to play arole for which he or sheis not well suited. A compliance

4 The NASD noted in the rel ease accompanying its proposal that the proposed rule change “would not
restrict or impose any conditions on any communication between a research department and an investment
banking department that does not concern a proposed research report.” 67 Fed. Register at 11533.
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professional or lawyer is unlikely to be able to independently assess the credibility of a
claim by aresearch analyst that a recommendation was changed as a result of information
given by the subject company. Senior research management, however, is suited to play
thisrole. The purpose of requiring legal and compliance intermediation is, we assume, to
ensure that a research recommendation is made in good faith and without improper
interference. Lega and compliance personnel can perform this function by screening
communications for overt signs of pressure and ensuring that parties with the right

expertise are brought in where appropriate.

The proposal islikely to pose significant costs on smaller broker-dealers that perform
research functions. A firm that employs a small number of research analysts, faced with
the need to hire and train new personnel to monitor a wide range of communications
involving its research staff, may conclude that its research function is no longer justified.
The impact will be most pronounced for smaller broker-dealers that have “niche’
research practices that focus on smaller segments of the market. We recommend that the
regul ators examine the extent to which this proposal will diminish research coverage of
smaller companies, and that they consider that effect in deciding whether and how to
proceed with this proposal.
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Conclusion.

Thank you for giving SIA this opportunity to comment on the NASD and NY SE
proposals regarding research analyst conflicts. We believe that the proposals will
substantially improve public trust and confidence in research analysts, with the
suggestions that we offer above, as well as by addressing the requests for guidance and
clarification contained in Appendix A to thisletter. If you have any questions on any
aspect of this|etter, please contact either me or George Kramer, Vice President and
Associate General Counsel, at 202-296-9410, or by e-mail to gkramer@sia.com or

skaswell @sia.com.

Sincerely,

Stuart J. Kaswell
Senior Vice President and
General Counsel

Attachment

Appendix A: Interpretive and Definitional Questions

Cc:  Chairman Harvey L. Pitt, U.S. Securities and Exchange Commission

Commissioner Isaac C. Hunt, Jr., U.S. Securities and Exchange
Commission
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Commission
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Committee

The Honorable Richard Baker, Chairman, Subcommittee on Capital
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