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A tarmished image, layoffs, an impending
glabal settlement and an uncertan
future. Adrienne Baker reports on

changes on the sell side

liver Stone should remake his 1987 film Wall Street; but

instead of a broker's rise and fall in the warld of insider

trading, he should follow the roller-coaster ride of a

star sell-side analyst over the last Tive vears, From gur
to alleged eriminal - this stuft is ketter than fction.

Senfor executives of public companies that were once the
darlings of Wall Streét were not the only high rollers of corparate
America to fall from grace in 2002, Former star analysis like
Salomon Smith Barmey's Jack Grubman now stand accused of
hyping stocks that had banking relationships with their firms in
exchange for helty cash bonuses and other lavors like, in Grohman's
case, entry to an ivy league nursery school for his two children,

Scandal. it seems, [s not vestricted to the corner offices of
WarldCom and Enron, It's pervastve among sell-side firms that put
pressure on their research departments to inflate ratings on stocks
with which they have [or wanted to have) banking deals, Some also
dangled shares of hot IPO stocks in the faces of CEDs they wanted
to do banking business with, a practice called spinning.

Criticism of the way the sell side operates culminated with New
York Attorney General Eliot Spiteer's investigation of meajor Wall
Streer firms like Merrill Lynch. Aceording to Spitzer, the economic
structure of sell-side research is inherently cormapt. Beginning in
April 2002, securities regulators (the SEC, the North Amerlcan
Securities Administrators Association, the NYSE and the NASD
along with state securities regulatons) joined Spitzer to investigate
the relationship between investment banking and sell-side research.
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A the time of writing this artiche; secu
rities reguiniors gnd Spilzer are negotiating

a global sertlement with ten major sell-side

i that aims to restmcture the
revenue model for sell-side research and
provide individual investors with access
to phjective research, Here's what they hope
tor: the complete separation of investment
banking from research departments; a
ban on [FO spinning; the funding of
independent research by 1these sel Sk

firms which will then make it available to
retail investors; the disclosure of analyst
recommendations; and hefty fines.

Given that sell-side analysts have
always been a key investor relations
audience, traditionally serving as a conduit
to investors, IROs are curious to see what
happens. ‘Their position and influence in the
market will definitely change, predicts Rick
Barazza, senior vice president of investor
relations at California-based Calpine.

While the fine details of the final
settlement remain unknown, it's clear that it
will radically alter the world of sell-side
research, which is already struggling under
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the weight of lower trading volume and fewer investment banking
dollars. JP Mark, head of independent research firm Farmhouse
Equity Research, explains that without the revenue stream of
investment banking fees, sell-side firms won't have much incentive
to provide research. ‘If sell-side firms are forced to uncouple the
relationship between investment banking and research, and analysts
cannot participate in any sort of compensation from banking, it
means research becomes pure overhead, Mark says.

Before the marriage of banking and research, sell-side firms
funded research entirely through brokerage commissions. But when
commission margins started shrinking and stock price spreads
narrowed, it made more sense to divert banking fees, which were
indeed fat during the internet boom, to pay for research. Now the
revenue model for research remains uncertain.

Shrinking sell side .

The basic economics of the Street are about to change and will likely
bring additional declines in analyst coverage, especially for small
and mid-cap companies. Small caps obviously don't generate
the same trading volume as large-cap companies so they have
always had trouble getting sell-side coverage unless they are in
a banking relationship.

With major Wall Street companies laying off analysts and
investment banking separating from research, it's even less likely
that small-cap companies will get attention. (In October 2002, Credit
Suisse First Boston fired 20 percent of its analysts, according to the
Wall Street Journal.)

‘It will be interesting to see what happens to the sell-side
community as the market is obviously going through some very
tough times and these banks may not be able to maintain the staff;
says Spencer Sias, director of corporate communications and IR
at California-based Varian Medical Systems.

The global settlement is expected to result in more downsizing
of research departments and that will have two logical results,
explains John Lewis, president of Valuation Technologies: ‘Either
the analysts who remain will cover more companies, or fewer
companies will get covered,

Both results are already showing. The total number of stocks
followed by sell-side analysts dropped by 10 percent in the year
up to August 2002, according to SecuritiesSleuth.com, Sell-side
analysts are also taking on more coverage, in some cases doubling
the number of companies they research. Glenn Engel, an airline
analyst with Goldman Sachs, is picking up coverage of the
aerospace industry and will go from watching 14 companies to
covering 28 companies in two sectors. How will analysts double
their workload and maintain the quality of their research? ‘I don’t
know, confesses Engel. ‘I have been covering airlines for 18 years,
so I am pretty efficient. But as for the aerospace side, I will have to
adopt another strategy. He adds that his situation is not necessarily
typical of sell-side analysts today but not uncommon either.

Investor relations officers are conscious that they may lose (or
already have lost) coverage from the sell side. Dave Dragics, director
of IR for Virginia-based CACI International, has warned his man-
agement team to expect fewer analysts covering the company
because funding for research will soon be driven by average daily
volume of the stock. ‘We have 14 firms covering us and we trade
370,000 shares a day; those numbers don’t work. Unless the sell side
decides that some of the larger daily traded volume stocks will
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sulbisidize the lesser daily traded valume stocks, coverage will he lost!

Calpine’s Barazza shiys two big names, Bank of America and
Credit Suisse First Boston, have discontinued covermge of his power
company. Analysts have left those companies and have vet 1o he
replaced or their coverage of Calpine reinitiated by other analysis,
explains Barazza, Stll, Calpine has ongoing coverage from arcund
16 sell-side analysts.

Even larger, household pames like the Dial Corporation are
lesing coverage, 'It's dropped off For us 1o0] says Stephen Blum,
senior vice president of investor relations at Bial. “There has been
restructuring at firms and it takes o while for a new analyst to come
ont and same firms never replace the coverage!

l-osing ground

The IR world seems resigned 1o decreased sell-side coverage, hut
there’s no panic. [ROs haven't heen relving so much on the sell side
to reaeh the buy side anyvway, Constance Bienfait, executive director
of corporate communicarions a1 Kes Pharmaceuticats, a Florida-
pased small cap, docsn™t think & drop in sell-side coverage will have
a dramatic effect on her ahility to attract shareholders. My focus is
on the buy side hecause they maoke the decisions and they ane taking
the sell side to task and doing thelr own homework! Calpine's
Baragea agrees, saving he ‘questions how much the buy side uses
these guys [sell-side analysts); they [on the buy side] really do their
own research and we give them as much time as they need because
they make the decisions.

According to n Greeriwich Associates study from May 2002, the
puy-side is hiring more in-house onalyses and meeting with senior
panagement more often. Institutions increased the average number
of buy-side analysts on stall from 7.6 in 2000 (0083 in 2002 Dunng
2000, institutional analysts had contact with management an
average of B2 times versas 11,2 times in 2002, The buy side's
reliance on in-house and independent research has been Increasing
for ‘a lot longer than people realize. savs Bientait. *Good buy-side
pnstitutions haven't been using the sell side; she adds,

CACT's Dragies comments, The buy side do their own research
which they don't pubilish amd they go o the sell side (o verify their
own thinking and get their views on the seclor, Thats why when
you go to the buy side with a sell-side anabyst, they ask the anakyst
to wail outside while vou meet with them!

“What I hear from the bay side s that they are doing more work
pecause the analysis from the sell side is either not complete or
in=tepth enough, The sell side has a herd mencality, savs Kim Polliam,
stnior vice president of investor and public relations at AmeriCredic
“The sell side is being very cautious to the point where the research is
pit as thorsugh as the buy side wants adds Pulliam. In the future,
Bienfalt predicts, ‘Companies will not be poorly received by the buy
side iF they have litle or no coverage from the sell side!

‘Most buy-siders, if you ask them candidly what they think of
sell-side research, say it isn't worth the paper it's ‘written on; they
view it as primary research) says Vincent Catilano, president and
chief strategist af IViewResearch, an independent research firm that
specializes in e-husiness companies. “The buy side rakes information
from several sources and aggregares it 1o come wp with their own
buy and sell decisions.

The 1R community has long known of the buy side’s subtle
disdain for sell-side research, "There has beed a trend in which IROs
have started increasing their focus on the buy side and the global
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settlement  propels  that  even more,
says John Mesbett, managing dircctor of
Lippert/Heilsharn B Associates, According
to Meshett, it will he increasingly important
10 have direct relations with buy-side
portfolio managers because the recammen-
dations coming out of the sell side are
more likely 10 be negative,

Sure enough, in the wake of a new 5EC
rule last September reguiring securities
firms to explain their moting systems and
use rating tferms according to their real
meaning, the number of sell recommenda-
tions have been ‘increasing dramatically,
conlirms Chuck Hill, director of research for
First Call, Sell-siders-also have fo announce
the percentage of all ratings that they
have assigned to each rating category (buy,
hold or sell] and disclose the number
af investment hanking  clients: in each
ciategory. Al the beginning ol 20032,
the number of sell recommendations was
arnund 2 percent and now it's a1 [0 percent,
says Hill, "Almost half of the major firms are
in double digit territory - over 15 percent -
and the other half of the majors are at 0-6
percent, with-# couple in the middle,

The fact s that investor relations
professionals and buy-side investors have
always known that sell-side research was
tainred by its relationship with investment
banking. The only ones in the dark, as
Spitzer points out, were individual lnvestors
who took sell-side recommendations at
face value, ‘Everyone knew the sell side
was jaded! agrees Dragics. When CACI
was looking ar a secondary offering 18
moanthy age, the company met with o
large investment bank that offercd three
vears ol sell-side caverage in exchange lor
a banking deal, There were three bankers
and a self-side analvstand they said we
would be our of the gate with a strong
buy - and the analyst was sitting right
there, he recounts, ‘Obviously we didn't do
lrasiness with that firm - it was that bliatant.
| wonder IF it is still waking place”

Brave neaw world
Braten dawn by regalotors and Spitzer, the
sell side may be moving to vel another
extreme. "We talked 1o a sell-side analyst
vesterday who tald us that for him and his
assistant 1o meer with a company, they had
to go through three levels of compliance
within their firm because of the impending]
global seltlemnent) recounts Dragics,

The Future status of sell-side research is
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Chuck Hill calls for happy medium on guidance.

Fetuaty B 2007 “ou donl want 1o be a spoon-feeder or & clam,’ says Chuck Hill, direcior
of rasearch at First Call, commanting on whether companies should give
quarterty guidancs updates, MoDonald's and ATAT recantly joined Coca-
Cola in announcing the decision to stop giving quanarly and annual sarm-
ings-per-share guidance. Sun Microsystems slso decidad 1o sfop giving
mid-quarter guidance until there is greater visibility in the market
According ta Hill, The problam with baing a clam is that analysts will put
cut guestimates, not estimatas

A1 the same time, “you don't want to spoan-feed analysts, ho says
During the late 19905 bull market, companies started tha practics of pro-
viding analyste with guartesdly and annual earning-per-share prajactions
right down to the penny in an effort 1o attract more coversge and pressn
a good siory. ‘Some companies still do this, though they can't know fo the
panny what they will garn in & year or quariar,

Tha visihiflty right raw s horrendous so companies just don't know,
addsHill. 'But it's better if they say things ane so fuzzy fght now, we can’t
give any maaningful guidance.’

Hill suggests that IR professionals should stick 1o providing guldance
whan possible, The company knows mare than any analyst possibly can
bacause the |R person ks looking et the books. You shoubdn'l give oul
earmings estimates when you don't know where the numbers. are golag
but g5 things progress, and facts coma ino focus, you should iet it all
hang cut in terms of what you are going 1o repodt and pre-announca it
At thie very least, ha says, “You have to give analysts some haip by giving
tham fop line numbers ina rangs.
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hard to predict today. Despite its inherent weaknesses, the buy side
and the investor relitions community continue to value seil-side
research, Even though they are doing more in-house research,
buy-side portfolio managers still ask IROs like Dragics for names
of <ell-side analysts who follow the company the closest. IR
professionals are stll tergeting sell-side analysts and some are
cheerleaders of the research they provide

‘There isn't an analyst who [ollows us who should be put in the
same class [sell-side analysts under investigation] and who hasn't
provided anything but excellent research — and not everybody has 2
buy on me; Dial's Blum claims.

John Nesbett contends that institutional-grade companies -
meaning they have institutions] holders and enough liquidity for
an institution 1o buy them - still lean on sell-side firms to take
them around from time to time, especially in the absence of a lot
Investment banking busimess,

The sell side will definitely not disappear but its role in building
shareholder value is changing. The addition of independent research
funded by sell-side [irms and made available through their
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brokerage units will certainly have an
impact on how sell-side research evolves
{or devolves). The guestion is who will
provide this independent research and will it
be better than what the sell side offers now?
‘The obvious ones [to provide the
resegreh] are the tear sheet folks like 58P
and Value Line, =ays First Call's ‘Hill
Smaller Independent research boutigues
probably won wanl (o participate in
providing research because ‘they have
bigger fish 1o fry in dealing with Fidelity
and the like! Major institutions pay big
bucks for independent research from small
firms hecause 11's good and it only goes to a
stmall number of clients, Hill says. Therefore,
he contends, these smaller boutiques will
continue to service the buy side and it will
be the larger independent firms that will
step in to provide independent research,
Stundard B Poor's savs it will likely
be involved in providing some of the
independent research. You can expect SgP
to play @ big role once the settlement comes
down, says Jay Reingold. general mansger
af SHEP's Investor relations services, The
firm is already noticing 4 trend among bro-
kerage firms that have reduced their cover-
age coming to SEP w fill in the gaps for
industzies they no longer cover, The major
consumers of SAP's equity research are
retail investors who gain access 1o reports
through their broker. "We alse have a
reasonable  readershlp  among  buy-side
firms and investors can also access our
reports though the large e-brmkers or Multex!
SBP's criterla Tor inftiating coverage
of a stock are stralghtforward, ‘On an
analytical hasis, we cover the S8FP 500
and beyond that there are three primary
concerns, says Reingold, "The fimt iy
whether a company is In another SEP
index like the SEP MidCap 400 or the SBF
SmallCap 600, Then we look-at market cap
and trading volume: Our analysis also have
a certain degree of diseretion to pick up o
stock that they feel we need w be covering,
There might be a strong interest from
the consumers of our research, for example;
wie picked up Krispy Kreme for that reason!
It's tough to say how the gquality of
independent research will stack up against
traditional sell-side research. After all, the
number of companies big independent firms
cover per analyst s considerably higher
than the twelve to 20 companies typically
researched by sell-side analysts. 58P, for
example, has 60 analysts in the US covering



1,230 stocks. 'On average it's probably a
couple more companies than your typical
sell-side  analyst, but then again our
analvsts are focused almost entirely on
research, notes Reingold. 'Sell-side analysts
have many more demands on their time’

True enough, sell-side analysts have
traditionally spent a lot of time traveling
o conferences and introducing companies
te the buy side. Independent analysts
rarely do that. Also, the retall audience for
independent rescarch clearly has different
needs from the buy side. But since the
idea behind the global sertlement is
increase the guality of research provided to
individuals, it remains to be seen whether
the intdependent research they gain access to
will be better than current sell-side reports.

Money talks

The real determining factor behind future
changes in how the Street operates is
monev. As JP Miark of Farmhouse Equity
Research points out, [t's ecomomically
impossible for brokerage firms to provide
regearch for research's sake, There has to be
revenue to fund a research department,
which coests & typical firm around $500 mn
a vear 1o run.

When hewas head of research at Wells
Fargo, Mark tried o develop an economi-
cally sound research model by suggesting
the firm sefl its research (o companies, The
maodel didn't fly because his superiors
thought of paid-for research as the ugly
stepchild of Wall Street. Mark agrees with
that perception and says, 'Most paid-for
research is written by people who have
no hackground in firancial writing and are
Just hyping: stocks! He decided to ieave
his position at Wells Fargo and start his
own independent research firm which
targets institutional clients and focuses
on small and mid-cap companies,

In the US, there are around 50 Inde-
pendent companies run by analysts who
started their own shops and are getting paid
by institutions either directly or indirectly,
A5 Mark explaing, institutions cither buy
the résedrch outelght or through a third
party like s broker-dealer. Mark has been
approached by several investor relations
companies since opening for business and
has initiated coverage of two companies
as a result, It's possible that the one-person
[ndependent  shop  will become more
popular in coming Years as more analysts
leave the sell side and purely Independent
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research is in higher demand.

One thing is for sure, With the revenue stream about to be cut
from sell-side research, investor rélations officers may have o adapt
their strategy for reaching the buy side. 'When you are on the
front lines of IR, the connection between investment banking
and research coverage is so Ingriined. it's hard to bebieve it
could change, says Nesbett. ‘But it will make for a much cleaner
{nteraction with the sell side. That's great because management
has been forced to play this cat and mouse game for years.

There will be more competition for coverage with fewer
analysts, affirms Valuation Technelogies' Lewis. And IROs "are going
to have to be smarter in knowing why a firm is likely 1o invest
in your company and how you differ from your peers when you get
in front of institutions; he adds,

So despite what happens with the fallen all-stars of the sell side,
investor relations professionals will still have their ¢ve on the ball.
Whether vou are pitching to an independent analyst or a portfolio
manager, it's all about differentiating your stock, There may be
fewer players land some new ones), but it's still the same game, u
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FROM: child-villiars, Noddy
TR editorilmag . com

Regording ‘spoon-feeder or o clom® |

Ta: editor@irmag.com
Fram: Child-Villlers, Roddy
Sent: Wednesday, Febeuary 05, 2003 .14 AM III

Sir,

e

| read with Interast Mr HIl's thoughts on guidance. H

| take Issue with kg statement that ‘the probiem with being a clam is that anabysta will pul
oul guestimates, not estimates.’ which strikes me as somewhal insulting ta the analysis.
Arnakyats need o do the necessary botlom-up guantitative and quatitative research, rathar
than top-town from thi figures 1o which they are guided. Obwviously the prassure of having
ta anaiyze the quartery reporting of many of the companies thal they foikaw, as well as-any
ofhar guidance statemants that companies make, Impacts the time avallable o do this, If
anatysts wana abie 1o spand more time focusing on the fanger term-and less on the past
three manths, they would be better placed to make their own judgments on & company's
eamings and longerderm prospects, Companies, too, would be able 1o devole mora lima to
managing for the longer tarm, rather than being swayed by shorl-larm issues. Tha kongar-
term investor would therefore also benefit.

It is worlh adding that ‘whan the facls come Into focus, as Mr Hill puts I, & compary will
know whether the market consensus is accurate-or mol, If tha market consansus 8 matanal-
Iy wrong, be it optimistic or pessimistic, the company shoukd make & frading statement 1o
ensure thal there is nod a false market in ds shares. Thus the very fact of not communizat-
ing to tha markat is itsall a guidance, He continues that companies should ‘et it all hang out
I tarmes of what you are going to report and pre-announce it Parsonally, | really cannot
see any benefit in announcing the same thing twece.

Mestié doas not follow fads, has never played the gusdance game, and has not gone 1o
guarterly raporting of Its results, Occasionally Mestlé will suffer & shon-term Sack of
visibility' discount after cur intermational peer group has given guidance (aven if that
guldarce does-not always turn out 1o be correct) bul as TSR figuras damonsinate, through
mare of less any fime frame fo 2001, longer-term sharsholdars have carlainly nat sulfared
from our Bpproach.

Roddy Chilg-Villiers
Head of Investor Retations
MNasatia 54
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