A Martian arriving today in Wall Street or the City would understandably be confused by the current debate over independent equity research. How to reconcile the suggested $1 billion to be invested in new research facilities to be offered to retail investors with the overwhelming evidence that there is too much equity research today and a declining willingness by buy-side investors to pay for it! No wonder recently unemployed equity researchers are queuing at the door of the estimated 250 providers of ‘independent’ equity research on Wall Street!

What is the reality behind this paradox?  Let’s start with agreeing what is equity research. We suggest that it’s a vast investment in data bases and models, desk research, an intensive network of contacts with management, in-depth research on key issues impacting the future of the particular business, tons of written and on-line material, and the famous recommendations whose perceived bias has captured headlines.  What do buy-side investors want? All the surveys indicate that they want original ideas that can make them money - presumably based on this vast investment - before other investors catch on.  Hence the universal demand for the ‘first call’. Not surprisingly, retail investors would like the same service if they could get it.

Why all the fuss about ‘independent’ research? Because the fruit of this massive investment - literally hundreds of analysts working for each of the major investment banks with budgets approximating $1 million all-in per professional - has been hi-jacked in some cases by investment bankers who have been paying for an increasing portion of these salaries in their efforts to win mandates and understandably want some return on their investment. Buy side investors know all this and have acted accordingly, asking sell-side researchers to provide the elements of their work (models, estimates, current insight, etc.) and hiring a limited number of their own analysts (increasingly from the sell-side!) so they can make up their own minds on what to buy or sell. Retail investors don’t have this luxury, but as indicated below they aren’t bereft of access to many elements of this research.

So one element of the puzzle is this massive investment of billions of dollars in research budgets, but whose value has been undermined by some examples of biased recommendations. Another piece is the availability of truly independent equity research which has been provided for decades by firms without any perceived conflict, such as Argus Research or Sanford Bernstein in N.Y. This segment is a molehill next to the mountain of investment banking research for the very good reason that many of the best research brains have been attracted to the more lucrative sell-side of the business. The bottom line is that independence is highly regarded, but so is the brainpower which has gone into the big budgets of the investment banks. And a few recent studies have confirmed that structural independence does not necessarily produce better recommendations!

So what should wise public policy do about the problem? Will new sources of research, or organisational restructuring within the banks, solve it? Not very likely!  Citibank’s restructuring of its research function to report to the CEO sounds good, but hasn’t Merrill Lynch traditionally separated research from revenue - generating functions and still suffered an embarrassing $100 million fine?  

Equity research as we know it today is a giant which has been fed by the investment banking boom and will recede in size as the industry adjusts to post-2000 conditions. And the idea of investing $1 billion in new research - essentially replicating the investment which has been made over the 1990s by dozens of investment banks - can benefit mostly those lucky enough in a difficult market to find jobs at the new entities. The retail investors for whom the output is destined can add it to existing sources such as the advice of their personal broker, the wealth of on-line services from specialists like Schwab, and the providers of their 401k pension funds. 

We suspect, though, that what they want is not far from the nirvana of the buy-side institutions: good ideas that will make money, not another flood of written material. And it is far from certain that the ideas from this new fount of knowledge will be any better than what they have now - especially if the top talent remains where the money is - in the investment banks or leading independents like Sanford Bernstein. Sally Krawcheck’s departure for Citigroup reflects, among other things, the ability of the investment banks to attract top research talent.

Let’s finish with the dilemma for public policy: what should be done!? To us it’s all about what is known today as corporate governance: establishing and enforcing processes of professional behaviour - not fiddling with organisational structure or pouring money into a new vehicle. The profusion of inherent conflicts in an investment bank make such rules essential to avoid today’s bugbear of reputational or operational risk. The best firms in the business have these guidelines; just look at Merrill Lynch and Goldman Sachs and their well-advertised values. The problem is that these values may have been subverted or ignored in the dash for cash of the late 1990s. Just as Pillar 2 of the proposed Basle 2 framework is designed to enforce good practice in risk management, so should regulators ensure that acceptable behavioural processes exist and are regularly monitored.
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