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ANALYZING THE ANALYSTS

THURSDAY, JUNE 14, 2001

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE,
AND GOVERNMENT SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, DC.

The subcommittee met, pursuant to call, at 10:00 a.m., in room
2128, Rayburn House Office Building, Hon. Richard H. Baker,
[chairman of the subcommittee], presiding.

Present: Chairman Baker; Representatives Oxley, Ney, Shays,
Paul, Castle, Royce, Barr, Weldon, Biggert, Miller, Ose, Hart, Kan-
jorski, Bentsen, J. Maloney of Connecticut, Hooley, Mascara, Jones,
LaFalce, Capuano, Sherman, Inslee, Moore, Hinojosa, Lucas,
Shows, Israel and Ross.

Chairman BAKER. I would like to call this hearing of the Capital
Markets Subcommittee to order. We're starting promptly on time
this morning. We like to have the ability to start trading as soon
as the opening bell rings around here.

First, by prior agreement with Mr. LaFalce and Mr. Kanjorski,
opening statements today will be limited to Chairman Oxley, my-
self, Ranking Member LaFalce, and Mr. Kanjorski, who is on his
way, to expedite the proceedings of the hearing this morning.

Alldother Members’ statements will be incorporated into the
record.

I am appreciative for the courtesies extended by Mr. Kanjorski
and Mr. LaFalce in facilitating this meeting this morning.

As we all know, this is an issue of some importance and vola-
tility. There was a question on a recent magazine cover that struck
me as particularly appropriate: “Can We Ever Trust Wall Street
Again?”

The simple answer to that question is, we must. That is, we must
find a way. It’'s simply not a choice. America’s prosperity, as al-
ways, is intrinsically bound to the influx of capital investment that
fuels business expansion, job growth and technology.

To the extent that American consumers have been temporarily
shaken by the recent market downturn, our first goal today here
is to begin a process of rebuilding that confidence, not only to reaf-
firm American consumers’ faith in the fairness of the market, but
actually to have their trust.

Clearly, I am a pro-market conservative legislator and I am
going to be one of the last on the subcommittee, I think, to suggest
Federal intervention to solve every problem.

o))
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However, the foundation of the free market system is based on
the free flow of information which is straightforward and unbiased.
I believe this subcommittee has a very high responsibility to safe-
guard this principle.

I am deeply troubled by the evidence of the apparent erosion by
Wall Street of the bedrock of ethical conduct.

It’s a new and continually changing marketplace. Since 1995, on-
line trading has resulted in enormous growth of investment by
working families, some 800,000 trades a day, I am told, with a typ-
ical demographic profile of a $60,000 annual income with net worth
less than 50.

These individual investors rely on and believe what they think
is objective, professional advice from sophisticated analysts.

There’s a message here. These investors are the future of the dy-
namic growth of the market place. They deserve fair treatment not
only for their best interests, but for the growth of the market.

Folks who work hard to pay the house money, pay their taxes,
and the grocery bill don’t have luxury to be able to speculatively
gamble. Over the last few years, Wall Street’s insiders have whis-
pered knowingly about a grade inflation, as it’s called, resulting in
what I think is a very coded language in analysts’ recommenda-
tions.

A goal of this hearing is to begin speaking openly about what has
apparently been unspoken in the past. 'm amazed. I'm the chair-
man of the Capital Market Subcommittee in the United States
Congress. I learned this yesterday. Strong buy does not mean buy,
but actually out-perform.

It really makes you wonder what out-perform or accumulate
must mean. I am concerned not only about the potential for signifi-
cant losses by the unwary and misinformed individual investor, but
the possibility of overall market volatility that results when a more
rational view does return.

Today, we are going to inquire into disturbing media and aca-
demic reports about pervasive conflicts of interest, which appear to
be compromising the integrity of current market practice.

In fact, I want to enter into the record at this time, a study from
the Harvard and Wharton Business School study entitled “The Re-
lationship Between Analysts’ Forecasts of Long-Term Earnings
Growth and Stock Price Performance Following Equity Offerings.”

I want to quote from that report one paragraph: “Our evidence
suggests that the coexistence of brokerage services and under-
writing services in the same institution leads sell-side analysts to
compromise their responsibility to brokerage clients in order to at-
tract underwriting business. Investment banks claim to have Chi-
nese walls to prevent such a conflict. Our evidence raises questions
about the reliability of the Chinese walls. We document that ana-
lysts officiated with the lead underwriter of an offering tend to
issue more overly optimistic growth forecasts than unaffiliated ana-
lysts. Furthermore, the magnitude of the affiliated analysts’ growth
forecasts is positively related to the fee basis paid to the lead un-
derwriter. Finally, equity offerings covered only by affiliated ana-
lysts experience the greatest post-offering under performance, sug-
gesting that these offerings are the most over-priced.”
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I have to say this in my own words, as I basically understand
it. Maybe there hasn’t been a complete erosion in the Chinese walls
that traditionally shield analysts from investment banking inter-
ests. But I have to say that I believe there are some folks out there
manufacturing a lot of Chinese ladders for people to climb back
and forth over those walls as they deem appropriate.

A market bubble that bursts is the time when people look for
someone to blame. I believe it rather should be an opportunity for
all concerned in the activity to step back, take a deep breath, and
reexamine their own accountability to make sure it doesn’t happen
again, and all parties have some shared responsibility.

Today, we focus on the analysts’ conflicts. At some point, we will
take a look at the investment banks and the institutional investors.

And I must say a word about the financial press. They have
much greater impact than many have given them their allocation
for. It is irresponsible reporting to quote unquestioningly irrespon-
sible analysts’ reports and put them on the cover of magazines and
make them into rock stars.

There is some examination due in this area as well. Con-
sequently, while I appreciate the effort of the Securities Industry
Association with their best practices proposal, put forward only 2
days ago, I am not yet convinced we have a remedy to our problem.

I take the very drafting of them as a positive sign that the indus-
try accepts that problems may exist and I am naturally going to
take a very careful look at any document that, on its face, has a
disclaimer, which I'm paraphrasing here, respectfully, we’re going
to do our best to be honest and straightforward unless of course cir-
cumstances dictate we must do something different.

Today is not the end of our discussion, but the beginning. In the
next few months, we will access recommendations, converse with
regulators and, at the end of the process, the subcommittee, I hope,
will come to a bipartisan agreement as to the best practices stand-
ard. Make the recommendations to regulators, and only if nec-
essary, in my view, propose legislation, particularly for the sake of
the growing number of $200 investors who are out there this morn-
ing on the job, working trying to make the next dollar.

It is far more important to do this very carefully, thoroughly,
rather than do it quickly. Therefore, this hearing this morning
marks the beginning.

It is my intention to have several hearings over the coming
months. At the suggestion of many, we will hear from regulators,
we will hear from academicians, we will hear from all those con-
cerned who have a financial interest in seeing trust become the
bedrock of our financial marketplace again.

[The prepared statement of Hon. Richard Baker can be found on
page 116 in the appendix.]

Mr. Kanjorski.

Mr. KANJORSKI. Thank you very much, Mr. Chairman.

We meet today to consider the issue of analyst independence, a
subject of great significance to our nation’s vibrant capital markets.
I congratulate you on your diligence in convening this very impor-
tant and well-timed hearing.

I would make, at this point, two observations, however, Mr.
Chairman. As I walked down the hall, it is the first time in my
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memory that the line is down to the corner and around the corner,
and down the other hallway. It reminds me that when I was a little
boy, I read the 50 years of the New Yorker cartoon book, which
asked a very pungent question: Where are the investors’ yachts? I
think today’s crowd brings that cartoon back into play. Maybe that
is why we are meeting here.

The second observation is one of internal process. I do want to
register my great disappointment with the House leadership in
convening a very important bill involving SEC revenues that is on
the floor today at the precise moment we are having this hearing.
As you know, Mr. Chairman, several of us on this side of the aisle
are opposed to the passage of the bill in its present form, and in-
tended to argue that position on the floor today, as well as offer
amendments in accordance therewith. And, as a result of the im-
portance of this hearing, and the conflict with that bill on the floor,
we are really put in an impossible situation either to miss our op-
portunity here and the intelligence we can gather, or to have a bill
go through without comment. I hope this scheduling was not inten-
tional, and I hope it never happens again.

With that said, it is a well-timed hearing. I am not attempting
to be facetious when I say that. Over the last several years, the
perceived immortality of the U.S. economy and the emergence of
the Internet have contributed to extraordinary interest and growth
in our capital markets.

Investors’ enhanced access to financial reporting and their new-
found ability to trade electronically also helped to fuel this dynamic
expansion. Unlike some other sources of investment advice, the
vast majority of the general public has usually considered the re-
search prepared by Wall Street experts as reliable and valuable.
With the burst of the high tech bubble, however, came rising skep-
ticism among investors concerning the objectivity of some analysts’
overly optimistic recommendations. Many in the media have also
asserted that a variety of conflicts of interest may have gradually
depreciated analysts’ independence during the Internet craze and
affected the quality of their opinions.

We have debated the issues surrounding analysts’ independence
for many years. After the deregulation of trading commissions in
1975, Wall Street firms began using investment banking as a
means to compensate their research departments, and within the
last few years the tying of analysts’ compensation to investment
banking activities has become increasingly popular.

As competition among brokerage firms for IPOs, mergers and ac-
quisitions grew, so did the potential for large compensation pack-
ages for sell-side analysts. These pay practices, however, may have
also affected analyst independence.

While some brokerage houses suggest that they have erected an
impenetrable Chinese wall, which you mentioned, that divides ana-
lyst research from other firm functions like investment banking
and trading, the truth, as we have learned from many recent news
stories, is that they must initiate a proactive effort to rebuild their
imaginary walls.

The release of some startling statistics has also called into ques-
tion the actual independence of analysts. A report by First Call, for
example, found that less than one percent of 28,000 recommenda-
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tions issued by brokerage analysts during late 1999 and most of
2000 called for investors to sell stocks in their portfolio. Within the
same timeframe, the NASDAQ composite average fell dramatically.
In hindsight, these recommendations appear dubious. Furthermore,
First Call has determined that the ratio of buy-to-sell recommenda-
tions by brokerage analysts rose from 6-to-1 in the early 1990s, to
100-to-1 in 2000.

Many parties have consequently suggested that analysts may
have become merely cheerleaders for the investment banking divi-
sion of their brokerage houses. I agree. To me, it appears that we
may have obsequious analysts instead of objective analysts.

Today’s hearing will help us better understand the nature of this
growing problem and discover what actions might restore the
public’s trust and investors’ confidence in analysts. Like you, Mr.
Chairman, I generally favor industry solving its own problems
through the use of self-regulation whenever possible. But in this in-
stance, the press, regulators, law enforcement agencies, and
spurned investors have also begun their own examinations into
these matters. I suspect that these parties may demand even great-
er reforms than those recently proposed by the Securities Industry
Association, including the need for full and robust disclosure of any
and all conflicts of interest. To address these concerns, the industry
may eventually need to come forward with a way to audit and en-
force the best practices it now proposes. If not, others may seek to
impose their own solutions to resolve this problem.

We will hear today from eight distinguished witnesses rep-
resenting a variety of viewpoints. I am, Mr. Chairman, particularly
pleased that you invited a representative from the AFL-CIO to join
in our discussions. I would have also liked to learn from the con-
cerns of SEC and NASD, among others.

I was, however, heartened to learn yesterday that you plan to
hold additional hearings on this issue in the upcoming months with
the concerned parties.

As we determined last year during our lengthy deliberations over
Government sponsored enterprises, a roundtable discussion is often
the most appropriate forum for us to deliberate over complex
issues. In the future, I urge you to convene a roundtable over the
matters related to analyst independence. A roundtable discussion
would force the participants to challenge each other’s assumptions
and assertions in an open environment. It would also provide us
with greater insights than testimony that has been scrutinized and
sterilized through the clearance process. A roundtable debate
would further allow us to more fully educate our Members about
the substantive issues involved in this debate.

In closing, Mr. Chairman, let me caution all Members of this
subcommittee, and particularly Members on my side. This is an
issue that evidently is somewhat sexy and popular just by evidence
of the amount of television here today. To people in public office
and, quote: “politicians,” it may be a great temptation to be a
demagogue.

I join you in urging our fellow Members and others in our society
to hold back their fire and their conclusions. We have the most suc-
cessful financial and capital markets in the world.
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Because we are in some difficulty economically in the markets,
this is not the time to grab a club and take personal advantage by
playing the role of lead demagogue. We cannot afford that, and the
American economy cannot afford that.

So I look forward to hearing the testimony today. I think that
over the next several months, if we use more open fora, we may
be able to find a solution to a problem that is self-regulation by the
Association and the industry itself. I would join you in that effort
and hopefully, that is the best conclusion that we could reach.

Thank you, Mr. Chairman.

[The prepared statement of Hon. Paul Kanjorski can be found on
page 120 in the appendix.]

Chairman BAKER. Thank you, Mr. Kanjorski.

Just by way of assurance, the subcommittee’s hearing date was
established some time ago without knowledge of the floor consider-
ation. Your point concerning the fee reduction bill on the floor
today and the subcommittee hearing simultaneously is a matter of
concern, but I assure you it was not an intentioned effort to create
difficulty.

I happen to have some interest in the opposite side on that mat-
ter, and would like to be there to watch you on the floor very care-
fully.

Mr. OXLEY. Thank you, Mr. Chairman. Let me commend you for
holding this hearing.

One of my goals, as the Chairman of this new Committee, is to
help investors by improving the way they get information on which
they base their investment decisions. Due in large part to the ad-
vances in technology that have brought to us the Internet, we've
become not only a Nation of investors, but a Nation of self-taught
investors.

No longer do investors have to rely on the information they ob-
tain from their broker to make their investment decisions. Today,
there is a veritable smorgasbord of information about the market-
place available to the public through financial websites, print publi-
cations, television, and virtually every media outlet.

There is a wealth of data available to investors. I launched this
subcommittee’s inquiries into improving the way stock market
quotes are collected and disseminated into the impact of Regulation
FD with an eye toward assuring that investors have broad access
to the highest quality information about the marketplace.

Today’s hearing continues our work toward that goal. I commend
you, Mr. Chairman, for your work on each of these issues and for
holding this important hearing today. I heartily agree with the Su-
preme Court’s characterization in the Dirks case of the importance
of analysts to investors to the marketplace.

And I quote: “The value to the entire market of analysts’ efforts
cannot be gainsaid. Market initiatives are significantly enhanced
by their efforts to carry it out and analyze information. Thus the
analysts’ work rebounds to the benefit of all investors.”

Yet the important work of analysts is not to the marketplace or
investors any good at all, if it is compromised by conflicts of inter-
est. There has been a great deal of concern raised by the media by
regulators and by market participants about the perception that
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analysts are not in fact providing the independent, unbiased re-
search that investors and the marketplace rely on.

We are here today to learn whether the Chinese wall that is long
cited as the separation between the research and investment bank-
ing arms of securities firms has developed a crack or is completely
crumbling.

I am encouraged that Wall Street has recognized that this is not
a phantom problem, and has proposed industry best practices
gu&delines to address these conflicts about which we will hear
today.

But I must emphasize that if that Chinese wall is in need of re-
pair, wallpaper will not suffice.

While I am a strong proponent of free market solutions, I and
the subcommittee plan to examine these industry guidelines very
closely to ensure that they are tough, they are fair, and they are
effective.

I am distressed by the statistics that as the markets were crash-
ing last year, less than two percent of analysts’ recommendations
were on the sell-side.

It is no wonder there is public outcry about analysts’ independ-
ence when the statistics are so stark. But it seems to me that the
problem is not simply biased analysts. The firms that employ these
analysts tie their compensation to the analysts’ success in bringing
in investment banking business.

Then the firms are undermining the independence of their own
employees’ recommendations.

Similarly, companies that pressure analysts through either the
carrot on the stick or of increased or decreased investment banking
business in turn for favorable reports exacerbates the problem.

Likewise, institutional investors also exert pressure on analysts
to issue rosy reports about the stocks those institutional investors
hold in their own portfolios.

We intend to examine every angle of this issue in order to best
determine how to resolve it. Our subcommittee’s goal here is to im-
prove industry practices and I call on the industry to eliminate the
conflicts of interest created by compensation structures and insuffi-
cient separation of investment banking and research, and I call on
them also to provide meaningful and understandable disclosure to
investors that will enable investors to evaluate, for themselves,
what weight they should give the recommendations of any par-
ticular analyst.

Mr. Chairman, this hearing is this subcommittee’s first step in
a long-term effort to ensure that the Nation’s investors have the
best possible information about the stocks in which they invest. En-
suring that investors could rely on the expertise of analysts, with-
out any doubt as to their integrity or independence, could not be
more fundamental to that effort.

I yield back the balance of my time.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 126 in the appendix.]

Chairman BAKER. Thank you, Mr. Chairman. I certainly appre-
ciate your leadership on this issue as well.

Mr. LaFalce.

Mr. LAFALCE. Thank you very much, Chairman Baker.
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Today, our subcommittee confronts the very important question
of whether investors are receiving unbiased research from Wall
Street securities analysts.

I don’t think they are, and I commend the Chairman for holding
these hearings. I'm very concerned that investors have become vic-
tims of recommendations of analysts who have apparent and direct
conflicts of interest relating to their investment advice.

So I think this morning’s hearing is extremely important. It is
anomalous that as our subcommittee considers this extremely im-
portant hearing, the bill that was reported out of our subcommittee
is on the floor of the House of Representatives either now or in a
matter of moments, reducing the fees of the SEC by approximately
$14 billion over the next 10 years, without regard to the capacity
of the SEC to effectively enforce the laws and regulations respon-
sible for investor independence and objectivity, responsible for ac-
counting independence and objectivity, responsible for so many of
the other problems which are probably just the tip of the iceberg
of problems existing for investors in this multi-trillion marketplace
that the individual citizen is participating in today in the United
States in a manner unparalleled in American history.

That’s very regrettable, but in any event, I'm glad for the hear-
ing. It’s clear that sell-side analysts work for firms that have busi-
ness relationships with the companies they follow. Most analysts
are under increased pressure to look for and attract business and
to help the firm keep the business it has.

The analyst is asked to be both banker and stock counselor and
these two goals often live in conflict. The individual investor is
often unaware of the various economic and strategic interests that
the investment bank and the analysts have that can fundamentally
undermine the integrity and quality of analysts’ research.

The disclosure of these conflicts is often general, inconspicuous,
boiler plate, meaningless. In addition, current conflict disclosure
rules do not even reach analysts touting various stocks.

For example, on CNBC or CNN, as former Chairman of the SEC,
Arthur Levitt noted, I wonder how many investors realize the pro-
fessional and financial pressures many analysts face to dispense
recommendations that are more in a company’s interest rather
than the public’s interest.

I believe it is precisely these pressures that moved many ana-
lysts, during the technology boom over the last several years, to
recommend companies and assign valuations beyond any relation-
ship to company fundamentals.

In a recent article, a very well-known technology analyst was
quoted as responding to questions concerning the legitimacy of the
valuation of a particular company, and the analyst said, we have
one general response to the word “valuation” these days. Bull mar-
ket. We believe we have entered a new valuation zone.

The article to which I refer, and many, many, many others like
it, make the case that these conflicts may have profoundly under-
mined analysts’ integrity and possibly misled investors. I think pos-
sibly should be almost certainly misled investors as analysts held
fast to companies, as the market eroded out from under them.

The Securities Industry has suggested new guidelines to address
some of the conflicts we will discuss in today’s hearing. Their ini-
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tiative is an important first step. I do not believe, however, that
these voluntary guidelines go far enough to address the problem.

I am pleased therefore that today’s hearing will begin a process
whereby our subcommittee and the regulators can begin to take a
hard look at these troubling questions affecting the American in-
vesting public.

I look forward to the hearings where the SEC and the NASD,
amongst others, where academic analysts, where investors, attor-
neys, and others can testify on the question of analyst objectivity.

In my view, the Securities regulators’ perspective is especially
critical. We cannot fulfill our oversight responsibility if the Govern-
ment and quasi-government entities, charged by Congress with the
protection of investors, have not been heard.

Not only do the Securities regulators have an important perspec-
tive on the magnitude of the problem, they also have a view on how
the industry is complying with current regulations on information
barriers, so-called Chinese walls and the disclosure of conflicts.

In sum, I am increasingly concerned that industry self-regulation
may not be sufficient to guard against the problems and abuses we
are seeing, and that more disclosure of these conflicts, in itself,
may not suffice to protect the individual investor.

So I hope today’s hearing is only the first step in confronting
these very troubling issues of securities analysts conflicts of inter-
est that mean trillions of dollars to people in neighborhoods across
America.

I thank you.

[The prepared statement of Hon. John J. LaFalce can be found
on page 122 in the appendix.]

Chairman BAKER. Thank you, Mr. LaFalce.

By prior agreement, we had hoped to limit opening statements
to the Members previously recognized, and I intend to do so, but
I have been requested by Ms. Jones to be recognized for 30 seconds
to explain her necessity for departing from the hearing this morn-
ing.

Ms. Jones.

Mr. JoNES. Mr. Chairman, Mr. Ranking Member, Colleagues, 1
appreciate the opportunity to submit my statement for the record.

This morning, the National Institutes of Health will be naming
a building after the Honorable Congressman Louis Stokes, my
predecessor. I must go out there and congratulate them. Thank you
very much. I submit my statement for the record.

[The prepared statement of Hon. Stephanie T. Jones can be
found on page 118 in the appendix.]

Chairman BAKER. Thank you very much, Ms. Jones.

At this time, I would like to proceed with the introduction of our
panelists.

Our first to participate this morning, we welcome, is Mr. David
Tice, Portfolio Manager, the Prudent Bear Fund, and publisher of
the institutional research service known as “Behind the Numbers.”

Welcome, Mr. Tice.

For the record, all witness statements will be made part of the
record. Please feel free to summarize. We will have a number of
questions for the panel during the course of the morning, and we
would like to maximize that time as best we can.
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Please proceed, sir.

STATEMENT OF DAVID W. TICE, PORTFOLIO MANAGER, PRU-
DENT BEAR FUND, AND PUBLISHER OF THE INSTITUTIONAL
RESEARCH SERVICE “BEHIND THE NUMBERS”

Mr. Tick. Thank you very much, Mr. Chairman. David W. Tice
& Associates operates two different businesses. We publish “Behind
the Numbers,” an institutional research service, and serve as in-
vestment advisor to two mutual funds.

I started “Behind the Numbers” in 1988 because I realized insti-
tutional investors did not receive independent, unbiased research
from their traditional brokerage firms, which almost never issued
sell recommendations.

To our knowledge, there are now fewer than six other significant
firms that concentrate on only sell recommendations.

We like to call ourselves “The Truth Squad” with regard to indi-
vidual Wall Street recommendations. The truth is, this lack of ana-
lyst independence has been great for our business. Currently, more
than 250 institutional investors purchase our service. Our 15 larg-
est clients manage more than $2.3 trillion.

David W. Tice & Associates, Inc., is a modest-sized organization
of 17 professionals, yet every 2 weeks we butt heads with the best
and brightest from Wall Street’s biggest firms with our assessment
of company fundamentals.

Of nearly 900 sell recommendations issued between 1988 and
2001, 67 percent have under performed the market with about half
declining in price in the biggest bull market in this century.

Usually our analysis makes our research clients uncomfortable
as well as potential mutual fund shareholders because it differs
from the Wall Street consensus.

However, our research has earned respect because of its quality
and because people realize that our conclusions are free of the bi-
ases that affect traditional Wall Street research.

Our job is not to be pessimistic or optimistic, but to be realistic
and to help protect clients’ capital. In this spirit, and with the ben-
efit of our insight into hundreds of U.S. companies that we analyze,
the U.S. stock market and economy, we concluded that we had a
bubble stock market and a bubble economy.

So we organized the “Prudent Bear Fund” in 1996, the same year
that }llklan Greenspan made his famous “irrational exuberance”
speech.

We believe the individual investor should be warned and should
have access to a vehicle to hedge himself in a market decline. Some
will question our objectivity since we manage this bear’s fund, and
say that I'm just talking “my book.”

But I believe passionately in every word of my testimony, and it’s
all based on fact, rigorous analysis, and solid macro-economic the-
ory.

There is no question, Mr. Chairman, that Wall Street’s research
is riddled with structural conflicts of interest. Compounding this
problem, according to a recent study, those who closely follow Wall
Street’s stock recommendations have suffered abysmal investment
performance as this study showed that from 1997 through May
2001, only 4 out of 19 major Wall Street firms would have gen-
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erated positive returns over the 4% year period in the biggest bull
market in this century.

In our testimony, we’ve provided many examples of conflicts.
Generally, our perception of this situation today coincides with the
Chief Investment Officer of Asset Allocation of a multi-billion dollar
asset manager who said, and I quote: “Research analysts have be-
come either touts for their firm’s corporate finance departments or
the distribution system for the party line of the companies they fol-
low. The customer who follows the analysts’ advice is paying the
price.”

Today, the power structure of most Wall Street firms is simply
concentrated too much in investment banking; and even with the
supposed Chinese walls, there are still multiple cases of analysts
reporting to investment bankers.

This is an outrage. This conspicuous lack of objectivity in re-
search is indicative of what we see as a general lack of responsi-
bility on Wall Street today, one that’s having a corrosive effect on
the marketplace.

The main emphasis of our testimony has addressed the con-
sequences that arise when capital markets lack integrity, stem-
ming largely from this lack of objectivity. This problem is much
larger, Mr. Chairman, than whether or not individual investors are
disadvantaged or have suffered losses, or if analysts receive over-
sized bonuses.

What’s at stake we believe is that a sound and fair marketplace
is at the very foundation of capitalism. It is the functioning of the
market pricing mechanism that determines which businesses and
industries are allocated precious resources, and it is this very allo-
cation process that’s the critical determining factor for the long-
term economic well being of our nation.

When the marketplace regresses to little more than a casino, the
pricing mechanism falters and the allocation process becomes dys-
functional. When the marketplace’s reward system so favors the
aggressive financier and the speculator over the prudent business-
man and investor, the consequences will be self-reinforcing booms
and busts, a hopeless misallocation of resources, and an unbal-
anced economy.

We believe that in an environment of more independent analysis,
it would have led to a more efficient capital allocation where we
would have financed fewer internet companies less fiber optic band-
width, and instead perhaps built more refineries in California
power plants.

When credit is made readily available to the speculating commu-
nity, failure to rein in the developing speculation risks ponzi-type
investment schemes. Such an environment will also foster a redis-
tribution of wealth from the unsuspecting to those most skilled in
speculation.

Such an environment creates dangerous instability, what we
refer to as financial and economic fragility.

The financial sector is creating enormous amounts of new debt
that’s often being poorly spent. Sophisticated Wall Street, with its
reckless use of leverage, proliferation of derivatives, and sophisti-
cated instruments, is funding loans that should not be made.
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While such extraordinary availability of credit certainly does fos-
ter an economic boom, it must be recognized that history provides
numerous examples of the precariousness of booms built on aggres-
sive credit growth that are unsustainable and dangerous.

Goldman Sachs’ Abby Joseph Cohen has used the phrase “U.S.
Supertanker Economy,” but the problem is Wall Street has created
a ship that has run terribly off course. Wall Street’s lack of inde-
pendence has fostered this misdirection and camouflaged the fact
that our U.S. economy is in danger because of our capital
misallocation and credit excess.

This may sound ridiculous to most of you with nearly uniform op-
timism among traditional economists. But if you doubt me, Tll
quote ex-Fed Chairman Paul Volker, who more than 2 years ago
said, quote: “The fate of the world economy is now totally depend-
ent upon the U.S. economy, which is dependent upon the stock
market whose growth is dependent on about 50 stocks, half of
which have never reported any earnings.”

If T could go to our potential solutions. We do not pretend to be
experts in the area of Securities Law and Regulation. We have pre-
sented a list of nine solutions in the spirit of general directions to
take, not specific laws to change.

Not included in our list of solutions are proposals that try to tin-
ker with analysts’ compensation schemes or require some type of
peer review. We believe the problems are so significant and so criti-
cally dimportant, bold solutions, not incremental change, are re-
quired.

Tremendous political courage will be needed to effect change in
this area. Those who have benefited from the current broken sys-
tem have enormous financial resources.

The raw political power of those who favor the current system
cannot be underestimated.

The voice of those favoring change will be faint, but well worth
listening to. However, we must remember that trust in our institu-
tions is the cornerstone of a vibrant capitalist society, and lies at
the heart of a healthy democracy.

Chairman BAKER. Can you begin to wind it up, sir?

Mr. TiCE. Yes. We commend the subcommittee and Chairman for
tackling such a difficult and timely issues. The stakes are enor-
mous.

Thank you for the honor of appearing before this subcommittee.

[The prepared statement of David Tice can be found on page 128
in the appendix.]

Chairman BAKER. Thank you, Mr. Tice. I appreciate your cour-
tesy, sir.

Our next witness to appear is Mr. Gregg Hymowitz, founding
partner, EnTrust Capital.

Welcome, sir.

STATEMENT OF GREGG S. HYMOWITZ, FOUNDING PARTNER,
EnTRUST CAPITAL

Mr. HymowiTz. Mr. Chairman Baker, esteemed Members of the
subcommittee, I'm Gregg Hymowitz, a founding partner in EnTrust
Capital. It’s a pleasure to share with you this morning my summa-
rized thoughts and observation.
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My comments today represent solely my personal views and not
necessarily the views of EnTrust Capital.

Is there a conflict of interest among sell-side analysts and the
companies they cover? In my opinion, the answer is yes.

But the relationship between analyst, issuer, and the investing
public is a complex network of checks and balances.

Typically, the analyst works for an investment bank whose bank-
ers are attempting to move business from the issuer, often in the
form of a capital market transaction. Therefore, most analysts rec-
ognize it does not behoove their firm’s self-interest to have a nega-
tive view on the issuer.

Additionally, most analysts’s compensation at investment banks
has historically been partially determined by the amount of high
margin capital market transaction revenues for which each analyst
was responsible.

The communication between analyst and issuers is symbiotic.
The issuer needs the analyst’s coverage to get potential investors
interested in buying, and the analyst’s life blood is an open commu-
nication channel to the issuer.

One can surmise that communication is easier and more open be-
tween parties when they are aligned. The pressures and conflicts
on the sell-side analysts during the recent equity bubble were exag-
gerated by the compressed period of time the capital markets were
accommodative.

Investment banks, due to the demand from the investing public,
and the supply created by venture capitalists, took hundreds of
companies public that, in historical terms, would never have made
it out the door.

The need for new valuation metrics became apparent. Free cash
flow and earnings metrics were replaced with multiples of sales,
developers, and my favorite, web hits.

Now while many of these metrics have turned out to be just
plain silly and will continue to remain just plain silly, we need to
remember 20 years ago, a now widely recognized metric called
EBITDA was created to analyze certain profitless companies.

Investment banks have been recommending stocks to their cli-
ents roughly since the 1792 Buttonwood Agreement. Historically,
however, the Morning Call was the province of the institutional
money manager, who understood where this information was com-
ing from and was able to evaluate its relative importance.

With the rise of the Internet, Wall Street calls are everywhere,
rich with a frenzy day trading analyst calls took on exaggerated
importance. Often the trading public seized upon these calls and
stocks would move significantly. Remember, there was little or no
public uproar over analysts’ rosy coverage in 1999, when many in-
vestors were making in the market hand-over-fist.

For years, the institutional money manager understood from
where the sell-side research held, and as it became more dispersed,
the individual investor has now caught on.

In this age of information overload, the individual has the re-
sponsibility to perform his or her own due diligence. For decades
now, the institutional investor has been ranking equity analysts,
and today there are dozens and dozens of free websites, which rank
analysts.
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These resources are doing an excellent job of informing those in-
vestors who are willing to invest the time on doing due diligence,
and which analysts to follow.

But for the individual who merely sees the stock market as a
craps table, without doing any of his or her own research on either
the issuer or the analyst, does so at one’s own peril.

One idea that may coerce analysts to be more thoughtful in their
recommendation is for investment banks to actually urge analysts
to own the stocks they suggest, with proper internal safeguards to
prevent such things as front running in addition to appropriate dis-
closure, analysts actually owning the stocks they recommend actu-
ally may help ameliorate the biases that exist.

The old Wall Street adage to analysts is, don’t tell me what you
like, tell me what you own. Many individuals want to find a causal
relationship between the market’s crash and the lack of sell rec-
ommendations among sell-side analysts.

I believe no causal relationship exists. While there have been
many buy ratings on the steel, food, and retail stocks, with little
if any sell recommendations, they did not experience the meteoric
rise many tech stocks had over the past couple of years, incorrectly
many believe that there are few sell recommendations on Wall
Street.

There are, however, numerous firms, including Mr. Tice’s, that
specialize in providing only sell recommendations. Unfortunately,
much of this research is not widely circulated to the individual in-
vestor because, quite frankly, it is very costly. There are also many
countervailing pressures on analysts that work toward providing a
balanced view, first and foremost. On Wall Street, reputation and
record mean everything.

The analysts over time who are the most thoughtful, responsible
and correct earn the respect of the investment community. This in-
stitutional pressure for analysts to be correct is the largest force
compelling unbiased work.

Another clear way of holding analysts accountable is for the in-
vestment bank to publish each analyst’s performance record. This
will provide more information to the investors and aid those who
are superior stock pickers.

Investment bankers should improve the materiality of disclosure
statements. It is more important from a potential conflict stand-
point to know if the bank is currently engaged by the issuer or is
pitching the firm new business, rather than the typical historical
disclosures.

The disclosure statement should consist of whether the analyst
personally owns the security. Equity ownership by analysts is a
positive occurrence, not something to be shunned.

I will sum up. The new information age, combined with Regula-
tion FD, Fair Disclosure, is impacting the role of the analyst, with
companies now severely limited to what they can say to analysts.

Prior to generally released news, the importance and edge that
analysts have over the investing public has significantly dimin-
ished. Unfortunately often, and I know this from personal experi-
ence, the only way to learn this business is from mistakes. That
costs money.
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Investors have learned a hard lesson. With huge rewards come
equally huge risks, the bubble has burst. There will be other ma-
nias with new and probably evermore fanciful evaluation metrics
in our future.

Investors should not believe everything they read, hear, or see.
In the new Regulation FD Internet age, the playing field has been
leveled, possibly lowered. And therefore the responsibility accord-
ingly must be shared.

Thank you, Mr. Chairman.

I'd be honored to attempt to answer any questions the sub-
committee may have.

[The prepared statement of Gregg S. Hymowitz can be found on
page 160 in the appendix.]

Chairman BAKER. Thank you very much.

Just by way of notice to Members, we have a 15-minute vote on
the floor pending, followed by two 5-minutes. It would be my inten-
tion to recognize Mr. Glassman for his opening statement, and then
recess the subcommittee at that moment to proceed to the votes.
We'll be out for about 15 minutes. We will try to get back as quick-
ly as possible.

Mr. LAFALCE. Parliamentary inquiry, Mr. Chairman.

I understand what you just articulated. I wonder if we might
consider—I suppose this depends upon the schedule of the wit-
nesses of panel one and panel two. The bill that we are considering
deals with the SEC and the fees that are being charged. Section
31, Section 6, Section 13, Section 14, peg to parity capacity of SEC
for enforcement, and so forth.

I'm wondering if we couldn’t recess until completion of debate
and passage of that bill, and then return. I suspect it would be
about 2:00 o’clock. But I don’t know what the schedule of the wit-
nesses is.

Right now, we have two responsibilities; one here and one there.
We can’t bi-locate, so either we have to give short shrift to one of
our responsibilities and they are both great.

Chairman BAKER. I understand the gentleman’s point. Ordi-
narily, if we had prior notice to try to make arrangements, we
would have just convened at a later hour today, but given the wit-
nesses’ traveling arrangements, I respectfully suggest we proceed
as announced with a brief recess, come back, and we will do all we
can to accommodate appropriate consideration.

I intend to be in the subcommittee most of the day and will miss
most of the debate on the floor myself, which I deeply regret. But
I think in deference to the eight people who've made arrangements
to be here, we need to proceed as we scheduled.

At this time, I'd like to recognize Mr. James Glassman, no
stranger to the subcommittee, who is a Resident Fellow at Amer-
ican Enterprise Institute and Host of TechCentralStation.com.

Welcome, Mr. Glassman.

STATEMENT OF JAMES K. GLASSMAN, RESIDENT FELLOW,
AMERICAN ENTERPRISE INSTITUTE, AND HOST
WWW. TECHCENTRALSTATION.COM

Mr. GLASSMAN. Thank you, Mr. Chairman, Members of the sub-
committee.
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My name is James K. Glassman. I'm a resident fellow at the
American Enterprise Institute, author of financial books and an in-
vesting columnist for many years. I've devoted much of my profes-
sional life to educating small investors.

This hearing sheds light on an important subject, but I urge re-
straint in two ways. First, analysts should not be seen as scape-
goats for the recent market decline.

Second, this subcommittee should resist the urge to pass legisla-
tion in this area.

Analysts and firms have enormous incentives to do their jobs
well. The marketplace weeds out the bad from the good as long as
the public has the information. That is the function of a hearing
like this, and I commend you for holding it.

Many analysts were caught off guard by the recent decline of the
stock market, which represented the first bear market in a decade.
Some of them were accused of allowing personal financial interests
and a desire to cater to the investment banking side of their firms
to distort their judgments.

Let me make three comments about this criticism.

First, conflicts of interest pervade the securities industry because
they pervade life. You Members, yourselves, cope with conflicts all
the time. You have allegiances to family, to donors, to party, but
you try to surmount them.

Or consider journalists. Surveys show that most journalists lean
to the left of the political spectrum. For example, a study by the
Roper Center of 139 Washington bureau chiefs and correspondents
found that in 1992, 89 percent of them voted for Bill Clinton, 7 per-
cent for George Bush, yet every journalist to whom I've ever spoken
claims that his professionalism overrides these conflicting political
leanings.

Does it?

Well, the answer is that we can judge for ourselves by reading
the articles that they write or the TV segments in which they ap-
pear.

A similar situation prevails for stock analysts, except that their
judgments are clear and more easily accessed by the public.

The essential problem with a conflict of interest of any sort is
that it leads to poor decisions. In the case of journalists, bias may
suddenly color reporting and be difficult to discern.

In the case of stock analysts, it could mean that a company with
poor fundamentals is given a high recommendation.

In this case, however, the analysts’ judgment is assessed quickly
by the public. An analyst who consistently gives bad advice will be
rejected as not useful, either to investors or ultimately to the firm
that employs her. An analyst cannot hide for very long.

Second, I favor voluntary and extensive disclosure by analysts of
personal holdings and other affiliations that might color decisions.
But don’t exaggerate the benefits of disclosure. What, for example,
should an investor make of the disclosure that an analyst owns
shares of stock that he recommends?

Is it that the stock may not be all that good, but the analyst is
pushing it for personal gain?

Or is it the opposite. That the stock is particularly good because
the analyst owns it?
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I am not really sure that disclosure is all that helpful. Yet, I do
favor it, and I do it myself.

Third, the essential critique is that analysts biased by conflicts
have made poor recommendations. Now we can test that theory by
looking at the actual performance of analysts.

How well do they do? This question has been examined at length
in a study published in the April 2001 issue of the Journal of Fi-
nance, a highly regarded publication for scholars.

In the article, the articles, Brad Barber of the University of Cali-
fornia at Davis and three of his colleagues found that analysts’ rec-
ommendations were in fact prescient and profitable. This research
reinforces earlier studies that have found that professional securi-
ties forecasters have acted rationally, that is, with proper judg-
ment.

The authors of the new study looked at a database of 360,000
pieces of advice from 269 brokerage houses and 4,340 analysts from
1986 to 1996. They found that investors buying portfolios of the
highest rated stocks by these analysts achieved average annual re-
turns of 18.8 percent to compare with a stock market benchmark
return over this period of 14.5 percent.

The lowest rated stocks by analysts achieved a return of only 5.8
percent.

These results are truly exceptional. Rare, for example, is the mu-
tual fund that can beat the Standard & Poor’s 500 Stock Index by
four points over 10 years. In fact, the benchmark has beaten the
majority of funds over the past two decades.

I should add that Mr. Tice likes to criticize analysts, but his own
fund, the Prudent Bear Fund, has, according to Morningstar, pro-
duced a total return of minus 47 percent from its inception in 1996
through April 30th, 2001.

The S&P 500, the benchmark, produced a return of positive 120
percent.

The results of the Barber study suggest that analysts are truly
able to pick winners.

Now last month, the researchers published an unpublished fol-
low-up for 1997 to 2000. In the first three of those years, the re-
sults were even better than they had been in the previous 10 years.
But in the final year, 2000, the results were terrible. The most
highly recommended stocks fell sharply while the least favored
stocks did the best.

Those results of course are at variance with the previous 13
years and certainly we should watch analysts closely, but the
longer term results show that, on the whole, analysts do a good job
for their clients.

Finally, I worry that this hearing could send three wrong mes-
sages to investors, to small investors. The first is that bad stock
picks are the result of corruption and bias. In the vast majority of
cases, they are not.

Poor picks usually happen because the market in the short term
is impossible to predict. No one is right all the time or even much
better than half the time.

The second wrong message is that short-term stock recommenda-
tions are all that important to investors. Again, they are not. The
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best advice to investors always is to own a diversified portfolio for
the long term.

Concentrating on the day-to-day judgment of analysts is not a
profitable pastime for small investors, whether those analysts are
pulled by conflicts of interest or not.

And the third wrong message is that the paucity of sell rec-
ommendations is a scandal. To the contrary, smart investors buy
stocks and they keep them; they don’t sell.

Despite the past year, as I said earlier, the benchmark is up 120
percent in 5 years. Investing is a long-term endeavor; done best, it
is boring. If I could change anything that analysts do, it would be
to encourage them to tell us the best stocks to own unchangingly
for the next 5 to 10 years, not the next 5 to 10 weeks.

However, I congratulate this subcommittee for airing such an im-
portant issue.

Thank you.

[The prepared statement of James K. Glassman can be found on
page 166 in the appendix.]

Chairman BAKER. Thank you, Mr. Glassman.

We stand in recess for approximately 15 minutes.

Thank you.

[Recess.]

Chairman BAKER. I'd like to begin the effort to reconvene our
hearing. The good news is we only had two votes instead of three
and Members are on their way back. I expect them to be coming
in as we proceed.

In order to facilitate the progress in the hearing, I'd like to go
ahead and recognize our next witness. It’s my expectation that we
will have at least another hour before we get interrupted again un-
less of course things change.

With that caveat, I would like to, at this time, recognize Mr.
Marc Lackritz, President of the Securities Industries Association.

Welcome, Mr. Lackritz.

STATEMENT OF MARC E. LACKRITZ, PRESIDENT, SECURITIES
INDUSTRY ASSOCIATION

Mr. LAckrITZ. Thank you, Mr. Chairman. Mr. Chairman, I'm
really pleased to be here this morning to have this opportunity to
meet with you and the subcommittee.

The subject of today’s hearing concerns how this industry fulfills
its obligations to its customers, to the nearly 80 million Americans
who directly or indirectly own shares of stock.

Our most important goal as an industry is to foster the trust and
confidence of America’s shareholders in what we do and how we do
it.

And we succeed as an industry only when we put investors’ in-
terests first, period.

I will refer you to my written testimony for a detailed description
of who analysts are and how they help investors and our markets.
The value added by securities analysts has been widely appre-
ciated.

For example, both the Supreme Court and SEC have said in the
Dirks case, as Chairman Oxley indicated earlier, that the value to
the entire market of analysts’ efforts cannot be gainsaid.
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Market efficiency and pricing is significantly enhanced by their
initiatives to ferret out and analyze information. Thus, the ana-
lysts’ work redounds to the benefit of all investors.

How good a job you can ask do securities analysts do? As a
group, they do a pretty good job. As my colleague, Mr. Glassman,
said earlier, the recent academic paper that he cited reviewed ap-
proximately 500,000 analysts’ recommendations from 1986 to 2000,
and concluded that the consensus recommendations that analysts
make on specific stocks prove both prescient and profitable.

The authors found “sell-side analysts’ stock recommendations to
have significant value.” Aside from this comprehensive study, it’s
quite notable that 71 percent of recommendations listed in First
Call are buys or strong buys.

This seems appropriate, considering that the 12 years from 1988
through 1999 saw the Dow dJones Industrial Average and the
Standard & Poor’s 500 Index both post an average gain of 16 per-
cent a year.

Critics of analysts were much less vocal then. To be sure, in the
past year or so as the market declined and the Internet bubble
burst, it seems that securities analysts have a few bloody noses.
They certainly do and they are not alone. Just about everyone
working, reporting on, and commenting about securities recently
has tripped at least a few times.

The question before this subcommittee is whether these analysts
can be subjected to direct or subtle pressure to skirt objectivity and
shade their conclusions one way or another.

It’s a very legitimate question. The answer is, yes, they can. We
in the industry, as well as those who regulate us, long have been
aware of this. For this reason, there are strong legal mandates in
the Securities Exchange Act of 1934. And similar regulations and
laws are on the books to ensure research integrity and objectivity.

These are tough regulations as are the internal safeguards, yet
is clear that some doubts may now be clouding the perception of
how securities analysts operate. That’s why we’re meeting today,
just to banish these clouds.

The Securities Industries Association has formalized and bol-
stered the safeguards by endorsing and releasing earlier this week,
these best practices for research. In these, we articulate clearly the
means to protect the independence and objectivity of securities re-
search and the securities analysts.

We reaffirm that the securities analyst serves only one master,
the investor, not the issuer nor the potential issuer.

Let me offer some examples from its main points:

One. The integrity of research should be fostered and respected
throughout a securities firm. Each firm should have a written
statement affirming the commitment to the integrity of research.

Two. The firm research management, analysts and investment
bankers, and other relevant constituencies should together ensure
the integrity of research in both practice and appearance. Research
should not report to investment banking. The recommendation
should be transparent and consistent. A formal rating system
should have clear definitions that are published in every report or
otherwise readily available, and management should support use of
the full rating spectrum.
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Three. An analyst should not submit research to investment
banking nor to corporate management for approval of his or her
recommendations or opinions, nor should business producers prom-
ise or propose specific ratings to current or prospective clients
while pursuing business.

Four. A research analyst’s pay should not be linked to specific in-
vestment transactions.

Five. Research should clearly communicate the relevant param-
eters and practical limits of every investment recommendation. An-
alysts should be independent observers of the industries they fol-
low. Their opinions should be their own, not determined by those
of other business constituencies.

Six. Disclosure should be legible, straightforward and written in
plain English. Disclaimers should include all material factors that
are likely to effect the independence of specific security rec-
ommendations.

Seven. Personal trading and investments should avoid conflicts of
interest and should be disclosed whenever relevant. Personal trad-
ing should be consistent with investment recommendations.

There are a number of other important points to best practices,
copies of which have been submitted to the subcommittee.

In addition to these best practices, Mr. Chairman, we will also
continue and renew our efforts to educate investors on the risks
and rewards inherent in the market, as well as basic investment
precepts.

We have a number of publications that we’ve put out over the
last couple of years. They are available on our website, and we're
renewing our efforts to distribute them through our own members
to investors directly.

Successful investing is a partnership between securities profes-
sionals and the investor. Therefore, just as the securities industry
is renewing its commitment to do its part, we ask investors to be
educated, informed, and prudent in their investment decisions.

The long-term interests of investors, the securities analysts and
the securities firms for which they work are best served by ana-
lysts using their most skilled powers of research and best judg-
ment.

The market is a very powerful and unforgiving enforcer. Flawed
projections lose customers.

All of us in this industry know only too well the truth of the
adage that it takes months to win a customer, but only seconds to
lose one.

No securities firm wants to give advice that will hurt a client.
Firms that offer bad investment guidance penalize themselves.

We believe the best practices endorsed by so many major firms
and continuing throughout our Association demonstrate a vigorous
renewed commitment to the investor. We hope they will go a long
way toward ensuring that the public maintains and increases its
trust and confidence in our markets and our industry.

Thank you very much, Mr. Chairman.

[The prepared statement of Mark E. Lackritz can be found on
page 172 in the appendix.]

Chairman BAKER. Thank you, Mr. Lackritz.
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I'll start my questions with you and the recitation of the best
practice summary you just concluded. One element of that that I
believe I understand, and want to clarify, that the compensation for
an analyst should not be tied to a specific transaction, so that a
recommendation that leads to a client is an example of something,
a favorable recommendation would not be compensated by bringing
that client into the bank.

However, I believe this to be accurate, and this is the reason for
the question. Either on a quarterly or on an annual basis, the bank
may declare bonuses for all affected parties and therefore reim-
burse or reward the analyst for the year-long effort, as opposed to
the specific transactional activity.

That is correct, is it not?

Mr. LACKRITZ. Yes. But the specific best practice says that com-
petition is not to be directly tied to any specific banking transaction
or trading revenue or sales practice, but should be based on the
overall performance of the analyst including the quality of the rec-
ommendations that the analyst has made.

So the notion is to make it a merit-based compensation system.
Of course, if the firm does better, everybody is going to get some
of the rewards from that.

Chairman BAKER. I understand that. 'm just reading it critically
from a legislative perspective.

I would seem to me that rather than Fed-Exing the reward, we're
going to send it by bus. That’s my problem. There still is a correla-
tion between the recommendations and bringing business in, as op-
posed to doing pure analytical work.

I'm merely making that point to say that the best practices are
indeed an appreciated step and I want to acknowledge that.

As I told you and others, when it was presented, one of the ele-
ments that I believe is missing that we need to figure out how to
resolve is the way to confirm or audit the compliance. It’s one thing
to have a nice book and put it on a shelf; it’s another thing for it
to actually be utilized.

I think what you have presented there represents the absolute
minimum standard for reasonable professional conduct.

I also understand my criticism about the disclaimer. I've been
provided with information in the interim that was intended to pre-
clude potential civil cause of action for someone finding that a par-
ticular standard was not complied with and therefore creating un-
warranted legal liability.

I respect that, but I have to honestly say I don’t believe that dis-
claimer would get you where you want to be. I think in fact there
would be very creative efforts to say that that means nothing.

If we are going to go that route, I'm simply offering this today
as a matter for later discussion that really would have to be the
subject of legislation to provide for a safe harbor from civil liability
in the event that’s where we think we need to go in order to get
the quality of conduct that we think is required.

Do you have any comment?

Mr. LACKRITZ. Maybe I could discuss that from two perspectives.
One, your concerned about attracting long-term business to the
firm because of these recommendations, and second with respect to
the footnote.
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The goal of these best practices is to raise the quality of research
throughout the industry, not to create a sub-structure of lots of dif-
ferent rules and regulations, but clear standards of behavior for
what we can control.

In the long run, firms are going to succeed by the quality of their
advice. They will attract business because of the quality of their
advice.

Chairman BAKER. I think that’s true at a modest growth or cer-
tainly in an environment where people are worried about losing
money. But in a bull market we’ve just come through, people are
going to throw money without regard.

They’re going to watch the evening commentators figure out who
the hot guys are. I mean, I've watched it. I've had yahoo finance
web page and I watch and I say, this is going to be a real comer.

You can see almost instantaneously the level of volatility that
comes as a result of that guy’s hip-shooting, and I can’t say that
that’s appropriate for the investor to do it, but I'm saying that’s
what’s happening.

And people don’t want to miss out on the opportunity to see their
wealth increase. It’s just logic.

So we look to this analyst group to be the guys who really make
sure that we’re not being led in the wrong direction.

Mr. LACKRITZ. I think that’s a very good point, and it’s part of
the reason we’re renewing our efforts toward investor education,
because that’s so very important to advise investors to get a second
opinion, to do the research, to not just immediately buy something.

Chairman BAKER. Let me jump, because I've got a couple of other
things I want to try to cover before I run out of my own time.

I just can’t fathom going through the list you read, which is out-
standing, that there would be a circumstance in which any of those
minimal requirements would not always be applicable. In other
words, what circumstances would I not do this, applying the Lou-
isiana Real Estate Code to my practice?

In all honesty, we’ve got a way to go here to catch up to that.

Mr. Glassman, let me address your comment about journalism
and matters in political office and their ethical conflicts. If you are
suggesting that the measure of congressional ethics ought to be the
standard, which I think would shock most people in America, let
me quickly add, we have to disclose every nickel of public income,
every nickel of outside income, which is also limited. We have to
disclose what boards we serve on if we choose to serve on boards.
We have to disclose what charitable contributions are made to our
credit by third parties. We have to report what trips we take if
we’re not on our own time, where we go. Then we are precluded
from eating anything unless we’re standing up.

The political contributions, we’re limited in what we do. If you're
suggesting we should subject the analyst community to the same
standards of disclosure as the Congressman, I'm on.

Mr. GLASSMAN. In fact, as you may know, Congressman, first of
all, T lived in Louisiana for many years myself, and I know what
you’re talking about.

Chairman BAKER. Ethics is always the number one concern in
Louisiana. I'm sure you know that.
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Mr. GLASSMAN. When I was editor of Roll Call, the newspaper
that so diligently covers Congress, I editorialized many, many
times against these nitpicking kinds of disclosure rules to which
Congress is now subjected.

I think at least there’s a certain consistency in my view. The only
thing I can say is that there are many other conflicts. They have
to do with family, and in some cases they have to do with donors,
that really are not covered by any rules. And the fact is, you sur-
mount them day after day.

For example, it’s no secret, and it’s not necessarily terrible that
Members of Congress who have Members of their own families who
are suffering from a specific disease will advocate more research
money for that disease.

Chairman BAKER. Sure, but that’s only subject to getting 219
votes to make it happen.

Mr. GLASSMAN. Exactly right. These conflicts are surmounted I
think in most cases by you, because you have to publicly vote. And
if you take a vote, and people say, oh, well, he did this because of
this donation or because of this conflict or that conflict, it’s out on
the table.

That’s the analogy that I wanted to draw.

I think with journalists, it’s the same thing, but basically in
spades. The journalists lean to the left based on studies. I think it
would be hard to argue with that. And yet every journalist says
that he or she is a professional who surmounts those conflicts.

Chairman BAKER. But if the journalists was writing about a
stock in which he had a financial interest and put it in the paper,
that would be grounds of dismissal, would it not?

Mr. GLASSMAN. It depends on the publication, frankly. I think
that journalists should disclose their holdings, but I think that’s
really up to them and to the publication. I don’t think the Congress
should pass a law that says that every journalist must disclose
holdings.

When I worked for the The Washington Post, 1 was not even al-
lowed to own stocks, and I thought that was a good rule.

Chairman BAKER. My point is that you don’t have to have a pub-
lic disclosure. There is a professional standard which says, you
don’t play in this game, period.

Second, if you do play in the game and you write about what you
own, which is self-serving, you're gone. I don’t think that needs to
be subject of a rule or regulation. I think that’s professional stand-
ards, which is what we are trying to pursue here today.

And I'm way over my time. I assure you I'm going to be back.

One caveat that I think, in fairness, I should make an announce-
ment. After discussion with Mr. LaFalce, Mr. Kanjorski, and Chair-
man Oxley, what we do intend to do with the Fair Practices Stand-
ard, not to make a political determination here today, is to, be-
tween now and the next hearing, circulate the Best Practices
Standard for review and comment by regulators, NASD, the SEC,
academic review, to get professional response to us from appro-
priate interested parties.

Convene a second hearing, at which time we will receive those
comments, and a second panel. I spoke last night with Ron Ehsara
concerning media concerns was on the air, and he wanted to know
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if anybody in the media had been invited, and I said, yes, we
hadn’t had anybody take us up, and he wants to come down.

So we will have a media panel to get their involvement in this.
We cannot shoot specific minnows in the barrel. There are a num-
ber of people who are in the tank who have shared responsibility.

Before we’re done, we're going to look at everybody, and I just
wanted to make that announcement for the subcommittee as well.

Mr. Bentsen.

Mr. BENTSEN. Thank you, Mr. Chairman. Thank you all for being
here. I apologize for missing some of the testimony.

This is an interesting hearing, but I can’t think of a time and I
would ask the panel when there was a time that you had a run
up in the market and then you had a correction, that the fingers
didn’t start being pointed at one another.

Particularly, it’s one thing with retail investors and I think you
have to differentiate between retail and institutional investors. But
I happen to think of institutional investors as so-called “big boys”
as being ones who theoretically and under the law are considered
as being sophisticated and know what they are getting into.

And yet I can’t think of an instance where there’s a correction
and sophisticated investors don’t turn around and say, why didn’t
you tell us this? We weren’t aware of this.

And yet, there is, under the law, a least in some practice, there’s
a great deal of disclosure. I guess from my perspective, I'm kind of
shocked to find out that stock analysts or equity analysts might
well be giving subjective advice as opposed to objective advice.

I would bet that the retail public would be equally shocked to
find out that somehow that analysts who work for brokerage
houses may well be interested in helping promote some of the
stocks or bonds that are being sold by those houses.

You know, I understand if there is an issue that relates to ma-
nipulation, but on the other hand, I think we might be erring a lit-
tle bit in trying to think that analysts employed by firms which are
underwriting stocks and bonds are somehow supposed to be audi-
tors and not people who give a subjective viewpoint, and that we
don’t take this with a grain of salt.

But I would ask anybody, is there a period of time that there
hasn’t been a correction where people haven’t come back and said,
things were not done fairly.

Mr. Hymowitz raised the issue of EBITDA went on after the
crash of the job market, and people were saying that there wasn’t
appropriate disclosure, that these deals were oversold, and yet you
had some very sophisticated investors who were involved in buying
those deals.

Mr. HymowITz. Unfortunately, I've had the finger pointed at me
by my clients when I lost their money, so your point is well-taken.
Obviously, when the market starts going down, people start loosing
money, you learn very quickly that people take their money very,
very seriously.

This is not a perfect business. In a sense, investing is not a
science. David does an excellent job and we subscribe to his re-
search, bu