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2

3

IN THE MATTER OF:
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BEAR. STEARNS & CO. INC. ,
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Consent Order
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WHEREAS , Bear,.Stearns & Co. Inc. (''Bear Steams" or the finn) is a broker-dealer
registered in the State of Delaware; and
WHEREAS , coordinated investigations into Bear Stearns' activities in connection with
certain conflicts of inierest that research analysts were subject to during the period of July I,
1999 througb June 30. 2001 have been conducted by a muIti~state task force and ajoint task
force of the U.S. Securities and Exchange Commission, the New York Stock Exchange, and the
National Association of Securities Dealers (collectively, the " regulators"); and
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WHEREAS, Bear Steams has cooperated with regulators conducting the investigations
by responding to inquiries, providing documentary evidence and other materials, and providing
regulators with access to facts relating to the investigations; and
WHEREAS. Bear Stearns has advised regulators of its agreement to resolve the
investigations relating to its researeh practices; and
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WHEREAS . Bear Steams agrees to implemen( certain changes with respect to its
research and banking practices, and to make certain payments; and
WHEREAS, Dear Stearns elects to permanently waive any right to a hearing and appeal
under 6 Del. C. Chap. 73 (the "Delaware Securities Act") with respect to this Consent Order (the
"Order");
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NOW, TIIEREf--oRE, the Securities Commissioner for the State of Delaware (the
"Commissioner") hereby enters this Order:
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I.

JURISDICTION/CONSENT

3

Bear Stearns admits to the jurisdiction of the Division of Securities of the State of Delaware (the
"Division"), neither admits nor denies the Findings of Faet and Conclusions of Law contained in
this Order, and consents to the entry of this Order by the Commissioner.
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II.

FINDINGS OF FACT

S

A.

Background and Jurisdiction

2
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1.
Bear Stearns, a Delaware corporation with its principal place of business in New
York, New York, is a subsidiary of The Bear Steams Companies, Inc. Bcar Steams
provides equity research. sales, and trading services; merger and acquisition advisory
services; venture capital services; and underwriting services on a global basis.

7
8

2.
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Bear Stearns is registered with the Securities and Exchange Commission

("Commission"), is a member of the New York Stock Exchange, Inc. (the "Exchange")

and the NASD Inc. ("NASD") and is licensed to conduct securities business on a
nationwide basis.
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3.
Bear Steams is currently registered with Delaware Securities Division, as a
broker-dealer, and has been so registered since.
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4.
This action concerns the time period of July 1, 1999 to June 30,2001 (the
"relevant period"). During that time, Bear Stearns engaged in both research and
investment banking (tlIB ") activities.
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B.
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Overview
1.
During the relevant period, the Finn sought and did IE business with many
companies covered by its research. Research analysts were encouraged £0 participate in
ill activities, and that was a factor considered in the analysts' compensation system. In
addition, the decision to initiate and maintain research coverage of certain companies was
in some cases coordinated with the IB Department and influenced by ill interests.
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2.
As a result of the foregoing, certain research analysts at the Firm were subjected
to m influences and conflicts of interest between supporting the IE business at the Firm
and publishing objective research.
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3.

The Firm had knowledge of these IE influences and conflicts of interest yet failed
and maintain adequate policies, systems and procedures that were reasonably
designed to detect and prevent the influences and manage the conflicts.
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C.

Research Analyst Participation in Investment Banking Activities
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1.
Research analysts were responsible for providing ana1yses of the financial outlook
of particular companies in the context of the business sectors in which those companies
operated and the securities market as a whole.
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2.
Research analysts evaluated companies by, among other things, examining
financial information contained in public filings, questioning company management,
investigating customer and supplier relationships. evaluating companies' business plans
and the products or services offered, building financial models and analyzing competitive
trends.

3

4

5
6

3.
After synthesizing and analyzing this information, analysts produced research in
the fonn of full reports and more abbreViated formats that typically contained a
recommendation, a price target, and a summary and analysis of the factors relied upon by
the analyst.
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4.
The Firm distributed its analysts' research internally to various departments at the
Finn and externally to the Firm's retail and institutional investing clients. In addition, the
Finn sold some of its research directly to non-clients, disseminated it through distribution
agreements with other broker dealers, made it available to third party subscription
services such as Pirst Call, and offered it for sale via market websitcs such as
MultexInvestor.
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5.
In addition to performing research functions, certain research analysts participated
or assisted in JB activities. These IB activities included identifying companies as
prospects for IB services, participating in "pitches"l of IB services to companies,
2
attending "road shows .. associated with underwriting transactions, and speaking to
investors to generate interest in underwriting transactions.
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6.
In preparation for each "pitch" the bankers, with the analyst's input, prepared a
"pitch book" which was distributed at the meeting and contained a summary of the Firm's
presentation.
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7.
The pitch books, in some instances, identified the covering analyst by name,
provided infonnation about that analyst's background and reputation, sometimes
characterizing the analyst as the "ax" in Iris or her coverage sector, and Pighlighted the

19
20

A "pitch" is a presentation made by bankers and research analysts to a potential IE client in
order to obtain the mandate for an upcoming m transaction. In competing for an IB mandate,
the Fiffil typically sent bankers and the analyst to meet with company management to
persuade the company to select the Firm as one of the investment bankers in a contemplated
transaction. At these "pitch" meetings Firm bankers would present their level of expertise in
the company's sector and discuss their previous experience with other such companies, as
wen as their view of the company's merits and likelihood of success.
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A "road show" is a series of presentations made to potential investors in conjunction with the
marketing of an upcoming underwriting.
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success of Bear Stearns' underwritten IPOs covered by the analyst. The pitch books also
highlighted such factors as the number of lead and co-managed IPOs that the Firm
currently had under research coverage, This information was intended to convey to the
issuer that such treatment would be accorded to it if Bear Stearns received the mandate
for the ill transaction.
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8.
The analyst's reputation played a role in pitching the Firm's ill services to
potential clients. Issuers often chose an investment bank because of the reputation of the
analyst that would cover the company's stock.
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9.
The pitch to an issuer by the research analyst contributed to Bear Steams' ability .
to win investment banking deals and receive investment banking fees from that and
subsequent investment banking relationships.
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The investment banking division at Bear Stearns advised corporate clients and
10.
helped them execute various financial transactions, including the issuance of stock and
other securities. Bear Steams frequently served as the lead or as a co-lead underwriter in
initial public offerings ("JPOs") -- the nrst public issuance of stock of a company that
has not previously been publicly traded - and follow-on offering of securities.
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11.
DUling the relevant period, investment banking was an important source of
revenues and profits for Bear Steams. In 2000, investment banking generated more than
$965 million in net revenues, or approximately eighteen percent of Bear Steams' total net
revenues.
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12.
The IB activities in which analysts participated also included participating in
commitment committee) and due diligence activities in connection with underwriting
transactions and from time to time assisting the m Department in providing merger and
acquisition ("M&A ") and other advisory services to companies.
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The Finn encouraged research analysts to support the IB and other businesses of
13.
the Fitm. With regard to IB, research analysts were encouraged to work in partnership
with the IB Department by participating in the foregoing IB activities, and the level of
certain research analysts' partiCipation in these IB activities was sometimes significant.
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a.
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On September 23, 1999, the Head of Research provided research analysts with
guidelines to follow in drafting their business plans. The guidelines stated they
were "designed to help [the research analysts] focus on executing and delivering
[their] goals, improving [their] overall contribution to the finn and enhancing
[their] relationships with [their] partners throughout the finn," These guidelines
requested the research analysts to describe their contributions to nine separate
areas of the Firm's business. With respect to the area identified as «Banking," the
guidelines stated: "After your business plan meeting with your bankers please
discuss any ideas you have generated for deal 'o rigination and timing of coverage
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The "commitment committeel! was responsible for, among other things, evaluating and
determining the Finn's participation in n?Os and other IE transactions.
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for existing or proposed corporate relationships. Include or attach to your
business plan a list of stocks you and your corporate finance team have agreed
upon as priorities. Include plans to help market transactions or to introduce M&A
activity. Discuss any plans to drop coverage where there is no longer a strategic
fit."
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b. In her 1997/1998 business plan, an analyst stated, "If I were any more aggressive
in the banking area, my office would be on the third floor [location of IB offices
of the Firm]."
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14.
In connection with their participation in IB activities, certain research ana1ysts and
investment bankers ("bankers") communicated, in various frequency and extent, through
meetings and via telephone and electronic mail (lte-mail").
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15.
The m department at-the Fitm was organized into industry groups that
corresponded to certain research sectors, Research analysts were aware that, in certain
circumstances, their positive and continued coverage of particular companies was an
important factor for the generation of investment banking business. Thus, some research
analysts and bankers coordinated the initiation and maintenance of research coverage,
based upon, among other things, investment banking considerations.
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a. On February 9, 2000, two bankers and an analyst submitted a joint business plan
to the co-heads of the ill technology group. The stated purpose of the
memorandum was to "describe a strategy for investment banking and research
coverage and coordination of companies which provide Internet enabling
technologies. The near-term goal is to establish an organized and prioritized
calling effort with an emphasis on cultivating fewer and deeper, lead managed
relationships." [Emphasis in originaL]
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D.

Participation in Investment Banking Activities was a Factor in Evaluating and
Compensating Research Analysts
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The compensation system at the Firm provided an incentive for research analysts
to contribute to all areas of the Finn's business, including participating in IB activities
. and assisting in generating m business for the Firm. Research analysts' participation in
IB activities was one of several factors considered in detennining their compensation.
Notes of staff meetings reflect the following statements by the Head of Research to
analysts:
a. "I'd like to remind everyone how you get paid at Bear Stearns. It is based on your
contribution to your team and your contribution to the finn ... Notice that being a
partner with banking is part of the analyst job description. You are not compared
or matrixed or in any way paid on a fonnula. Working on transactions is not
incremental to your compensation, it is an expected part of it."
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b. "I need to remind you that investment banking revenues are not incremental to
your bonus. Being a parlner to banking is part of your job. You are paid on
perfonnance and based on your contribution to the finn."
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2.

The performance of research analysts was evaluated through an annual review

process. Where not set by contract, the research analyst's salary and annual bonus were
also detennined through this process.
3.
Information on the analyst's job perfonnance was gathered through annual selfevaluations, analyst's business plans, surveys of management, and trading and
institutional sales department personnel, e-mail and oral feedback from employees in the
m and other departments at the Firm, and the Finn's institutional cHents.

4.
The research analysts' annual business plans contained, among other things. their
contributions to various areas of the Finn, including IB, for the past year, and their plans
for improving their contribution to these areas of the Firm, including ill, in the coming
year.
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In their self-evaluations, which were used to communicate their accomplishments
to and petition management for increased compensation analysts discussed such areas as
their rankings in independent research pails, the scope of their research coverage, their
participation in industry conferences, and the Finn's Autex rankings in stocks they
covered.. Certain research analysts provided extensive infonnation regarding their
assistance to IB, including accomplishments, goals, and participation in lead- and comanaged underwritings, and sometimes also including the revenues to the Film
associated with the m transactions on which the anaiyst worked. In addition, analysts
were occasionally requested to inform research management of fees generated by the m
transactions on which they worked.
5.
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a. In an October 24, 2000 e-mail to the Head of Research, a senior analyst.
summarized his 9 key accomplishments during fiscal year 2000. The first and
largest point, which dealt with his contributions to lB, stated as follows:
"*Corporate finance: generated over $23 million in fees to the fum in nine
separate transactions: *Storage networking: identified a new financial
opportunity for the finn, which resulted in six transactions ... I should be
designated as a finder for Ancor [Ancor Communications], JNI [JNICorp.] and
Vixel [Vixel Corp.]. *iAppliances: identified a new industry category ... which
was a source of two IPOs ... *Agilent [Agilent Technologies]: I should be
designated as a finder - or at least a save for Agilent. BS pitched the business
and lost. I went in and re-won the business, generated fees of around $2.5 million
to the finn." The e-mail to the Head of Research included a spreadsheet listing
the IS transactions on which he had worked and the associated revenues to the
Finn. The Head of Research praised the fonnat of the summary and suggested
she might have all research analysts submit theirs in the same fonn.
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b. In a June 21, 2001 e-mail from a member of the research management staff, the
research analysts were requested to submit information regarding all banking

6

transactions that had closed or that were pending in their sectors during the prior 6
month period.
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6.
Certain research analysts perceived that the amount of their bonus would be
influenced by their contribution to and impact on the fum's IE business, and the fees
generated by m transactions on which they worked.
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Research analysts were encouraged to SlippOlt and assist all areas of the Firm and
to participate in m activities and activities that enhanced the reputation of the Firm's IB
business. Based upon statements by research management indicating that partnership
with banking was part of their job as research analysts, the inclusion of "Banking"
section in their annual business plans. information regarding m transactions in their selfevaluations, and requests from research management for specific infonnation regarding
m transactions in their coverage sectors, certain research analysts believed that the
revenues generated by their participation in IB activities was an important factor in their
evaluations and compensation. Accordingly, some research analysts were encouraged to
participate in IS activities., increase IB revenues, and enhance the reputation of the Finn,
inc1uding its IE business.
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8.
Research Analysts' salaries and bonuses were detennined by a multiple factorbased approach. Among other things, analysts were judged for compensation purposes
based on the performance of their stock picks, their impact on the buy-side accounts as
measured by votes, the Firmts market share in trading volume in the stocks they covered,
their participation in IB activitie.<::, and the fees and secondary trading commissions
generated from those atti vities were considered.
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E.

Investment Banking Interests Influenced the Firm's Decisions to Initiate and
Maintain Research Coverage
1.
In general, the Finn detennined whether to initiate and maintain research
coverage based upon institutional investors' interest in the company, and the company's
importance to the sector or IB considerations, such as attracting companies to the Firm to
generate IE business or maintaining a positive relationship with existing IB clients.

19
20
21
22
23

24
25
26

2.
The nature and duration of research coverage were important criteria for a
company's choice of a broker dealer for IB services. The pitch books typically contained
infonnation stating, among other things, that: "an important element to successfully
executing an IPO is having an assurance that the Firm will provide research coverage to
the IPO candidate in the offering and in the aftermarket."
3.
The Finn generally initiated coverage on companies that engaged the Finn in an
IB transaction. In pitching for m business, the Firm sometimes represented to the
company the frequency with which reports would be issued.
4.
The Finn's ratings system, which ~as intended to reflect the long-term prospects
of a rated stock, allowed research analysts to assign one of five ratings to a stock: (1)
"Buy" - Expected to outperform the local market by 20% in the next 12 months. Strong
conviction and typically accompanied by an identifiable catalyst; (2) "Attractive" -
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Expected to outperfonn the local market by 10% Of more, it is usual1y more difficult to
identify the catalyst; (3) "Neutral" - Expected to pelfonn in line with the local market; (4)
"Unattractive" ~ Expected to underperform the local market; and (5) "Sell" - Avoid the
stock.
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5.
During the relevant period, there was a sharp downturn in the stock market and
stocks in certain sectors perfonned poorly. During this period, the Fum did not issue
ratings of "Unattractive" or "Sell" in connection with any covered companies in these
sectors.

6

6.

4

7
8

9
10

11
12
13
14

15

16
17

18
19

20
21

22

23
24

Research management communicated with IB management to ensure that

research opportunities were appropriately aligned with identified. m opportunities.

7.
The Stock Selection Committee was ultimately responsible for making the
determination to initiate coverage of a given company. The Head of Research was
ultimately responsible for making the determination to maintain research coverage.
Nonetheless, IB considerations sometimes influenced the decision to initiate and maintain
coverage.
Some research analysts and bankers actively coordinated the initiation and
8.
maintenance of research coverage based upon, among other things, IE considerations.
This coordination consisted of meetings and communications by telephone and e-mail.
9.
ln some circumstances, research coverage was initiated based on IB
considerations.
a. In an Apri119, 2000 e-mail from a member of his staff, the head of the IB
Technology Cit'oup communicated the following to the Heads of Research and IB
as wen as numerous analysts and bankers: "[Analyst A] and (Analyst B] agree
that [Analyst B] will be the analyst covering CacheFlo (Cacheflow]. [Banker]
and [Analyst B] will discuss with CacheFlo what the planned timing of their
offering will be so as to insure that if we initiate coverage in advance of the
transaction we will not be prohibited from being an underwriter, [Analyst BJ and
[Banker] will also stress to the company that if we initiate coverage we expect our .
position in the company's future financing and strategy actions to be materially
improved."

10.
Given that research analysts participated in determining in which lB transactions
in thcir sectors the Finn wouid participate, if the Firm determined to participate in an
equity offering for a company, it was expected the company would qualify for an initial
"Buy" rating.
11.
An analyst who anticipated initiating coverage of such a company with less than a
"Buy" rating informed lB in advance as follows.
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a. In a February 8, 2000 e-mail to bankers andtheHeadofResearch,this analyst
stated: "Just wanted to be sure that everyone knows that we will be using an
8

Attractive rating on go.com. H anyone has any comments or issues, please let me
know."
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h. In a March 17,2000 e-mail to research analysts, an associate analyst stated: "I
talked to [the liaison between research and IS] mld we have the go ahead to
initiate on IPET [Pets.com] with an Attractive rating. According to [the liaison]
we should explain somewhere in the text, why our opinion about the company's
prospects have changed from the time we initiated coveragc.,,4

2
3
4
5

c. In his annual evaluation, this analyst was criticized as follows: "Has been
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working poorly wlbankers - in changing opinions after the finn has committed to
co. mgmts". The analyst testified that he believed the statement related to his
communicating his opinions regarding companies to bankers in a timely manner,
and that if his opinion regarding a company changed from a more positive opinion
to a more negative opinion about a company after a banker had already made
some sort of commitment to a company, it made life difficult for the banker and
was not ideal from his standpoint. He went on to testify that, particularly in his
highly volatile sector, companie..q, often changed a lot between the time of the first
organizational meeting and the date of the lPO.
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12.
In some circumstances, the determination to maintain research was intluenced by
IB considerations.

13

a. Due to IE influences a supervisory analyst perceived and communicated to others
that IE approval was required before coverage could be dropped. In response to
an inquiry by an associate analyst regarding dropping coverage of 2 companies, a
supervisory analyst stated in an April 19, 2002 e-mail: "[The Head of Researchl
says before dropping coverage, you need to get pennission from both: 1. the
market makers on the trading desk, 2. the bankers."
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b. In an April 3, 2000 e-mail to the Heads of Research and IB as well as numerous
members of both departments, a banker discussed a company's decision to
exclude the Finn from a follow-on offering. He stated: "I expressed significant
disappointment with the fact that they neglected to discuss this issue with us prior
to this time and that they left us no choice but to drop research coverage and
trading, since they obviously did not value our support to date. [Analyst] - As we
discussed, feel free to drop at any time. I told the CPO that you would likely put
out a note, but did not know when." In a follow-up e-mail the Head of Research
stated that she agreed with the decision to drop coverage. The analyst ultimately
detennined not to drop coverage.
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F.

,

Research Analysts Were Visible on Stocks to Generate Investment Banking
Business
In fact, Bear Stearns had not yet initiated coverage on IPET at the time this e-mail
was sent.
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1.
Issuers also considered investment banks' aftennarket trading support as a factor
in selecting an investment bank. The Finn's trading volume and trading rank were factors
it promoted to IB clients in pitch presentations.
2.
The Firm distributed to sales and trading personnel and research analysts the
"Trading Focus List," which contained stocks of companies from which the Firm was
seeking or with which the Finn had IB business.
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3.
A research analyst actively marketed companies on the Trading Focus List in
order to obtain m business.
a. In a December 10, 1999 e-mail, an analyst wrote the following to Equity Trading
. copied to the Heads of Research and IE: "Snhject: PIs make the trading of
Packcteer a top priority. I spent two days with Paclreteer CPKTR') management
this week visiting investors. Management are extremely happy with our research
coverage and banking services. But they have repeatedly indicated to me that our
trading.stat. is not satisfactory ... CEO hinted to me many times that we have a
chance for the books for the secondary if we improve the trading... They are likely
to do a secondary in Ql - mostly likely late January/early February; could be as
much as $200 MM deal. Please help us in improving our trading immediately. We
wi11 do whatever it takes from the research side."
b. In a September 14, 2000 e-mail to Equity Trading the same analyst wrote the
following regarding banking client SonicWall ("SNWL"): "We need. help in
boosting our trading stat for SNWI.... Both management and their VC called me
yesterday complaining about our trading - #2 in August and #3 so far in
September. More importantly, they argued that we are not supporting the stock
when it is weak. ..! made a positive callan Monday but am not getting much
support. PIs help us here since this important technology client indicated to me
that if we do not improve, it will hurt our banking relationship with the company."
c. In a March 8, 2001 e-mail the same analyst again wrote to Equity Trading
regarding two IB clients he covered: "Subject: MUSE [Micromuse] and ISSX
[Internet Security ~ystcms] autex - both on focus list. On MUSE - we dropped
from #3 or 4 in 2000· to #10 in Feb and March to date. I just called the trader (0
see what we can do. I have been extremely active on the name- took management
to Boston, Denver, Minneapolis and KC in February alone. Do not quite
understand. PIs follow up. ISSX - we dropped from #2 or #3 ...to #11 in March. I
am very activc on ISSX also. Thanks for your help on this." Equity Trading
responded: "What do you want me to do? Get some orders on the stock yourself.
Generate some order flow!!" The analyst replied: nI am trying... but are the traders
on these two stocks good?"
4.
In order to raise or maintain the Firm's visibility on stocks with which the Firm
wanted to do IB business, certain research analysts nominated companies to participate at
Firm sponsored conferences, took company managements on non-deal road shows, hosted
10

field trips for institutional investors to companies' headquarters and arranged other meetings
between in~titutional investor clients and companies.
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5.
Research analysts were visible on stocks of companies with which the Firm
wanted to do IE business in order to generate m business.
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G.

6

Research Analysts Were Subject to Pressure by Covered Companies
1.
Certrun research analysts communicated regularly with employees of the
companies that they covered, including executive and senior management of those
companies. These communications occurred through telephone and e-mail exchanges,
company-sponsored events, and analyst calls.
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2.
Research analysts were sometimes subject to pressure from companies they
covered to issue better ratings and recommendations. Research analysts understood that
negative ratings and reconunendations could adversely affect the Finn's ability to attract
and retain IS business from those companies.
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a. On November 2, 2000, in his 2000 se1f~evaluation an analyst wrote in a section
entitled "Areas to Improve: We want our banking clients to know that our
research is objective and independent but always sensitive 1O their best interests.
There have been instances in my career where certain banking clients felt that our
research and public comments weren't sensitive to their interests. This is a very
important issue for us and we take it most seriously. We will continue to make
every effort to be sensitive to our clients and our banking partners."
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3.
When research analysts downgraded or issued a negative comment on a banking
client, they sometimes received direct feedback from high-ranking company officials.

17
a. In an August 24, 2000 e-mail, a banking client responding to a downgrade ofms
company wrote: "Your earnings estimates are on track, however, given the
downgrade, I sure would have liked to sec you give us a lower bar on
revenue ... [W]hiJe we affirmed the revenue estimate, they were definitely a stretch.
Seems a shame to waste a downgrade by not buying the opportunity for us both to
over-perform going forward ... "
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H.

In Certain Instances, the Firm Published Exaggerated or Unwarranted Research
1.
On several occasions, the conffiets of interest discussed above resulted in analysts
publishing recommendations andlor ratings that were exaggerated or unwarranted, andlor
contained opinions for whieh there was no reasonable basis. The following are examples
of how these conflicts affected the research.
a. Bear Stearns lead managed the IPO and secondary offerings for SonicWall in
November 1999 and March 2000 respectively. An analyst rated the stock a "Buy"
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from Ihe IPO until April 2002. In January 25, 2001 while Ihey were participating
in a SonicWall conference call the analyst stated to his associate: "I am trying to
make them look good...on the dso and the growth etc." A few minutes later he
added: "we got paid for this ... and I am going to eaneUD tomorrow ble of them!"
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b. Bear Stearns initiated coverage of MUSE with an "Attractive" rating in
September 1999, raised the rating to a "Buy" in JilllUary 2000 and maintained a
"Buy" rating on the stock until July 2002. While listening to a MUSE analyst call
on July 18, 2001, an analyst suggested to his associate that he was going to
downgrade his rating on the stock to "Attractive". The associate disagreed with
the suggestion and the analyst responded that the stock wa<:; "dead money!"
However, the analyst did not downgrade his rating on the stock, instead issuing
research the same day maintaining his "Buy" rating.
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d. Bear Stearns co-managed the IPO and secondary offetings for Digital River in
August and December 1998 respectively. The Finn, via three successive analysts ,
rated the stock a "Buy" from the IPO until April 2002. In an April I, 2002 e-mail
to his IB counterpart an analyst stated: "I have to tell you, 1 feel a bit
compromised today. 1 have told every client on the phone that they should avoid
or short the stock over the last few months. 1 have been fairly hands-off on DRlV
[Digital River, a stock under his coverage}, primarily because of the banking
prospect that you and [Another Banker] have noted. Today, clearly the stock is
down a lot. The artificial Buy rating on the stock, while artificial, still makes me
look bad. In the future, 1'd like to have more leeway with the ratings, even for
companies like Digital River, where we have a relationship on the banking side. 1
trust it would benefit all of us."
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Bear Stearns lead managed the IPO for CAIS Internet, Inc. in May 1999. The
analyst rated the stock a "Buy" from the lPO through his last report on the
company in November 2000. On January 24, 2001, in response to an e-mail
reporting extensive service failures at eAJS the analyst stated: "Any other scoop
on this piece of shit?" A few days later, in response to an institutional client's
request for his thoughts on CAIS' 4th quarter, the analyst stated: "It's up a lot year
to date ... don't overstay your welcome on this one."

I.

The Firm Made A Payment for Research
1.
In August 2000, as part of an offeling that took place in May 2000, the Firm made
a payment of $102,750 to another broker-dealer in connection with research coverage it
provided for Andrx Corp. ("ADRX"), a Bear Steams' investment banking client in
connection with an underwriting transaction for which Bear Stearns was a lead manager.
2.
Bear Steams did not take steps to ensure that this broker-dealer disclosed in its
research that it had been paid to issue research on ADRX. Further Bear Steams did not
disclose or cause to be disclosed the details of this payment.
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J.

Bear Stearns Failed to Adequately Supervise Its Research and Investment Banking

2

Departments

3

1.
While the role of the research analysts was to produce objective research, the
Finn also encouraged them to participate in m activities. As a result of the foregoing,
research analysts were subject to m influences and conflicts of interest between
supporting the IE business at the Finn and publishing objective research.

4
5

"
6

2.
The Finn had knowledge of these lB influences and conflicts of interest yet failed
to manage them adequately to protect the objectivity of its published research.

7

3.
Bear Stearns failed to establish and maintain adequate policies, systems and
procedures reasonably designed to ensure the objectivity of its published research.
Although Bear Stearns had some policies governing research analyst activities during the
relevant period, these policies were inadequate and did not address the conflicts of
interest that existed.
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m.

CONCLUSIONS OF LAW

1.
The Division has jurisdiction over this matter pursuant to the Delaware Securities
Act., and more specifically 6 Dcl. C. sec. 7325.
2.
The Commissioner finds the following relief appropriate and in the public
interest.
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3.
Six Del. C. sec. 7316(a) states that the Commissioner may by order deny,
suspend, or revoke any registration if he finds that the order is in the pUblic interest and
that the applicant or registrant or, in the case of a broker-dealer or investment adviser,
any partner, officer, or director, any person occupying a similar status or perfonning
similar functions, or any person directly or indirectly controlling the broker-dealer or
investment adviser: (7) has engaged in dishonest or unethical practices within or outside
of this State; or ,(10) has failed reasonably to supervise ...the person's agents or
employees if the person is a broker-dealer or broker-dealer agent with supervisory
responsibilities ....
a. Bear Stearns failed to ensure that analysts who issued research were
adequately insulatcd from pressures and influences from covered companies
and investment banking. This conduct was a dishonest and unethical practice
under 6 Del. C. sec. 7316(.)(7).
b. Bear Stearns failed to reasonably supcrvise its employees to ensure that its
analysts who issued research were adequately insulated from pressures and
influences from covered companies and investment banking as required by 6
Del. C. sec. 7316(,)(10).
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IV.

ORDER

3

On the basis of the Findings of Fact, Conclusions of Law and Bear Stearns' consent to
the entry of this Order, for the sole purpose of settling this matter, prior to a hearing and
without admitting or denying any of the Findings of Faet or Conclusions of Law:

4

IT IS HEREBY ORDERED:

2

5

l.

6

certain research or banking practices at Bear Stearns.

7

8

2.

Bear Steams will CEASE AND DESIST from violating the Delaware Securities Act (6 Del.
C. Chap. 73) in connection with the research practices referenced by this Order and will
comply with the Delaware Securities Act (6 Del. C. Chap. 73) in connection with the
research practices referenced by this Order and will comply.with the undertakings of
Addendum A, incorporated herein by reference.

3.

If payment is not made by Bear Stearns or if Bear Steams defaults in any of its obligations

9
10
11

set forth in this Order, the Commissioner may vacate this Order, at his sole discretion, upon
10 days notice to Bear Steams and without opportunity for administrative hearing.

12

13

4.

This Order is not intended by the Commissioner to subject any Covered Person to any
disqualifications under the laws of any state, the District of Columbia or Puerto Rico
(collectively, "State"), including, without limitation, any disqualifications fTom relying upon
thc State registration exemptions or State safe harbor prOvisions. "Covered Person" means
Bear Stearns, or any of its officers, directors, affiliates, Current or former employees, or
other persons that would otheIWise be disqualified as a result of the Orders (as defmed
below).

5.

The SEC Final Judgment. the NYSE Stipulation and Consen~ the NASD Letter of
Acceptance, Waiver and Consent, this Order and the order of any other state in related
proceedings against Bear Steams (collectively, the ·'Orders'·) shall not be a ground to deny,
suspend, or revoke the broker-dealer, agent, investment adviser or investment adviser
.
representative registration of any Covered Person pursuant to 6 Del. C. sec. 7316, shall "not
be a ground for denial or revocation of the transactional and securities exemptions from
regislration under 6 Del C. sec. 7309, and shall not be a ground to issue a stop order
denying effectiveness la, or suspending or revoking the effectiveness of any securities
registration statement pursuant to 6 Del. C. sec. 7308.

6.

For any person or entity not a patty to this Order, this Order does not limit or create any
private rights or remedies against Bear Stearns including, without limitation, the use of any
e-mails or other documents of Bear Steams or of others regarding research practices or limit
or create liability of Bear Stearns or limit or create defenses of Bear Stearns to any claims.

7.

Nothing herein shall preclude the State of Delaware, its departments, agencies, boards,
commissions, authorities, political subdivisions and corporations. other than the Division of
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This Order conc111des the investigation by the Division of Securities and any othe:r action
that the Division of Securities could commence under the Delaware Securities Act (6 Del.
C. Chap. 73) on behalf of the State of Delaware as it relates to Bear Steams, relating to

14

Securities and only to the extent set forth in paragraph 1 above, (collectively, "State
Entities") and the officers, agents or employees of State Entities from asserting any claims,
causes of action, or applications for compensatory, nominal andlor punitive damages,
administrative, civil, criminal, or injunctive relief against Bear Steams in connection with
certain research andlor banking practices at Bear Steams.

1

2
3

MONETARY SANCTIONS

4

V.

5

IT IS FURTHER ORDERED, ADJUDGED AND DECREED that:

6
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As a result of the Findings of Fact and Conclusions of Law contained in this Order, Bear
Stearns shall pay a total amount of $80.000,000.00. This total amount shall be paid as
specified in the SEC Final Judgment as follows:
$25,000,000 to the states (50 states, plus the District of Columbia and Puerto Rico) (Bear
Stearns' offer to the state securities regulators hereinafter shall be called the "fltate settlement
offer"). Upon execution of this Order, Bear Stearns shall pay the sum of $250,000.00 of this
amount to the State of Delaware, Division of Securities as a civil monetary penalty pursuant
to 6 Del. C. sec. 7325 to be deposited in the Investor Protection Fund pursuant to 6 Del. C.
sec. 7329. The total amount to be paid by Bear Stearns to state securities regulators pursuant
to the state settlement offer may be reduced due to the decision of any state securities
regulator not to accept the state settlement offer. In the event another state securities
regulator determines not to accept Bear Stearns' state settlement offer, the total amount of the
Delaware payment shall not be affected, and shall remain at $250,000.00;

14
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$25,000,000 as disgorgement of commissions, fees and other monies as specified in the final
judgment ordered in the related action filed by the SEC;
$25,000,000, to be used for the procurement of independent research, as described in the
SEC Final Judgment;
$5,000,000, to be used for investor education, as described in Addendum A, incorporated by
reference herein.
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Bear Stearns agrees that it shall not seek or accept, direct!y 9I. indirectly, reimbursement or
indemnification, including, but not limited to payment made pursuant to any insurance policy,
with regard to all penalty amounts that Bear Stearns shall pay pursuant to this Order or Section n
of the SEC Final Judgment, regardless of whether such penalty amounts or any part thereof are
added. to the Distribution Fund Account referred to in the SEC Final Judgment or otherwise used
for the benefit of investors. Bear Stearns further agrees that it shall not claim. assert, or apply for
a tax deduction or tax credit with regard to any state, federal or local tax. for any penalty amounts
that Bear Stearns shall pay pursuant to tins Order or Section II of the SEC Final Judgment,
regardless of whether such penalty amounts or any part thereof are added to the Distribution
Fund Account referred to in the SEC Final Judgment or otherwise used. for the benefit of
investors. Bear Stearns understands and acknowledges that these provisions are not intended to
imply that State of Delaware would agree that any other amounts Bear Stearns shall pay pursuant
to the SEC Final Judgment may be reimbursed or indemnified (whether pursuant to an insurance

15

1
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policy or otherwise) under applicable law or may be Ole basis for any lax. deduction or tax credit
with regard to any state, federal or Jocal taX.

VI.

GENERAL PROVISIONS

1bis order and any dispute related thereto shall be construed and enforced in accordance, and
governed by, the laws of the State of Delaware.
The partie!; represent, warrant and agree that they have received independent legal advice
from their auomeys with respect [0 the advisability of executing this Order.

7

Daled this /I!'day of ¥~2003.

8

Delaware Division of Securities
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2

CONSENT TO ENTR Y OF ADMINISTRATIVE ORDER BY BEAR, STEARNS & CO. INC.

I.

Bear Steams hereby acknowledges that it has been served with a copy of this
Administrative Order. has read the foregoing Order, is aware of its right to a hearing and
appeal in this matter, and has waived the Sanlc.

2.

Bear Steams admits the jurisdiction of the Division of Securities, neither admits nor
denies the Findings of Fact and Conclusions of Law contained in this Order; and
consents to entry of this Order by me Commissioner as settlement of the issues
contained in this Order.

3.

Bear Steams states that no promise of any kind or nature whatsoever was made to it to
induce it to cnter into this Order and that it has entered into this Order voluntarily.

4.

Bear Steams understands that the Sta1e of Delaware may make such public
announcement concerning this agreement and the subject matter thereof as the State of
Delaware may deem appropriate.
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Hark E. Lehman
reprcsentt!; that he/she is General Counsel
of BcarSteams and
that, as such, has been authorized by Bear Steams to enter into this Order for and on behalf ofEear
Stearns.

Dated this 21 S C day of ---,A",u",8",u,,-5c'--_ _ _, 2003.
Bear, Steams & Co. Inc.

14
By:
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!f}IA f.fIL-=

Title: Senjor Managing Dfre cfnT and GeneTa' Counsel
SUBSCRIBED AND SWORN TO before me tllls tlsL. day of -"A~U~g",
U 9-'6t,-_ _ _ , 2003.

NO~R?!~
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My Commission expUes:'_ -'6111..Ll.>5LIDIl7'-_ __
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Addendum A
Undertakings

The firm shall comply with the following undertakings:
I.

Separation of Research and Investment Banking

1. Reporting Lines. Research and Investment Banking will be separate
units with entirely separate reporting lines within the firm - i.e., Research
will not report directly or indirectly to or through Investment Banking.
For these purposes, the head of Research may report to or through a
person or persons to whom the head of Investment Banking also reports,
provided that such person or persons have no direct responsibility for
Investment Banking or investment banking activities.
a. As used throughout this Addendum, the term "firm" means the
Respondent, Respondent's successors and assigns (which, for these
purposes, shall include a successor or assign to Respondent's
investment banking and research operations), and their affiliates,
other than "exempt investment adviser affiliates."
b. As used throughont this Addendum, the term "exempt investment
adviser affiliate" means an investment adviser affiliate (including
for these purposes, a separately identifiable department or division
that is principally engaged in the provision of investment advice to
managed accounts as governed by the Investment Advisers Act of
1940 or investment companies under the Investment Company Act
of 1940) having no officers (or persons perfonning similar
functions) or employees in common with the fum (which, for
purposes of this Section L l.b, shall not include the investment
adviser affiliate) who can influence the activities of the flrnl's
Research personnel or the content of the flnn's research reports;
provided that the firm (i) maintains and enforces written policies
and procedures reasonably designed to prevent the fInn, any
controlling persons, offIcers (or persons perfonning similar
functions), or employees of the fIrm from influencing or seeking to
influence the activities of Research personnel of, or the content of
research reports prepared by the investment adviser affiliate; (ii)
obtains an annual independent assessment of the operation of such

policies and procedures; and (iii) does not furnish to its customers
research reports prepared by the investment adviser affiliate or
otherwise use such invcstment adviser affiliate to do indirectly
what the firm may not do directly under this Addendum.
c. As used tlnoughout this Addendum. the term "Invcstment
Banking" means all firm personnel engaged principally in
investment banking activities, including the solicitation of issuers

and structuring of public offering and other investment banking
transactions. It also includes all finn personnel who are directly or
indirectly supervised by such persons and all personnel who
. dircctly or indirectly supervise such persons, up to and including
Investment Banking management.
d. As used throughout this Addendum, the term "Research" means all
firm persOlmel engaged principally in thc preparation andlor
pUblication of research reports, including firm personnel who are
directly or indirectly supervised by such persons and those who
directly or indirectly supervise such persons, up to and including
Research management
e. As uscd tlnoughout this Addendum, the term ''research report"
means any written (including electronic) communication that is
furnished by the firm to investors in the U.S. and that includes an
analysis of the common stock, any security convertible into
common stock, or any derivative thereof, including American
Depositary Receipts (collectively, "Securities"), of an issuer or
issuers and provides information reasonably sufficient upon which
to base an investment decision; provided, however, that a "research
report" shall not include:
1.

the following communications', if they do not include
(except as specified below) an analysis, recommendation or
rating (e.g., buy/sell/hold, under perform/market
perform!outperform, underweight/market
weight/overweight, etc.) of individual securities or issuers:
1. reports discussing broad-based indices, such as the
Russell 2000 or S&P 500 index;
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2. reports commenting on economic, political or market
(including trading) conditions;
3. technical or quantitative analysis concerning the
demand and supply for a sector, index or industry
based on trading volume and price;
4. reports that recommend increasing or decreasing
holdings in particular industries or sectors or types of
securities~ and
5. statistical summaries of multiple companies' financial
data and broad-based summaries or listings of
recommendations or ratings contained in previouslyissued research reports, provided that such summaries
or listings do not include any analysis of individual
companies; and
11.

the following comrrmnications, even if they include

information rea;;onably sufficient upon which to base an
investment decision or a recommendation or rating of
individual securities or companies:

I. an analysis prepared for a current or prospectivc
investing customer or group of current or prospective
investing customers by a registered salesperson or

trader who is (or group of registered salespersons or
traders who are) not principally engaged in the
preparation or pUblication of research reports; and
2. periodic reports, solicitations or other
communications prepared for current or prospective
investment company shareholders (or similar
beneficial owners of trusts and limited partnerships)
or discretionary investment account clients, provided
that such communications discuss past performance or
the basis for previously made discretionary
investment decisions.

2. Legal/Compliance. Research will have its owu dedicated legal and
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compliance staff, who may be a part of the firm's overall
compliance/legal infrastructure.
3 . .Budget. For the firm's fust fiscal year following the entry of the Final
Judgment in the SEC's action against Respondent in a related
proceeding ("Final Judgment") and thereafter, Research budget and
allocation of Research expenses will be determined by the finn's senior
management (e.g., CEO/Chairman/management committee, other than
Investment Banking personnel) without input from Investment Banking
and without regard to specific revenues or results derived from
Investment Banking, though revenues and results ofthe fi~ as a whole
may be considered in determining Research budget and allocation of
Research expenses. On an annual basis thereafter, the Audit Committee
of the finn's holding/parent company (or comparable independent
persons/group without management responsibilities) will review the
budgeting and expense allocation process with respect to Research to
ensure compliance with tl)js requirement.

4. Physical Separation. Research and Investment Banking will be
physically separated. Such physical separation will be reasonably
designed to prevent the intentional and unintentional flow of infonnation
between Research and Investment Banking.
5. Compensation. Compensation of professional Research personnel will
be determined exclusively by Research management and the finn's
senior management (but not including Investment Banking personnel)
using the following principles:
a: Investment Banking will have no input into compensation
decisions.

b. Compensation may not be based directly or indirecily on
Investment Banking revenues or results; provided, however, that
compensation may relate to the revenues or results of the finn as a
whole.

c. A significant portion ofthe compensation of anyone principally
engaged in the preparation of research reports (as defined in this
Addendum) that he or she is required to certify pursuant to the U.S.
Securities and Exchange's Regulation Analyst Certification
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("Regulation AC") (such person hereinafter a "lead analyst") must
be based on quantifiable measures of the quality and accuracy of
the lead analyst's research and analysis, including his or her ratings
and price targets, if any. In assessing quality, the firm may rely on,
among other things, evaluations by the finn's investing customers,
evaluations by the firm's sales personnel and rankings in
indepeudent surveys. In assessing accuracy, the fum may use thc
actual pelformance of a company or its equity securities to rank its
own lead analysts' ratings and price targets, if any, and forecasts, if
any, against those of other firms, as well as against benchmarks
such a.."i market or sector indices __
d. Other factors that may be taken into consideration in determining
lead analyst compensation include: (i) market capitalization of,
and the potential interest of the firm's investing clients in research
with respect to, the industry covered by the analyst; (ii) Research
management's assessment of the analyst's overall pelformance of
job duties, abilities and leadership; (iii) the analyst's seuiority and
experience; (iv) the analyst's productivity; and (v) the market for
the hiring and retention of analysts.
e. The criteria to be used for compensation decisions will be
determined by Research management and the firm's senior
management (not including Investment Banking) and set forth in
writing in advance.

f. Research management will document the basis for each
compensation decision made with respect to (i) anyone who, in the
last 12 months, has been reqnired to certify a research report (as
dermed in this Addendnm) pursnant to Regulation AC; and (ii)
anyone who is a member of Research management (except in the·
case of senior-most Research management,in which case the basis
for each compensation decision will be docnmented by the firm's
senior management).

On an annual basis, the Compensation Committee of the firm' s
holding/parent company (or comparable independent persons/group
without management responsibilities) will review the compensation
process for Research personnel. Such review will be reasonably
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designed to ensure that compensation decisions have been made in a
manner that is consistent with these requirements.

6. Evaluatious. Evaluations of Research personnel will not be done by, nor
will there be input from, Investment Banking personnel.
7. Coverage. Investment Banking will have no input into company-specific
coverage decisions (i.e., whether or not to initiate or tenninate coverage
of a particular company in research reports furnished by the firm), and
investment banking revenues or potential revenues will not be taken into
account in making company-specific coverage decisions; provided,
however, that this requirement does not apply to category-by-category
coverage decisions (e.g., a given industry sector, all issuers underwritten
by the firm, companies meeting a certain market cap threshold).
8. Tennination of Coverage. When a decision is made to temrinate
coverage of a particular company in the 11111l'S research reports (whether
as a result of a company-specific or category-by-category decision), the
firm will make available a final research report on the company using the
means of dissemination equivalent to those it ordinarily uses; provided,
however, that no final report is required for any company as to which the
firm's prior coverage has been limited to purely quantitative analysis.
Such report will be comparable to prior reports, unless it is impracticable
for the firm to produce a comparable report (e.g., if the analyst covering
the company and/or sector has left the firm). In any event, the final
research report must disclose: the firm's tennination of coverage; and
the rationale for the decision to tenninate coverage.
9. Prohibition on Soliciting Investment Banking Business. Research is
prohibited from participating in efforts to solicit investment banking
business. Accordingly, Research may not, among other things,
pfu--ticipate in any "pitches" for investment banking business to
prospective investment banking clients, or have other communications

with companies for the purpose of soliciting investment banking
business.

1O.Firewalls Between Research and Investment Banking. So as to rednce
further the potential for conflicts of interest or the appearance of conflicts
of interest, the firm must create and enforce fuewalls between Research
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and Investment Banking reasonably designed to prohibit all
communications betwecn the two except as expressly described below:
a. Investment Banking personnel may seek, through Research
management (or an appropriate designee with comparable
management or control responsibilities ("Designee"» or in the
presence of internal legal or compliance staff, the views of Research
personnel about the merits of a proposed transaction, a potential
candidate for a transaction, or market or industry trends, conditions or

developments. Rescarch personnel may respond to such inquiries on
these subjects through Research management or its Designee or in the
presence of internal legal or compliance staff. In addition, Research
personnel, through Research management or its Designee or in the
presence of internal legal or compliance staff, may initiate
communications with Investment Banking personnel relating to
market or industry trends, conditions or developments, provided that
such communications are consistent in nature with the types of
communications that an analyst might have with investing cnstomers.
Any commuuications between Research and Investment Banking
personnel must not be made for the purpose of having Research
personnel identify specific potential investment banking transactions.
b. In response to a request by a commitment or similar committee or

subgroup thereof, Research personnel may communicate their views
about a proposed transaction or potential candidate for a transaction to
the committee or snbgroup thereof in connection with the review of
such transaction or candidate by the committee. Investment Banking
personnel working on the proposed transaction may participate with
the Research personnel in these discussions with such committee or
subgroup. However, the Research personnel also must have an
opportunity to express their views to the committee or subgroup
outside the presence of such Investment Banking personnel.
c. Research personnel may assist the fIrm in confIrming the adequacy of
disclosure in offering or other disclosure documents for a transaction
based on the analysts' communications with the company and other
vetting conducted outside the presence ofInvestment Banking
personnel, but to the extent communicated to Investment Banking
personnel, such communication shall only be made in the presence of
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underwriters' or other counsel on the transaction or intemallegal or
compliance staff.
d. After the firm receives an investment banking mandate, or in
connection with a block bid or similar transaction, Research personnel
may (i) communicate their views on the strncturing and pricing of the
transaction to personnel in the firm's equity capital markets group,
which group's principal job responsibility is the pricing and
strncturing of transactions (including by participating with the film's
equity capital markets group in the preparation of internal-use
memoranda and other efforts to educate the sales force), and (ii)
provide to such personnel other information obtained from investing
customers relevant to the pricing and structuring of the transaction.
e. Research personnel may attend or participate in a widely-attended
conference attended by Investment Banking personnel or in which
Investment Banking personnel participate, provided that the Research
personnel do not participate in activities otherwise prohibited herein.
f. Research and Investment Banking personnel may attend or participate
in widely-attended firm or regional meetings at which matters of
general firm interest are discussed. Research management and
Investment Banking management may attend meetings or sit on firm
management, risk or similar committees at which general husiness and
plans (including those of Investment Banking and Research) and other
matters of general firm interest are discussed. Research and
Investment Banking personnel may comtnunicate with each other with
respect to legal or compliance issues, provided that intemallegal or
compliance staff is present.
g. Communications between Research and Investment Banking
persOImel that are not related investment banking or research
activities may take place without restriction.

to

ll.Additional Restrictions on Activities By Research and Investment
Banking Personnel.
a. Research personnel are prohibited from participating in company or
Investment ·Banking-sponsored road shows related to a public offering
or other investment banking transaction.
8

b. Investment Banking personnel are prohibited from directing Research
personnel to engage in marketing or selling efforts to investors with
respect to an investment banking transaction.
12.0versight. An oversight/monitoring committee or corrnnittees, which
will be comprised of representatives of Research management and may
indude others (but not personnel from Investment Banking), will be
created to:
a. review (beforehand, where practicable) all changes in ratings, if any,
and material changes in price targets, if any, contained in the firm's
research reports;
b. conduct periodic reviews of research reports to determine whether
changes in ratings or price targets, if any, should be considered; and
c. monitor the overall quality and accuracy of the rmn's research
reports;

provided, however, that Sections Ll2.a and 1.12.b of this Addendum shall
not be required with respect to research reports limited to purely
quantitative analysis.

II.

Disc\osureffransparency and Other Issues
I. Disclosures. In addition to other disclosures required by rule, the firm
must disclose prominently on the first page of any research report and
any summary or listing of recommendations or ratings contained in

previously-issued research reports, in type no smaller than the type used
for ti,e text of the report or summary or listing, that:
a. "[Firm] does and seeks to do business with companies covered in
its research reports. As a result, investors should be aware that the
firm may have a conflict or interest that could affect the objectivity
of this report."
b. With respect to Covered Companies as to whlch the finn is
required to make available Independent Research (as set forth in
Section III below): "Customers of [firm] can receive independent,
9

third-party research on the company covered in this report, at no
cost to them, where such research is available, Customers can
access this independent research at [website address/hyperlink] or
can call [toll-free number] to request a copy of this research,"
c. "Investors should consider this report as only a single factor in
making their investment decision."
2. Transparency of Analysts' Performance. The firm will make publicly
available (via its website, in a downloadable format), no later than 90
days after tbe conclusion of each quarter (beginning with the first full .
calendar' quarter that commences at least 120 days following the entry of
the Final Jndgment), the following information, if snch information is
included in any research report (other than any research report limited to
purely quantitative analysis) prepared and furnished by the firm during
the prior quarter: subject company, name(s) of analyst(s) responsible for
certification of the report pursuant to Regulation AC, date of report,
rating, price target, period within which the price target is to be achieved,
earnings per share forecast(s), period(s) for which such forecast(s) are
applicable (e.g., 3Q03, FY04, etc.), and definition/explanation of ratings
used by the firm.
3. Applicability. Except as specified in the second aud third sentences of
this Section II.3, the restrictions and requirements set forth in Sections J
[Separation of Research and Investment Banking] and Section II
[Disclosure/Transpareucy and Other Issues] of this Addendum will only
apply in respect of a research report that is both (i) prepared by the firm,
and (il) that relates to either (A) a U.S. company, or (B) a nou-U.S.
company for which a U.S. market is the principal equity trading market;
provided, however, that such restrictions and requirements do not apply
to Research activities relating to a non-U.S. company uutil the second
calendar quarter following the calendar quarter in which the U.S. market
became the principal equity trading market for slich company.
Notwithstanding the foregoing, Section 1.7 [Coverage] of this Addendum
will also apply to any research report (other than the Independent
Research made available by the fIrm pursuant to Section III
[Independent, Third-Party Research]of this Addendum) that has been
furnished by the fum to investors in the U.S., but not prepared by the
firm, but only to the extent that the report relates to either (A) a U.S.
company, or (B) a non-U.S. company for which a U.S. market is the
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principal equity trading market. Also notwithstanding the foregoing,
Section II. I [Disclosures1of this Addendum will also apply to any
research report (other than the Independent Research made available by
the fInn pursuant to Section III of this Addendum) that has been
furnished by the fIrm to investors in the U.S., but not prepared by the
firm, including a report that relates to a non-U.S. company for which a
U.S. market is not the principal equity trading market, but only to the
extent that the report has been furnished under the fIrm's uame, has been
prepared for the exclusive or sole use of the firm or its customers, or has
been customized in any lllilterial respect for the fIrm or its .customers.
a. For purposes of this Section 11.3, the firm will be deemed to have
furnished a research report to U.S. investors in the U.S. if the fIrm
has made the research report available to investors in the U.S. or has
arranged for someone else to make it available to investors in the
U.S.
b. For purposes of this Section 11.3, a "U.S. company" means any
company incorporated in the U.S. or whose principal place of
business or headquarters is in the U.S.
c. For purposes of this Section 11.3, the calendar quarter in which a
non-U.S. company's "principal equity trading market" becomes the
U.S. market is a quarter when more than 50% of worldwide trading
in the company's common stock and equivalents (such as ordinary
shares or common stock or ordinary shares represented by American
Depositary Receipts) takes place in the U.S. Trading volume shall
be measured by publicly reported share volume.
4. General.
a. The frrm may not knowingly do indirectly that which it cannot do
directly under this Addendum.
b. The frrm will adopt and implement policies and procedures
reasonably designed to ensure that its associated persons (including
but not limited to the frrm's Investment Banking personnel) cannot
and do not seek to influence the contents of a research report or the
activities of Research personnel for purposes of obtaining or
retaining investment banking business. The frrm will adopt and
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implement procedure, instmcting fIrm personnel to report
immediately to a member of the fum's legal or compliance staff
any attempt to influence the contents of a research report or the
activities of Research pef'onnel for such a purpo,e.

I
i

I

5. Timing. Unless otherwise specifIed, the restrictions and requirements of
this Addendum will be effective within 120 days of the entry of the Final
Judgment, except that Sections I.S [Compensation], 1.6 [Evaluations],
I.7[Coverage), 1.8[Tennination of Coverage), 1.9 [Prohibition on
Soliciting Investment Banking Business], 1.11 [Additional Restrictions
on Activities by Research and Investment Banking Personnel), and
II.4(a) [General subpart a)) and II.7 [Snperseding Rules and
Amenthnents J of this Addendum will be effective within 60 days of the
entry of the Final Judgment, and Sections ILl.b [Disclosnres (subpart b)]
and III [Independent, Third-Party Research]ofthis Addendum will be
effective within 270 days of the entry of the Final Judgment.
6. Review of innplementation.
a. The fmn will retain, at its own expense, an Independent Monitor
acceptable to the Staff of the SEC, the NYSE, the NASD, the
President of NASAA, and the New York Attomey General's OffIce to
conduct a review to provide reasonable assurance of the

innplementation and effectiveness of the firm's policies and
procedures designed to achieve compliance with the terms of this
Addendum. This review will begin 18 months after the date of the
entry of the Final Judgment. The Independent Monitor will produce a
written report of its review, its fIndings as to the innplementation and
effectiveness of the fmn's policies and procedures, and its
recommendations of other policies or procedures (or amendments to
existing policies or procedures) as are necessary and app'ropriate to
achieve compliance with the requirements and prohibitions of this
Addendum. The report will be produced to the fmn and the Staff of
the SEC, the NYSE and the NASD within 30 days from the
completion of the review, but no later· than 24 months from the date of
entry of the Final Judgment. (The SEC Staff shall make the report
available to the President of NASAA and the New York Attorney
General's OffIce upon request.) The Independent Monitor shall have
the option to seek an extension of time by making a written request to
the Staff of the SEC.
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b. The firm will have a reasonable opportunity to comment on the
Independent Monitor's review and proposed report prior to its
submission, including a reasonable opportunity to comment on any
and all recommendations, and to seek confidential treatment of such
information and recommendations set forth therein to the extent that
the report concerns proprietary commercial and financial information
of the firm. This report will be subject to the protections from
disclosure set forth in the rules of the SEC, including the protections
from disclosure set forth in 5 U.S.c. § 552(b) (8) and 17 C.P.R. §
200.80(b) (8), and will not constitute a record, report, statement or
data compilation of a public office or agency under Rule 803(8) of the
Federal Rules of Evidence.
c. The firm will adopt all recommendations contained in the written
report of the Independent Monitor; provided, however, that as to any
recommendation that the firm believes is unduly burdensome or
impractical, the firm may demonstrate why the re.commended policy
or proc~dure is, under the circumstances~ unreasonable, impractical
andlor not designed to yield benefits commensurate with its cost, or
the finn may suggest an altemative policy or procedure designed to
achieve the same ohjective, and submit such explanation andlor
alternative policy or procedure in writing to the Independent Monitor
and to the Staff of the SEC. The firm and the Independent Monitor
shall then attempt in good faith to reach agreement as to any policy or
procedure as to which there is any dispute and the Independent
Monitor shall reasonably evaluate any alternative policy or procedure
proposed by the firm. If an agreement on any issue is not reached, the
firm will abide by the determinations of the Staff of the SEC (which
shall be made after allowing the firm and the Independent Monitor to
present arguments in support of their positions), and adopt those
recommendations the Staff of the SEC deems appropriate.
d. The firm will cooperate fully with the Independent Monitor in this
review, including making such non-privileged information and
documents available, as the Independent Monitor may reasonably
reqnest, and by permitting and requiring the firm's employees and
agents to supply such non-privileged information and documents as
the Independent Monitor may reasonably request.

e. To ensure the independence of the Independent Monitor, the firm (i)
shall not have the authority to terminate the Independent Monitor
without the prior written approval of the SEC staff; and (ii) shan
compensate the Independent Monitor, and persons engaged to assist
the Independent Monitor, tor services rendered pursuant to this Order
at their reasonable and customary rates.

f. For the period of engagement and for a period of three years from
completion of the engagement, the Independent Monitor shall not
enter into any employment, consultant, attorney-client, aUditing or
other professional relationship with the firm, or any of its present or
former affiliates, rnrectors, officers, employees, or agents acting in
their capacity as such. Any entity with which the Independent
Monitor is affiliated or of which he/she is a member, and any person
engaged to assist the Independent Monitor in performance of his/her
duties under this Order shall not, without prior written consent of the
Staff of the SEC, enter into any employment, consultant, attomeyclient, auditing or other professional relationship with the firm, or any
of its present or fonner affiliates, directors, officers, employees, or

agents acting in their capacity as such for the period of the
engagement and for a period of three years after the engagement.

~

g. Five years after the date of the entry of the Final Judgment, the firm
shall certify to the Staff of the SEC, the NYSE, the NASD, the
President of NASAA, and the New York Attorney General's Office,
that the firm has complied in all material respects with the
requirements and prohibitions set forth in this Addendum or, in the
event of material non-compliance, will describe such material noncompliance.
7. Superseding Rnles and Amendments. In the event that the SEC adopts a
role or approves an SRO role or interpretation with t.1J.e stated intent to
supersede any of the provisions of this settlement, except Section IV
[Investor Education] the SEC or SRO rule or interpretation will govern
with respect to that provision of the settlement and such provision will be
superseded. In addition, the SEC, NYSE, the NASD, the New Yark
Attorney General's Office and any Statethat incorporates this Addendum
into its settlement of related proceedings against the Respondent agrees
that the SEC Staff may provide interpretive guidance with respect to the
terms of the settlement, except for Section IV [Investor Education], as
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requested by the firm and that, subject to Court approval, the SEC and
the firm may agree to amend or modify any term of the settlement, except
for Section IV [Investor Education], in each case, without any further
action or involvement by any other regulator in any related proceeding.
With respect to any term in Section I or II of this Addendum that has not
been superseded (as set forth above) within five years of the entry oftbe
Final Judgment, it is the expectation of Respondent, the SEC, NYSE,
NASD, New York Attorney General's Office and the States that the SEC
would agree to an amendment or modification of such term, subject to
Court approval, unless the SEC believes such amcndment or modification
would not be in the pnblic interest.
8. 9ther Obligations and Reguirements. Except as otherwise specified, the
requirements and prohibitions of this Addendum shall not relieve the firm
of any other applicable legal obligation or requirement.

III.

Independent, Third-Party Research
1.

Obligation to Make Available. Each year, for the period ending five
years after the effective date of this Section III (as set forth in Section
II.S [Timing] of this Addendum), the firm will be required to contract
with no fewer than three independent providers of research
("Independent Research Providers") at a time in orderto procure and
make available Independent Research (as defined below) to the firm's
customers in tbe.u.S. as set forth below. There is, however, no
reqnirement that there be at least three Independent Research
Providers for the Common Stock of each Covered Company (as those
terms are defined below):
a. For common stock and equivalents (such as ordinary shares or
common stock or ordinary shares represented by American
Depositary Receipts) listed on a U.S. national securities
exchange or quoted in Nasdaq (such securities hereinafter,
collectively, "Common Stock") and covered in the fIrm's
research reports (other than those limited to purely quantitative
analysis) (an issuer of such covered Common Stock hereinafter
called a "Covered Company"), the firm, through an
Independent Consultant (as discussed below) will nse its
reasonable efforts to procure, and shall make available to its
customers in the U.S., Independent Research on such Covered
15

Company's Common Stock. (If the Independent Research
Providers drop coverage or do not timely pick up coverage of
tbe Common Stock of a Covered Company, the finn will not be
in violation of any of the requirements in this Section III, and
may continue to disseminate its own research reports on the

Common Stock of the Covered Company without making
available any Independent Research on the Common Stock of
the Covered Company, if the finn takes reasonable steps to
request that the Independent Consultant procure such coverage
promptly.)
1.

For purposes of this Section III, the finn's research
reports include research reports that bave not been
prepared by the finn, but only to the extent that such
reports have beeu furnished under the finn's name,
have been prepared for the exclusive or sale use of the
fum or its customers, or have been customized in any

material respect for the finn or its customers.
ll.

A non-U.S. company for which a U.S. market is not the
principal equity trading market shall only be considered
a Covered Company if in the calendar qnarter ended
March 31, 2003, or in any snbsequent calendar quarter
during the period that the fum's obligations to procure
and make available Independent Research under this
Section III are effective, the publicly reported, average
daily dollar volume of U.S. trading in such company's
Common Stock Cmeasured by multiplying the publicly
reported, average daily share volume of U.S. trading
duriug the quarter hy the closing price per share of the
Common Stock on the last day of the quarter), exceeded
$2.5 million, and (b) the outstanding total public float
of the Common Stock as of the last day of such
calendar qnarter exceeded $150 million. Further, the
fum's obligation to procure and make available
Independent Research with respect to such company
shall become effective at the later of: Ca) 90 days after
the end of the calendar quarter in which the company
met the foregoing trading and public float tests; or (b)
the effective date of this Section III.
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b. For purposes of this Section Ill, Independent Research means
(i) a research report prepared by an unaffiliated person or entity,
or (ii) a statistical or other surveyor analysis of research reports
(including ratings and price targets) issued by a broad range of
persons and entities, including persons and entities having no
association with investment b.anking activities, which surveyor
analysis has been prepared by an unaffiliated person or entity.
C.

The firm will adopt policies and procedures reasonably
designed to ensure that, in connection with any solicited order
for a customer in the U.S. relating to the Common Stock of a
Covered Company, and if Independent Research on the
Covered Company's Common Stock is available, the registered
representative will have informed the customer, during the
solicitation, that the customer can receive Independent Research
on the Covered Company's Common Stockat no cost to the
customer (the "Notice Requirement").

d. Notwithstanding the foregoing, the Notice Requirement will not
apply to (i) the solicitation of an institutional customer (an
entity other than a natural person having at least $10 million
invested in securities in the aggregate in its portfolio and/or
under management) unless such customer, after due notice and
opportunity, has advised the finn that it wishes to have' the
Notice Requirement apply to it (any customer who has not so
advised the firm is hereinafter referred to as a "NonParticipating Institutional Customer"); (ii) orders as to which
discretion was exercised, pursuant to a writ.ten discretionary
account agreement or written grant of trading authorization; or
(iii) a solicitation by an entity affiliated with the Respondent if
such entity does not furnish to its customers research reports
under the fmu's name) prepared by the fmnfor the exclusive or
sole use of the firm or its customers, or research reports that
have been customized in any material respect for the frrrn or its
customers.
e. Each trade confirmation sent by the Respondent to a customer
with respect to an order as to which the Notice Requirement
applies will set forth (or will bc accompanied by a separate
statement, which shall be considered part of the confirmation,
l7

that will set forth), as of the time the trade confinnation is
generated, the ratings, if any, contained in the finn's own
research reports and in Independent Research procnred for the
finn with respect to the Common Stock of the Covered
Company that is the subject of the order.
f. Each periodic account statement sent by the Respondent to a
customer in the U.S. that reflects a position in the Common
Stock of a Covered Company will set forth (or will be
accompanied by a separate statement, which shall be considered
part of the periodic account statement, that will set forth), as of
the end of the period covered by the statement, the ratings, if
any, contained in the firm's own research reports and in the
Independent Research made available by the finn on the
Common Stock of each such Covered Company; provided,
. however, that this requirement will not apply to NonParticipating Institutioual Customers or discretionary accounts.

g. Notice of the aVailability ofIndependent Research on Covered
Companies' Common Stock will also be included prominently
in the periodic account statements of the Respondent's
customers in the U.S., in the finn's research reports, and on the
finn's website.
h. The finn will make the Independent Research available to its
customers in the U.S. nsing, for each customer, the means of
dissemination equivalent to those it uses to provide the
customer with the finn's own research reports, nnless the :finn
and customer agree on another means of dissemination;

provided, however, that nothing herein shall require or
authorize the finn to comply with the Notice Requirement or
make available or disseminate Independent Research at a time
when doing so would violate Section 5 of the Securities Act of
1933 or the other provisions of the federal securities laws or the
rules and regnlations therennder. If and to the extent the finn is
able to make available or disseminate its own research reports
on the Common Stock of a Covered Company pursuant to Rule
137, Rule 138(a) or Rule 139(a) underthe Securities Act of
1933 and in reliance on Regulation M under the Securities
Exchange Act of 1934, then the firm is also authorized and
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·.
required to make available or disseminate Independent
Research on the Common Stock of such Covered Company
(even if the Independent Research does not meet the
requirements of such Rule). Notwithstanding this Section
III. l.h, if the firm determines, because of legal, compliance or
similar concerns, not to furnish or make available its own
research reports on the Common Stock of a Covered Company
for a limited period of time, it shall not be required to make
available the Independent Research on such Covered Company
for such period of time.
1.

If, during the period thal the finn's obligations to procure and
make available Independent Research under this Section III are
effective, the finn terminates coverage of the Common Stock of
a Covered Company, the finn, through its Independent
Consnltant, will make reasonable efforts to continue to procure
and make available Independent Research on the Common
Stock of such company for a period of at least 18 months after
termination of coverage (subject to expiration of the finn's
obligations under this Section Ill).

J. The firm will not be responsible or liable for (i) the
procurement decisions of the Independent Consultant (as
discussed in Section m.2 [Appointment of Independent
Consultant to Oversee the Procurement of Independent
Research] of this Addendum) with respect to the Independent
Research, (ii) the Independent Research or its content, (iii)
cnstomer transactions, to the extent based on the Independent
Research, or (iv) claims arising from or in connection with the
inclusion ofIndependent Research ratings in the finn's
confirmations and periodic account statements, to the extent
such claims are based on those ratings. The firm will not be
required to supervise the production of the Independent
Research procured by the Independent Consultant and will have
no responsibility to comment on the content of the Independent
Rese~rch. The film may advise its customers of the foregoing
in its discretion.
k. The Independent Consultant will not be liable for (i) its
procurement decisions, (ii) the Independent Research or its
19

content, (iii) customer transactions, to the extent based on the

Independent Research, or (iv) claims arising from or in
connection with the inclusion of Independent Research ratings
in the fIrm's confirmations and periodic account statements, to
the extent such claims are based on those ratings, unless the
Independent Consultant has carried out such duties in bad faith
or with willful misconduct. The fInn will indeIlUlify the
Independent Consultant for any liability arising from the
Iudependent Consultant's good-faith performance of its duties
as such.

2. Appointment of Independent Consultant to Oversee the Procurement of
Independent Research. Within 30 days of the entry of the Final
Judgment, an Independent Consultant acceptable to the SEC Staff, the
NYSE, the NASD, the President of NASAA, the New York Attorney
General and the firm shall be named to oversee the procurement of
Independent Research from Independent Research Providers. The
Independent Consultant will have the final authority (following
consultation with the fIrm and in accordance with Lhe criteria set forth in
Section III.3 [Selection of Independent Research Providers1of this
Addendum) to procure the Independent Research. The Independent
Consultant will not have had any signifIcant financial relationship with
the fIrm during the prior three years and may not have any financial
relationship with the fIrm for three years following his or her work as the
Independent Consultant. The Independent Consultant's fee arrangement
will be subject to the approval of the Staff of the SEC, the NYSE, the
NASD, the President ofNASAA, and the New York Attorney General's
OffIce. In the event that an Independent Consultant must be replaced, the
replacement shall be acceptable to the Staff of the SEC, the NYSE, the
NASD, the President of NASA A, the New York Attorney General's
Office and the firm, and shall be subject to these same conditions.
3. Selection ofIndependent Research Providers. The Independent
Consultant will seek to procnre research reports on the Common Stock of
all Covered Companies from Independent Research Providers.
Independent Research Providers may not perform investment banking
business of any kind and may not provide brokerage services in direct
and significant competition with the fIrm. In addition, the Independent
Consultant will use the following criteria in selecting and contracting
with Independent Research Providers to provide Independent Research.

•
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a. whether and to what extent the Independent Research Provider
or any of its affiliates or associated persons is engaged in
activities (including, but not limited to, activities involving
Covered Companies or their secnrities), or has a business or
other relationship with the frrm or any of its affiliates or
associated persons, that may conflict or create the appearance of
conflict with its preparation and publication of the Independent
Research;
b. the desirability of multiple coverage of certain Covered
Companies (e.g., by size of company, industry sector,
companies underwritten by the finn, etc.);
c. the extent to which the Independent Research Provider has a
client base and revenue stream broad enough to ensure its

independence from the finn;
d. the utility of the Independent Research Provider's Independent
Research to the fl111l's customers, including the inclusion of
ratings and price targets in such research and the extent to
which the finn's customers actually use the research; and with
respect to surveys or analyses described above in Section
IlL 1.b(ii), the extent to which the Independent Research
provides customers with a means of comparing the fmn's
research reports to those published by other persons and
entities, including phsons and entities having no association
with investment banking activities;
e. the quality and accuracy of the Independent Research
Provider's past research, including during the telID of the
Independent Consultant's tenure;

f. the experience, expertise, reputation and qualifications·
(including, as appropriate, registrations) of the Independent
Research Provider and its personnel; and
g. the cost of the Independent Research, especially in light of the
five-year period set forth in Section IlL 1 above for the finn to
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make Independent Research available to its investing
customers.
4, Disclosure Language, Language substantially to tbe effect set forth
below may be used by the fum and its registered representatives to
inform the fIrm's customers of the availability ofIndcpendent Research:
a, {Disclosure to customers as required by Section III. Lc
[Obligation to Make Available subpart cJ of this Addendum}
''There is also independent, third-party research available on
this company, which you can get at no cost lfTOm our
website/hyperlinkJ or by calling [toll-free number], or which I
cau arrange to seud to you if you would like,"
b, {General website and periodic customer account statement
disclosure as required by Section ill, Lg, [Obligation to Make
Available subpart gj of this Addendum),)
"Independent, third-party research on certain companies
covered by the fum's research is available to customers of
[fum) at no cost. Customers can access this research at [our
websitelhyperlinkJ or can call [toll-free number) to request that
a copy of this research be sent to them"
5, Annnal Reporting, The Independent Consultant will report annually to
the Staff of the SEC, the NYSE, the NASD, the President ofNASAA,
and the New York Attorney General's OffIce on its selection of
Independent Research Providers, the Independent Research it has,
procured, the cost of the Independent Research it has procured to date,
and the Independent Consultant's fees and expenses t,o date,

IV.

Investor Education
1, General. The fum will pay a t,otal ,of $5,000,000, payable in fIve
equal installments ,on an annual basis (with the fIrst payment to be
made 90 days after the entty of the Final Judgment), to funds
earmarked for investor educatiou. Of this money, a total of
$2,500,000 shall be paid pursuant to the fum's agreement with the
22

SEC, NYSE and NASD. The remainder of the funds earmarked for
investor education, in the amount of $2,500,000, shall be paid to the
Investor Education Fund at the Investor Protection Trust, a Wisconsin
charitable trust, pursuant to agreement with the Board of Directors of
NASAA, to be used for the purpose of investor education as described
in Section IV.3.
2. Payments to the Investor FAiucation Fund.
a. As referenced in Section IV. I above, the firm shall pay the amount
of $2,500,000 in five equal annual installment payments as
designated by the NASAA Board of Directors to the Investor
Education Fund ("the Fund") to be hel d as a separate fund by the
Investor Protection Trust, 411 East Wisconsin Avenue,
Milwaukee, WI 53202-4497, c/o Quarles & Brady. Thc amount
for investor education to be paid by the finn to the Fund may be
reduced due to the decision of any state(s) not to enter into a
settlement with the finn.
b. The firm shall make the first such installment payment within
ninety (90) days after the entry of the Final Judgment. This
payment shall be made by wire transfer to the Investor Protection
Trust at US Bank NA, Milwaukee, WI, ABA #075000022 for
credit for the Trust Division Account 112-950-027, for further
credit to the Investor Protection Trust Account Number
000012891800 together with a cover letter identifying Bear Steams
as a respondent in this action and the payment designated for the
Investor Education Fund. The firm shall simultaneously transmit
photocopies of its payment and letter to the President ofNASAA,
10 G Street NE, Washington, DC 20002. By making this payment,
and those payments referenced in Section IV.2.c. below, the firm
relinquishes all legal and equitable right, title, and interest in such
funds, and no part of the funds shall be returned to the firm. The
Fund shall be administered in accordance with the terms of the
investor education plan.

c. The firm shall make snbsequent installment payments annually on
or before the month and day of the entry of the Final Judgment.
Such payments shall be made into the Fund at the Investor
Protection Trust as described in Section IV.2(b).
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3. Purpose of and Limitations on the Use of the Fund.
a. The Fund (including all installment payments) shall be used to
support programs designed for the purpose of investor education
and research and education with respect to the protection of
investors, and to equip investors with the knowledge and skills
necessary to make informed investment decisions and to increase
personal financial literacy. The Investor Protection Trust, in
cooperation with NASAA, shall establish an investor education
plan designed to achieve these purposes.
b. No principal or income from the Fund shall:
(i) inure to the general fund or treasury of any State;
(ii) be utilized to pay the routine operating expenses of NASAA; or
(iii) be utilized to pay the compensation or expepses of state
officials or state employees except such expepses as are necessary
to fulfill the purposes of the Fund.
c. Monies in the Fund may also be used to pay any taxes on income
earned by such Fund. The firm shall provide the Investor
Protection Trust with relevant information .and otherwise cooperate
with the Investor Protection Trust in fulfilling the Fund's
obligations under applicable law.
d. All fees, costs, and expenses incurred by the Investor Protection
Trust in connection with and incidental to the performance of its
duties under this Addendum, including the fees, costs, and
expenses of any persons engaged to assist it and all administrative
fees, costs, and expenses related to the investoredncation plan
shall be paid out of the Fund.

Dcru- Stearns
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BEFORE THE SECURITIES COMlvIISSIONER
OF THE STATE OF DELAWARE

2
3
4

5
6
7

In the matter of

)
)
CITIGROUP GLOBAL MARKETS INC. )
(formerly known as Salomon Smith Barney ) Case No. 03-6-3
)
Inc.)
)
388 Greenwich Street
)
New York, New York 10013,
)
Respondent.

8
ADMINISTRATIVE CONSENT ORDER

9
10

I1

WHEREAS, SSB now known as Citigroup Global is a broker-dealer registered in the state
of Delaware; and

12

WHEREAS, an investigation into the practices, procedures and conduct of Salomon Smith

13

Barney Inc. ("8SB,,)1 respecting: (a) the preparation and issuance by 8SB's U.S. equity research

14

analysts

15

16
17

18
19

(UResearch

Analysts")

of research,

analysis,

ratings,

re'commendations

and

communications concerning common stocks of publicly traded companies covered by such
analysts ("'Research Coverage"), during the period 1999 through June 2002, including without
limitation, commencement and discontinuance of Research Coverage, actual or potential conflicts
of interests affecting Research Coverage, Research Analysts or telTI1ination of Research Analysts,
and misleading statements, opinions, representations or non-disclosure of material facts in
Research Coverage; (b) the allocation by SSB and its predecessor Salomon Brothers, Inc. of stock

20
from initial public offerings that traded at a premium in the secondary market whfm trading in the

21
secondary market begins and spinning by SSB (i&.., allocating such offerings as preferential

22
treatment to officers and directors of companies having or potentially having investment banking

23
business with SSB), during the period 1996 through 2001 ("IPO Allocations") and; (c) any other
24

25

26

1 On or about April 7, 2003, SSB changed its name to Citigroup Global Markets Inc.
("Citigroup Global"). The U.S. Equity Research of SSB continues as part of Citigroup Global.
Since the matters which were the subject of the Investigations occurred prior to the name change,
the Findings of Fact herein generally refer to SSB.
.

1

conduct referred to in the Findings of Fact set forth below in paragraphs 3 through 153 has been

2

conducted by a multi-state task force of which Delaware was a part (the "Investigation").

3

WHEREAS, the Investigation was conducted in connection with a joint task force of the

4

U.S. Securities and Exchange Commission, the New York Stock Exchange, and the National

5

Association of Securities Dealers (together, with the multi-state task force referred to above, the

6
7
8

9
10

11

"regulators"); and
WHEREAS,

The New York Attorney General and Citigroup Global have previously entered

into an Assurance of Discontinuance, dated April 24, 2003 (the ItNew York Assurance of
Discontinuance"), a copy of which has been provided to the Securities Commissioner of the Division

of Securities of the State of Delaware Department of Justice ("Commissioner") concerning the
practices, policies and procedtues ofSSB which wcre the subject of the Investigation; and
WHEREAS, SSB has cooperated with regulators conducting the Investigation by

12
responding to inquiries, providing documentary evidence and other materials, and providing
13

15
16

17
18
19

20
21
22

Investigation; and
WHEREAS, Citigroup Glohal agrees to implement celtain changes with respect to research

and stock allocation practices, and to make certain payments; and
WHEREAS, Citigroup Global elects to permanently waive any right to a hearing and
appeal under the Delaware Securities Act (6 Del. C. Chap. 73) with respect to this Administrative
Consent Order (the "Order");
NOW, THEREFORE, the Commissioner, as administrator of the Delaware Securities Act,
hereby enters this Order:
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2

1

1.

2

FINDINGS OF FACT

3

A. Summary and Jurisdiction

4

I. Citigroup Global is, and under its former name SSB was, at all relevant times, a registered

5

broker-dealer with its principal place of business located at 388 Greenwich Street, New

6

York, New York 10013. SSB has engaged and Citigroup Global continues to be engaged,

7

in a full-service sccunties business, including institutional and retail sales, investment

8

banking services, trading and research.

9

2. The Commissioner has jurisdiction over this matter pursuant to the 6 Del. C. § 7325.

10

3. In 1999, 2000, and 2001 (the "relevant period"), as described below, SSB issued research

11

reports on two telecommunications ("tdecom") companies that were fraudulent and issued

12

research reports on several telecom companies that were misleading.

13

4. During the relevant period, SSB employed business practices that required research analysts

14

to promote SSB's invcshnent banking efforts. Research alone did not generate substantial

15

profits for SSB; investment banking did, and it needed the services of research analysts to

16

do so.

J7

promote SSB's investment banking business to issuers during pitches, and market

18
19

20
21

22
23
24
25

26

Research analysts were expected to vet prospective investment banking deals,

investment banking deals to SSB's customers.

When SSB secured investment banking

business, research analysts were expected to provide favorabJe coverage of SSB's
investment banking clients. Important factors in evaluating an analyst's performance and
determining an ana1yst's compensation at SSB were investment banker evaluations and
investment banking revenues generated in an analyst 's sector. These business practices
created a culture in which investment bankers could and did pressure research analysts to
maintain coverage or favorable ratings for investment banking clients and created the
incentive for analysts to use research to obtain, retain and increase revenue from investment
banking deals. SSB failed to manage the conflicts created by its practices.

3

1

5. Jack Grubman was the linchpin for SSB's investment banking efforts in the telecom sector.

2

He was the preeminent telecom analyst in the industry, and telecom was of critical

3

importance to SSB. -His approval and favorable view were important for SSB to obtain

4

investment bankjng business from tclecom companies in his sector. In total, SSB earned

5

more than $790 million in investment banking revenue during the re1evant period from

6

telecom companies Grubman covered. Given Grubman's key role in SSB's investment

7

banking success in the telecom sector, SSB compensated him handsomely. During the

8

relevant period, Grubman was one of the most highly paid research analysts at SSB and on

9

Wall Street.

Between 1999 and August 2002, when he Jeft the firm, Grubman's total

10

compensation exceeded $67.5 million, including his multi-million donar severance

11

package.

J2

6. During the relevant period, SSB and Grubman published fraudulent research reports on

13

Focal Communications and Meiromedia Fiber Networks, as set forth below. These reports

14

were contrary to the tI11e views Grubman and another analyst on his team privately

15

16
17
J8

expressed. presented an optimistic picture that overlooked and minimized the risk of
investing in these companies, predicted substantial growth in the companies' revenues and
earnings without a reasonable basis, did not disclose material facts about these companies,
and contained material misstatements about the companies.

19

20
21
22
23

24

25

26
4

I

7. Moreover, SSB and Grubman also published celtain research reports that were misleading.

2

In April 2001, Grubman expressed a need to downgrade six telecom companies (Level 3

3

Communications, Wi11iams Communications Group, XO Communications, Focal, Adelphia

4

Business Solutions, and RCN Communications). Investment bankers pressured Grubman

5

not to downgrade these companies and Grubman did not. He continued to advise investors

6

to buy these stocks, and did not disclose the influence of investment bankers on his ratings,

7

In addition, a research report on Williams Communications lacked a reasonable basis

8

because it did not disclose the true views Grubman and others on his team privately

9

expressed at the same time about the company and certain research reports on Focal failed

10

to disc10se facts as described below.

11

8. In November 1999, Grubman upgraded AT&T from a Neutral (3) - his longtime rating on

12

the stock -- to a Buy (1). SSB and Grubman did not disclose in the report that Grubman

13

had a conflict of interest relating to his evaluation of AT&T. Prior to the upgrade, Sanford

14

L Weill ("Weill"), the co-CEO and Chairman of Citigroup (and a member of the AT&T

15

board of directors), had asked Grubman to take a Itfresh look" at AT&T, and Grubman had

16

asked Weill for assistance in gaining admission for his children to the selective 92nd Street

17

18
19

20
21

Y preschool in New York City at the same time Grubman was conducting his "fresh look"

at the company. Subsequently, Grubman stated privately that he had upgraded AT&T to
help his children get into the 92nd Street Y preschooL After Grubman upgraded AT&T and
his children were admitted to the preschool, WeilJ arranged a pledge of $1 million payable
in equal amOlUlts over five years from Citigroup to the 92nd Street Y.

22
23

24
25

26
5

1

9, Grubman's upgrade of AT&T also helped SSB gain investment banking business from

2

AT&T. In late fall 1999, AT&T detennined to make an initial public offering ("IPO") ofa

3

tracking stock for its wireless unit - the largest equity offering in the United States. In

4

February 2000, AT&T named SSB as one of the lead undenvriters and joint book-runners

5

for the IPQ, in large part because of Grubman's "'strong buy" rating of, and "strong

6

support" for, AT&T.

7

engagement.

SSB earned $63 million in investment banking fees from this

8

10. During the period 1996 through 2000, SSB engaged in improper spinning practices by

9

allocating hot IPQ shares2 to executives of current or potential investment banking clients

10

and providing special treatment for these executives. The executives profited significantly

11

from selling !PO stock allocated to them. The investment banking business generated by

12

the firms for which these executives worked represented a substantial portion of SSB's

13

revenues during this period.

14

1 J. Additionally, SSB failed to maintain books and records sufficient to determine whether or

15

not the distribution of IPQ shares had been completed prior to the initiation of secondary

16
17
18

market trading.

Further, SSB failed to administer Issuer Directed Share Programs

appropriately and failed to establish and maintain written supervisory procedures for the
appropriate management of such programs.

19
B. SSB Failed to Manage Conflicts ofInterest Between Research and Investment Banking

20
21

12. SSB's business practices intertwined research with investment banking thus creating the

22

vehicle for investment banking to exert inappropriate influence over research analysts.

23

SSB failed to manage the resulting conilicts of interest in an adequate or appropriate

24

manner.

j

25
26

A "hot IPQ" is one that trades at a premium in the secondary market whenever
trading in the secondary market begins.
2

6

1

1. SSB's Business Practices Required Research Analysts to Support Investment Bankers

2

13. Companies paid SSB's investment bankers to assist them with (a) capital raising activities

3

such as lPOs, "follow on" offerings (subsequent offerings of stock to the publ1c), and

4

private placements of stock, and (b) other corporate transactions, such as mergers and

5

acquisitions. During the relevant period, investment banking was an important source of

6

revenue for SSE; revenues fTom investment banking grew from approximately $3.0

7

billion in 1999, to approximately $3.6 billion in 2000, and to approximately $3.9 billion in

8

2001. Investment banking fees comprised over 21 % of SSE's revenue in 1999, over 22%

9

in 2000, and over 25% in 2001.

10
11
12
13
14

15
16

17

18
19

14. SSE's equity research analysts provided SSB's investing clients and the public with
research reports on certain public companies.

SSB held out its research analysts as

providing independent, objective and unbiased infonnation, reports, ratings, and
recommendations upon which investors could rely in reaching investment decisions. SSB
distributed its analysts' reports to its clients directly and by placing the reports on its
website.
15. At SSB, research was a cost center. In contrast, investment banking generated substantial

profits for SSe. To leverage its research, SSB required research analysts to serve, among
others, investment banking. Accordingly,

•

20

SSB expected research analysts to prepare business plans each year that, among
other things, highlighted what the research analysts had done and would do to help

21

SSB's investment bankers;

22
•

SSB's research analysts were encouraged to develop investment banking business

23
from issuers and private companies in their sectors;

24
•

SSB's research analysts were expected to support investment banking by pitching

25
business to prospective clients and marketing investment banking deals to

26
institutional customers through roadshows;
7

1

•

Investment banking concerns sometimes affected research analysts' decisions to

2

initiate coverage, rate companies, and drop coverage. SSB's research analysts were

3

generally expected to initiate coverage of SSB's investment banking clients with

4

favorable ratings;

5

•

6

7

Investment bankers reviewed the perfonnance of the principal research analysts jn
their sector as part of the analysts' annual review; and

•

Investment banking revenue ge.nerated in an analyst's sector and attributable to an

8

analyst was an important factor SSB used to eva1uate an analyst's perfonnance and

9

determine an analyst's compensation.

10

11
12

13
14
15

16

16. This integration of research analysts with investment bankiIlg was an SSE objective. In a
January 1998 presentation to senior management at Travelers Corporation, then the parent
of SSB, the head of SSB wrote: "There is a continuing shift in the realization that an
\

analyst is the key element in banking success." Underscoring the same theme two years
later. on December 8, 2000, the head of SSB's Global Equity Research wrote to the CEO
ofSSB that one ofbis goals since becoming global head ofresearch was "to better

17

integrate our research product with the business development plans of our constituencies,

18

particularly investment banking .... "

19

20

17. Tn reviewing his perfonnance for 2000, the head ofSSB 's Global Equity Research stated:

We have become much more closely linked to investment banking this year as a result of

21
participating in thcir much·improved franchise review process this year. There has been a
22

yearend [sic] cross review of senior analysts and bankers particularly in the U.S. and

23
Europe and with the development of the Platinum Program in the investment bank. the
24
analyst's understanding of the relative importance of clients for ill [investment banking]

25
and GRB [Zlobal relationship bank] is much improved.

26
8

1

18. In January 2000, SSB held a "Best Practices Seminar" for research analysts that was

2

hosted by the head of U.S. Equity Research Management.

3

member of Research Management stated:

4

5
6
7

At that seminar, a senior

[W]hen you look at the market share gap between us and the three
competitors who are trying to close. Whe1) I just eyeballed it, it
looked like to me there is something like TOughly a billion dollars of,
maybe not Equity Capital Markets but Investment Banking revenues,
on the table for this firm, And that's a lot of money.
And its clear... that Research is driving a lot of this increasingly. And
therefore, as a [research] department our goal has to be, to be a really

8

effective partner in terms of helping drive initiation, execution and

9

everything else. Because there is a lot of money on the table for this
company. And we'll all bcnefit from it.

10

2. SSB Analysts Helped Investment Bankers Identify and Obtain Business

11
12

19. Research analysts at SSB helped investment banking by identifying prospective clients and

13

mandates and by participating in sales "pitches" for investment banking business. SSB

14

bankers would not pitch for investment banking business unless they knew the SSB analyst

15

who would cover the cOmpany was going to support the proposed deal.

16

20. SSB's pitchbooks to potential investment banking clients routinely highlighted the

17

experience and qualifications of the lead analyst in the company's sector and how the

18

analyst would help market the proposed deal. During the ''pitch'' process, SSB conveyed

19

that its research analysts would cover the company if the company gave it investment

20

banking business, and analysts frequently attended the "pitch" sessions. Once a company

21

selected SSB as the underwriter, SSB analysts worked together with investment bankers to

22

(among other things) perform due diligence on the deal and take the company executives

23

out on "roadshows" to market the potential transaction to institutional investors.

24

21. During the relevant period, all parties involved - the analyst, the finn, and the issuer-

25

understood that the analyst would initiate coverage of the company ifSSB was given

26

invesbnent banking business and would initially rate the company favorably.

9

I

2

3. SSB's Research Analysts Supported Investment Banking Through Their Ratings and
Coverage

3

22. SSB encouraged analysts to support SSB's investment banking business through their

4

ratings. Each research report SSB issued included an investment rating that purportedly

5

reflected the analyst's objective opinion of the relative attractiveness oftbe company to the

6
7
8

9
10
II
12

13

investors.
23. During the relevant time pelied, SSB advised its customers that it utilized the following
five-point investment rating system:
I - Buy
2 - Outperform
3 - Neutral
4 - Underperform

5 - Sell

14
15

24. In addition, SSB during the relevant period included in each research report a risk rating of

16

L (low risk), M (moderate risk), H (hlgh risk), S (Speculative), or V (Venture). Each of the

17

research reports and call notes discussed below, other than those on AT&T, rated the

18

company S (Speculative).

19

25. In practice during the relevant period, SSB's research analysts rarely rated companies a 4

20

(Underperfonn) and never a 5 (Sell) in part to avoid antagonizing issuers in a way that

21

would harm SSB's investment banking business. As a Director who provided Research

22

Management Support stated in a March 30, 2001 e-mail:

23
24

25
26

[W]e in U.S. Research currently have no "4" (Underperfonn) or "5" (Sell)
We use neutral rating as a statement that we are not at all
enthusiastic about a stock. That effectively conveys the message that
customers should not be in the stock. If we werc to use 4 or 5 ratings that
approach would be perceived as highly antagonistic to buy side accounts ...
[and] company management teams.

ratings.

10

1
26. In a later e-mail, the same person suggested that the common terms SSB used to rate
2

stocks did not mean what they said: "various people in research and media relations are

3
very easy targets for irate phone calls from clients, reporters, etc, who make a very literal

4
reading of the rating .... [l]fsomeone wants to read the ratings system for exactly what it

5

6
7

8
9
10
11

12
13

14
15

says they have a perfect right to do that."

27. The head of SSB'8 Global Equity Research raised the issue of research integrity directly
with the head of SSB in a mcmorandmn entitled "2000 PcrfOlmance Review," when he
expressed a "legitimate concern about the objectivity of our analysts which we must allay

in 2001." The head of Global Equity Research also addressed the nature of the research
ratings at an SSB equities management meeting. He made a presentation regarding the
SSB "Stock Recommendations as of 1/29/01," which showed that, out of a total of 1179
stock ratings, there were no Sell ratings and only one Underperfonn rating.

In

handwritten notes attached to this presentation, he described these ratings in the U.S. as
the '\vorst" and "ridiculous on face."

He observed that there was a "rising issue of

16

research integrity" and a "basic inherent conflict between IB [investment banking],

17

equities and retail." In a February 22, 2001 memo, the head of Global Equity Research

18

told the managing directors in the U.S. equity research division that the global head of

19

SSB's private client (i.e., retail) division said SSB's "research was basically worthless"

20

and threatened to tenninate his division's contribution to the research budget.

21

28. SSB did not change its rating system, however, and the de facto three-category rating

22

system remained in place throughout 2001. As of the end of 2001, SSB covered over

23

1000 U.S. stocks but had no Sell ratings and only 15 Underperfonn ratings (1.4%).

24
25

26
11

1

4. Investment Banking Influenced SSB's Evaluation and Compensation of Research
Analysts

2
3
4

5
6

7
8

29. SSB established a compensation structure that linked research analysts with investment
banking. Research analysts were requested to draft business plans that discussed, among
other things, their steps to support investment banking business in the past year and their
plans to support investment banking in the upcoming year.

30. In addition, investment bankers among others evaluated the performance of research
analysts. Bonuses for research analysts - comprising most of their compensation - were
tied to several factors, one of the most important of which was the investment banking
revenue SSB attributed to the research analyst.

Gruhman Supported SSB's hwestment Banking Business in the Telecom Sector
Dwing the relevant period, Grubman was one of the most prominent analysts on Wall
Street. He was a Managing Director of SSB, and the preeminent research analyst at SSB.
He managed a team of ana1ysts who issued research reports ("Reports") and call notes
("Notes) on telecom companies. Grubman was principally responsible for each Report
and Note SSB issued on these companies.

1.

Grubman Helped Obtain Investment Banking Clients for SSB

Grubman helped to obtain and maintain business for SSB's investment bankers from
telecom companies in Iris sector. Grubman also vetted proposed transactions involving
te1ecom companies and vetoed those he could not view favorably. Once he detennined he
could support a proposed transaction, he and other telecom analysts who reported to him
often participated in pitching the potential client to award SSB investment banking
business and in roadshows that marketed offerings to investors.
12

1
2
3

2.

Grubman' s Ratings Assisted SSB 's Investment Banking Business

33. Dming the relevant period. SSB was the lead underwriter on 6 IPOs for telecom

4

companIes.

5

recommendation. In virtually every instance, Grubman also issued favorable research

6

reports on te1ecom companies for which SSB acted as lead or co-manager of a secondary

7

offering of equity stock offering.

8

exception, did not rate a stock a 4 during the relevant period and never rated a stock a 5.

9

Rather, he and the research personnel who reported to him would drop coverage

10

For each company, Gruhman initiated coverage with a 1 (Buy)

In fact, Gruhman and his group, with only one

altogether rather than rate a stock at less than a Neutral.

II

12

3.
13

Grubman Helped Generate Substantial Revenue for SSB's Investment Banking
Department and Was Highly Compensated

14
34. Grubman's efforts contributed to the telecom sector generating substantial investment
15
banking revenue for SSB. During the relevant period, as reflected in documents prepared

16
in connection with Grubman's evaluation and compensation, SSB earned more than $790
17
million in total gross investment banking fees from telecom companies covered by

18
Grubman: approximately $359 million in 1999, $331 million in 2000, and $101 million in

19
2001.
20
35. Grubman was wen paid for his efforts. During the relevant period, he was one of the most
21

22
23

24
25

highly compensated research analysts at SSE. His total compensation (including deferred
compensation) fi.-om

1999~2001

exceeded $48 million: over $22 million in 1999, over

$20.2 million in 2000, and over $6.5 million in 2001.

In light of the importance

investment banking played in SSE's annual evaluations, Grubman and two of his

26
13

1

assistants in their 2001 perfonnancc evaluation highlighted the investment banking deals

2

for which they had been responsible.

3

36. As was true of other research analysts, Grubman was evaluated by investment bankers,

4

institutional sales, and retail sales. Grubman received high

5

investment bankers in 2000 and 2001 that reflected his importance to investment banking.

6

Investment bankers rated analysts on a scale from 1 (lowest) to 5 (highest). For 2000,

7

Grubman received a 5 rating overall from investment bankers, who ranked him first

8

among all analysts. His ratings and rankings in specific jnvestment banking categories,

9

such as pre-marketing, marketing, and follow-up were also at the top levels. For 2001,

10

Grubman's average score (the only score presented that year) from investment bankers

11

was 4.382, ranking him 23 rd among the 98 analysts reviewed.

12

of 115 analysts in 2001.
38. Retail brokers ranked analysts on a scale from -1 (lowest) to 2 (highest). For 1999, the

15

retail sales force gave Grubman an average score of 1.59, ranking him 4

16

out of 159

were dramatically lower and well below his scores from invest'ment bankers and the

18

institutional sales force in both years.

19

In 2000, retai1 ranked Grubman last among all

analysts wilh a score of -0.64. The same was true for 2001 -- the retail force ranked

20

Grubman last among al1 analysts reviewed, and his score fell to -0.906.
39. Moreover, Grubman received scathing written eva1uations from the retail sales force in

22

2000 and 200 1.

23

24

tb

analysts evaluated. In contrast, for 2000 and 2001, Grubman's evaluations from retail

17

21

and evaluations from

37. SSB's institutional sales force rated Grubman 16th out of 113 analysts in 2000 and 46th out

13
14

SCOTes

Hundreds of retail sales people sent negative written evaluations of

Grubman in both years.
•

Many claimed Grubman had a conflict of interest between his role as an analyst and his

25
role assisting investment banking:

26
o

"poster child for conspicuous conflicts of interest";
14

o

1
2

"I hope Smith Barney enjoyed the investment banking fees he generated,
because they come at the expense ofthe retail clients";

3

o

"Let him be a banker, not a research analyst";

4

o

"His opinions are completely tainted by 'investment banking' relationships

5

(padding his business)";

6

o

"investment banker, or research analyst? He should be fired";

7

o

"Grubman has made a fortune for himself personally and for the investment

8

banking division.

9

impoverished the portfolio of my clients and I have had to spend endless hours

10
11

12

•

o

19
20
21
22

"Grubman's analysis and recommendations to buy (1 Ranking) WCOM

a

"His ridiculously bullish calls on WCOM and OX cost our clients a lot of
money";

o

"How can an analyst be so wrong and still keep his job? RTHM [Rhytlun
NetConncctionsl. WCOM, etc., etc.";

a

"Downgrading a stock at $1!sh is useless to us,";

o

"How many bombs do we tolerate before we totally Jose credibility with
clients?"

40. The evaluations and comments from retail did not appear to affect Grubman. In a January
2001 e-mail, he stated:

23
24
25
26

have

[Worldcom), GX [Global Crossing). Q [Qwest) is/was careless";

17
18

investment recommendations

Many criticized his support of companies tbat were SSB investment banking clients:

15
16

his

with my clients discussing the losses Grubman has caused them,"

13

14

However,

1 never much worry about review. For example, this year I was rated
last by retail (actually had a negative score) thanks to T [AT&T] and
carnage in new names. As the global head of research was
haranguing me about this I asked him if he thought Sandy [Weill)
liked $300 million in trading commission and $400 mil1ion (only my
direct credit not counting things like NIT [Nippon Telecom] or KPN

15

[KPN Qwest] our total telecom was over $600 million) in banking
revenues. So, grin and bear it. . , .

I

2

41. When Grubman left SSB in August 2002, he signed a separation agreement that included

3

compensation worth approximately $19.5 minion plus approximately $13 million in

4

deferred compensation previously accrued in 1999, 2000, and 2001.

5
6

D.

Investment Bankers Successfully Pressured Grubman to Maintain Positive Ratings on

Stocks

7

42. Investment bankers pressured Grubman to maintain positive ratings on companies in part

8

to avoid angering the covered companies and causing them to take their investment

9

banking business elsewhere.

10

43. On April 18, 2001, one of the companies Grubman covered, Winstar Communications,

II

Inc. (a Competitive Local Exchange Carrier or CLEe), declared bankruptcy.

12

aftennath of the Winstar bankruptcy. an SSB investment banker suggested that SSB's

13
14

15

16

17

telccorn investment bankcrs

and research analysts

In the

have a conference call followed by a

meeting to consider the prospects of other CLEes and similar telecom companies.
Grubman agreed, but made clear that the Winstar bankruptcy had convinced him of the
need to downgrade other CLEes and te1ecom companies, all of which he rated a Buy (1)
at the time:

18

19
20
21

22
23

24

25
26

Also to be bhrnt we in research have to downgrade stocks lest our
retail force (which Sandy cares about a lot which I know to [sic]
well) end up having buy rated stocks that go under. So part of this
call will be our view that LVLT [Level 3], WCG [Williams
Communication Group], XOXO [XO Communications), FCOM
[Focal], ABIZ [Adelphia Business Solutions], RCN [RCN
Communications] must not remain buys.
44. Thereafter, the then-head of investment banking for SSB and the head of telecom
investment banking called Grubman separately. The head of investment banking told him
not to downgrade the stocks because doing so would anger these companies and hurt
SSE's investment banking business. The head of telecom investment banking told him

16

I

that they should discuss his proposed downgrades because some of the names were more

2

sensitive than others. SSB and Gruhman did not downgrade these stocks until months

3

thereafter, continued to advise investors to buy these stocks and, in the weeks and months

4

following, merely lowered the target prices for each of these companies.

5

45. Grubman acknowledged that investment banking influenced his publicly expressed views

6

about the companies he covered. He stated in a May 2001 e-mail to an analyst who

7

reported to him:

8

· .. If anything the record shows we support our banking clients too
well and for too long.

9
10

46. The analyst agreed and stated that Grubman had helped SSB's investment banking

II

business by using his influence to sell securities for questionable companies:

]2

· .. I told [an investment banker] that you get the good and the bad
with you [Grubman] and to look at all the bad deals we sold for them
in the past. He agreed.

13
14

47.

On May 31,2001, Merrill Lynch downgraded XO, one of the stocks Grubman had wanted

15

to downgrade in April. Merrill's actions caused Grubman to consider again whether he

16

should have downgraded XO:

17
18

19
20
21

22

Another one. I hope we were not wrong in not downgrading. Try to
talk to folks to see what they tbink of these downgrades. Maybe we
should have done like I wanted to. Now it's too lale. (Emphasis
added.)

48. A research analyst who repOlted to Grubman responded to this e-mail by reiterating a
negative view ofXO and Level 3:
· , . XOXO is a lost cause, its [sic] never too late to do the call, we
could downgrade XO, LVLT, etc,

23
49. Later the same day, the same analyst e-mailed Grubman, warning him that an institutional

24
25

26

investor thought downgrading XO would:
definitely get the Lame-O award on CNBC & wouldn't help anyone
out, it would just call attention to our negligence aD not downgrading
sooner.

17

I

50. A few weeks later, Grubman was invited to a dinner with the head of u.s. Equity

2

Research and two senior investment bankers. Grubman anticipated discussing banking's

3

displeasure with his commentary on telecom stocks.

4

research colleagues:

5

Grubman e-mailed one of his

... I have dinner with [a senior investment banker and the head of
U.S. Equity Research] I bet to discuss banking's displeasure with our
commentary on some names. Screw {the investment bankers]. We
should have put a Sell on everything a year ago. (Emphasis added.)

6
7

51. The next day. Grubman e-mailed the head of U.S. Equity Research, stating that the

8

pressure from investment banking had caused him not to downgrade stocks he covered:

9

See you at dinner. If [a senior investment banker] starts up I will
lace into him .... most of our banking clients are going to zero and
you know I wanted to downgrade them months ago but got huge
pushback from banking.

10
II
12

52. SSB and Grubman maintained Buy ratings on Level 3, 'VCG, XO, ReN, Adelphia, and
i3

,
Focal for months after April 2001. SSB and Grubman did not downgrade Level 3 until

14
June 18,2001; RCN until August 2,2001; Focal and Adelphia until August 13, 2001; and
15

WCG and XO until November 1, 200 1. In each instance, SSB downgraded these stocks to

16

a 3 (Neutral).

17

downgrade disclosed the pressure investment bankers had exerted on Grubman and

18

Grubman's yielding to such pressure.

19

These Notes were inconsistent with the

views Grubman had expressed, as reflected in the emails above, concerning these stocks.

20
21

None of the Notes published between April 18 and the date of each

E.

SSB and Grubman Published Fraudulent Research That Promoted Focal Communications
and Metromedia Fiber, Two of SSB's Investment Banking Clients

22
23

53. SSE

and

Gmbman

pubJished

certain

fraudulent

research

reports

on

Focal

24

Communications and Metromedia Fiber, two investment banking clients of SSB.

25

described below, certain research reports on these companies were contrary to Grubman's

26

private views and those of his team. Moreover, certain research reports on these two
18

As

I

compames presented an optimistic picture that overlooked or minimized the lisk of

2

investing in these companies and predicted substantial growth in the companies' revenues

3

and earnings without a reasonable basis.

4

1. SSB and Grubman Published Fraudulent Research Reporis on Focal

5

54. Focal was a CLEC - a broadband telecommunications provider of limited reach. As of

6

December 31, 1999 it operated in 16 locations nationwide and as of December 31, 2000 it

7

operated in 20 locations nationwide. Focal was never profitable. Focal' s net loss was

8

approximately $500,000 in 1996, $3 million in 1997, $8 million in 1998, $22 million in

9

1999, and $105 million in 2000.

10

55. Focal wa." an investment banking client for SSB. SSB underwrote Focal's initial public

11

offering in July 1999.

12

transactions. In total, SSB earned approximately $11.8 million in investment banking fees

13

from Focal.

14
15
16
17
18
19
20
21

22
23

24

25

It also assisted the company in other investment banking

56. Shortly after SSB underwrote Focal's initial public offering, it irLitiated coverage with a
Buy (1) rating and maintained that rating until August 12, 2001.

Grubman was

responsible for SSB's Reports and Notes on the company.
57. SSB and Grubman published two Notes on Focal that were fraudulent - one issued on
February 21,2001 and one issued on April 30, 2001. The February 21 Note "reiterated" a
Buy recommendation. It left the target price unchanged from $30 (approximately twice
the stock price of $15.50). The Note reported overall results that were "in line" with
expectations, and a revenue mix that "continues to improve." It also reported that Focal
"continues to gain a stronger foothold in the large business market and continues to grow
sales of existing customers with existing and new products and also into multiple
markets."

The February 21 Note reported EBITDA (earnings before interest, taxes,

depreciation, and amortization) that improved over the previous quarter and was in line

26
with estimates; it advised investors that Focal expected to be EBITDA brcakeven
19

1

sometime in 2001. Finally, the Note thought the company could continue to perform well

2

and grow and. if it did, the target price and estimates would be increased:

3

6

The quarter's results were in line with our expectations. The revenue
and line mix is improving but the fact remains that FCOM still has
exposure to recip camp and exposure to ISPs, which are areas of
concern for investors. \Vhile FCOM is collecting recip camp and is
good at reviewing its customer credit profiles with ISPs, which are
areas of concern for investors, we believe it is prudent to sec a few

7

more quarters of good execution and growth before we change
numbers. We continue to remain prudent and thus, we don't think

8

trading at $15.

4

5

we should raise our price target to above $30 when the stock is only

management continues to execute and also delivers on its data
strategy, we believe this will be reflected in its stock price, and thus,
we will be in a better position to raise numbers.

9

10
II

But, as we stated in our 3Q note, if [Focal]

58. The same day as the February 21 Note, however, Grubman stated that he believed Focal

12

should be rated an Underperfonn (4) rather than a Buy(I), that "every single smart

13

buysider" believed its stock pIice was going to zero, and that the company was a ''pig.''

14

Focal apparently complained about the February 21 Note. Vlhen Grubman heard of the

15

complaint, he e-mailcd two investment bankers:

"

16

I hear company complained about our note. I did too. ] screamed at
[the analyst] for saying "reiterate buy." If I so much as hear one
more fucking peep out of them we will put the proper rating (ie 4 not
even 3) 011 this stock which every single smart buysider feels is going
to zero. \Ve lose credibility on MeLD and XO because we support
pigs like Focal.

17

18
19

20

59.

Grubman, "Meld [Mcleod USA, Inc.] and Focal are pigs aren't they?" and asked whether

21

Focal was "a short." The analyst responded to the e-mail: "Focal definitely .... "

22

23

Also on February 21, an institutional investor e-mailed a research analyst who worked for

60.

Grubman continued to express his true view of Focal in a subsequent communication. As

24

described in Section D above, he stated on April 18,2001 that the company needed to be

2S

downgraded in the aftennath of the Winstar bankruptcy.

26
20

1

61. Contrary to these negative views of Grubman and his colleague, the April 30 Note on

2

Focal again advised investors to buy Focal. By April 30, the stock price had fallen to

3

$6.48. Although the April 30 Note lowered the target price to $15, calling the previous

4

target pIice of $30 "stale," the new target price was still more than twice the stock price.

5

The April 30 Note stated that the company had repOlted quarterly results in 1ine with

6

estimates, repeated that Focal's "revenue mix is improving towards telecom," and noted

7

the "line mix" continued to improve.

8

9

62. Neither the February 21 Note nor the April 30 Note disclosed the actual views of
Gruhman and his colleague about Focal.

Indcc~

both Notes contradicted such views.

10

Neither Note described the company as a "pig" or a "short," disclosed that "smart

11

buysiders" were predicting that Focal's stock price was going to zero, or indicated that the

12

proper rating for Focal was an Underperfonn (4). The February 21 Note and the April 30

13

Note did not provide any other reason the stock should be downgraded. To the contrary,

14

both Notes advised investors to buy the stock, predicted that the company's stock price

15

could at least double over the next 12 to 18 months, and indicated that the company's

16

17

numbers were "in line" and in some respects improving. Accordingly, the Notes issued
on February 21,2001 and Apri130, 2001 were fraudulent.

18
19
20

2.

SSB and Grubman Issued Fraudulent Research Reports on Mctrornedia Fiber

63. Metromedia Fiber built and operated fiber optic systems nationally and in Europe. It

21
intended to provide telecom services to CLECs and large telecom companies, cable

22

companies, internet service providers, and Fortune 500 companies in large metropolitan

23
areas.

As of the end of 2000, Metromedia Fiber was increasingly unprofitable, spent

24
substantial amount" of cash to construct its fiber optic systems and required even more
25
capital to complete its planned network.

26
21

1

64. Metromedia Fiber was an investment banking client for SSB.

SSB underwrote

ill

2

Metromedia Fiber's !PO in 1997 and a secondary offering in November 1999.

3

addition, SSB engaged in other investment banking transactions for the company. In total,

4

SSB earned approximately $49 million in investment banking fees in Metromedia Fiber

5

deals.

6

company with a Buy (1) rating and maintained that rating until July 25,2001.

After Metromedia Fiber's IPO, SSB and Grubman initiated coverage of the

7

65. In 2001, the company entered into an agreement with Citicorp USA, Inc. (an SSB

8

affiliate) to provide it with a credit facility that it needed to fund its operations. The

9

deadline for closing on the facility was extended twice and, in the end, the facility was

10

completed for less than half its full amount. The Notes on Metromedia Fiber issued

11

between April 2001 and July 2001 did not adequately disclose the red flags concemlng the

12

credit facility or Grubman's view that the company might not get the funding. Moreover,

\3

in June 2001, a research analyst working for Grubman told him that while the company

14

had funds through the end of 2001, thereafter the company's fundamentals would

15

deteriorate. This contradicted the ratings and price targets SSB and Grubman published

16

17
18

19
20

21

22
23

24

25
26

on the stock in a Note dated June 28, 2001. For these reasons, the Notes dated April 30,
2001, June 6, 2001, and June 28, 2001 were fraudulent and misleading.
66. Metromedia Fiber almounced on January 8, 2001 that it had "obtained a conunitment for a
fully underwritten credit facility for $350 million from Citicorp USA, Inc., which it

expects will fully fund its current business plan of building 3.6 million fiber miles ... by
the end of 2004,"

67. As of March 2001, Metromedia Fiber faced a risk of not obtaining financing for its
operations, had sufficient funds for its operations tluough the end of 2001, and may not
have had sources for additional capital to finance its operations after the end of 2001. In
particular, the company stated at the time that it may not be able to close on the pending

$350 million credit facility from Citicorp USA.
22

1

68. In an April 18, 2001 e-mail to a senior investment banker, Grubman indicated he was

2

aware that Metromedia Fiber might not close the credit facility and wou1d downgrade the

3

company should it not obtain the additional funding: "JfMFNX [Metromedia Fiber] does

4

not get credit facility they too get downgraded [from a buy]."

5

69. Nevertheless, on April 30, 2001, SSB and Grubman issued a Note that reiterated a Buy (1)

6

rating for Mctromedia Fiber, stating: "We want to make it very clear that [Mctromcdia

7

Fiber] remains one of our favorite names," Regarding funding for the company, the Note

8

stated:

9
10
11

As noted in our previous note, MFN has obtained a commitment for
a fully underwritten credit facility for $350 million from Citicorp
USA, Inc., which it expects will fully fund its current business
plan....

12

70. The April 30 Note failed to disclose that the company believed it might not consummate

13

the credit facility and that Grubman had expressed doubt that the company might get

14

funding.

15

16

71. Metromedia Fjber subsequcnt1y announced that the deadline for closing on the credit
faciIityhad been extended from May 15 to June 30, 2001.

17

72. In a June 6, 2001 Note, SSB and Grubman continued to state that the stock was

18

"exceptionally inexpensive" and opined that the company had "good visibility in its core

19

fiber business." Grubman began and ended the Note with: "We strongly reiterate our

20

Buy ... and we would be aggressive at current prices." Regarding the funding for the

21

company, Grubman wrote:

22

We continue to believe the $350 million bank loan, which will bring :MFNX to fully-

23

funded status, will close by the end of June.

24

•

*

*

25

...The lack of available capital for MFNX-lookalikes only strengthens MFNX's

26

position. Most recently private companies, such as OnFiber and other metro builders,

23

1

have failed in getting private financing and other companies in the metro space have

2

an extremely difficult time.

3

*

*

*

4

MFNX has a business plan that is fully funded and many ''would-be'' competitors are

5

never getting to the market.

6

73. The Note did not disclose that (a) the deadline for consummating the bank loan had been

7

extended from May 15 to the end of June; or (b) after announcing the funding

8

commitment, the c:ompany had detennined that it may not be able to successfully

9

consummate the senior credit facilities. The Note also did not reflect Grubman's opinion

10

that Metromedia Fiber might not secure the financing.

11

emphasized and recognized the importance of Metromcdia Fiber's fully-funded position.

As described above, the Note

12

74. In its June 28, 2001 Note, two days before the expiration ofthe funding commitment, SSB

13

and Grubman disclosed that Metromedia Fiber had not consummated the bank loan and

14

that thc deadline had been extended from May 15 to June 30.

15

minimized the funding problem by advising investors that the company had other options

16

17
18
19

20
21
22

23
24
25
26

SSB and Grubman

for financing, but added that they "can only guess on the nature or terms of the alternative
financing [Metromedia Fiber] would agree to."

Nevertheless, the Note analyzed the

company's financing needs assuming the company could secure the S350 million in
additional funds under the loan or by other means and therefore would be fully funded
through 2003. The Note continued to project a positive EBlTDA for 2003 and reiterated
its Buy (1) rating.
75. The Notes published from April to July 2001 on Metromedia Fiber minimized the risks
facing the company, assumed the company was going to be fully funded, and estimated
that the company would enjoy explosive growth in revenues and earnings. The $25 price
target issued on April 30, 2001 assumed that the company would have estimated revenue
in 2010 of$10.6 billion and EBlTDA of $4.4 billion. The June 6, 2001 target price of$15

24

I

assumed the company would have $8.7 billion in revenue nine years out and EBITDA of

2

$3.2 billion. The June 28, 2001 target price of $10 maintained the estimate of future

3

revenue and EBITDA.

4

76. These reports, and the ratings and price targets included in them, reflected SSB's and

5

Grubman's publicly expressed opinion that the company's future was secure. TIris view

6

was contrary to the actual views of SSB's analysts, which were expressed privately and

7

not disclosed. On June 21, 2001 , a research analyst who reported to Grubman discounted

8

the prospects of the company, telling Grubman in an e-mail that while the company had

9

funding through the end of2001, its fundamentals would deteriorate thereafter:

10

I have received over 50 calls today on MFNX (its down $0.20 again
to $1.51) ... , Most people have written off this stock saying that it
will go bankrupt, even if they could get an equity infusion here it
would be massively dilutive. At lease [sic] they have some cash
through the end of the year but I doubt the fundamentals recover
which is actually the important thing. I think downgrading right now
is not advisable since everyone would say "gee thanks." I think we
need an exuse [sic] from the company, we should have done it the
day they lowered guidance but of course we were restricted.

II

12
13
14
15

16

77. SSB did not downgrade Metromedia Fiber until July 25, 2001 and even then only
downgraded the stock to a Neutral (3) rating. By then, the company's stock priee had

17

sunk to 98 cents, more than a 33 percent drop from its price on June 21, 2001, when the

18

analyst who reported to Grubman disparaged the company's future.

19
20

21

22

F.

SSB Issued Misleading Research Reports on Level 3, Focal, ReN, Adelphia, WCG, and

XO
78. Research reports must not contain misleading statements, analysts must have a reasonable

23
basis for their recommendations, and reports must present a fair, balanced picture of the

24

risks and benefit<; of investing in the covered companies and avoid exaggerated or

25
unwarranted claims regarding the covered companies.

26
25

As described below, certain

I

research reports issued on Level 3, Focal, ReN, Adelphia, WCG, and XO violated these

2

requirements.

3

I.

SSB Issued Misleading Research on Focal

4

5

6
7
8
9
10

79. As stated above, on February 21 , 2001 and April 30, 2001, SSB and Grubman published
fraudulent research reports on Focal. In addition to those reports, SSB and Grubman
published four misleading research reports on Focal, dated April 10,2000, April 18, 2000,

April 26, 2000, and July 31, 2000.
80. In April 2000, Focal selected SSB to be the joint book moner for a secondary offering of
jig

stock. Focal also announced a major expansion of its business plan. At the time, the

11

company had significant capital expenditures and required additional capital to complete

12

its new business plan. It faced the risks that it could not raise such capital and could not

13

complete its new plan, and that,
,, because of its capital expenditures, it would potentially

14

have substantial negative operating cash flow and substantial net operating losses for the

15

foreseeable future, including through 2000 and 2001. Nevertheless, the Notes SSB and

16

Grubman published on April 10,2000, April 18,2000, April 26, 2000, and July 31,2000

17

either did not disclose these risks or did not fully address them. In addition, these Notes

18

published a target price that did not have a reasonable basis.

19

81. On April 10, 2000 SSB and Grubman issued a Note that reiterated a Buy (I)

20

recommendation on Focal and increased the target pl1ce for Focal from $60 to $110. The

21

Note discussed Focal's planned expansion, describing it as "sexy" and "providing the

22

sizzle in this story."

23

predicted that the company's revenue within 10 years would increase to $6 billion and

24

EBlTDA would increase to $2.4 bimon.

25

"stellar." The Note did not disclose the additional capital expenditures that would be

26

necessary to fund Focal's expanded business plan or the risk the company may not be able

Based on Focal's expanded business plan, SSB and Grubman

26

The Note described Focal management as

I

to obtain such capital. It did not disclose the likelihood that the expanded business plan

2

would increase the company's substantial negative operating cash flow and substantial net

3

operating losses.

4

82. On April 18,2000, SSE and Grubman issued a Note reiterating the $110 price target and

5

Buy rating. The April 18 Note stated that "[Foca1] is expanding its business plan to 24

6

markets and aggressively pursuing data opportunities .. , The name of the game in value

7

creation is to drive geographic footprint & service capabilities. Focal is dramatically

8

increasing the latter w/its data initiative while increasing its geographic footprint by 15-

9

20% ... We reiterate our Buy rating & $110 target & would be aggressive buyers." The

10

April 18, 2000 Note did not disclose the additional capital expenditures that would bc

11

necessary to fund Focal's expanded business plan Of the risk the company may not be able

12

to obtain such capital. It did not disclose the likelihood that the expanded business plan

13

would increase the substantial negative operating cash flow and substantial net operating

14

losses the company faced in the foreseeable future.

15
16
17
18

19
20
21

83. On April 26, 2000, SSB and Grubman issued a Note that reiterated a Buy
recommendation, the SIlO target price, and Grubman's predictions of substantial growth
in the company's revenues and EBITDA. By this time, Focal's share price had dropped to

$34.00. The Note repeated Grubman's earlier comments that Focal's new data initiative
"is the real sizzle in this story ... we believe that [Focal's] recent geographic & data
expansion will enable [Focal] to become one of the critical path points in what is the next
evolution in the Internet." The Note stated:

22
23
24

25

From a liquidity standpoint, no matter what happens with the capital
markets, betwecn the money [Focal] has on hand and its bank
facilities commitments, we believe that [Focal] win be fully funded
During the first quarter, [Focal]
through mid- to late-2001.
completed a $275 million offering of 11 7/8% senior notes due 2010
through a private placement.

26
27

1

84. The Note concluded with another recommendation for investors to buy the stock: 'We

2

continue to be very bul1ish on [Focal] and believe the stock is undervalued at current

3

levels." The Note did not disclose the additional capital expenditures that would be

4

necessary to fund Focal's expanded business plan or the risk the company may not be able

5

to obtain such capital. -It did not disclose the likelihood that the expanded business plan

6

would increase the substantial negative operating cash flow and substantial net operating

7

losses the company faced in the foreseeable future.

8
9

85. The Note SSB and Grubman published on July 3],2000 left the rating and targct price
unchanged.

The Note extolled the virtues of Focal's management, stating that the

10

reported strong earnings for second quarter 2000 «highlights the execution abilities of

II

FCOM management . . . ." It repeated earlier advice to investors that "the stock is

12

undenralued at current levels." The July 31 Note stated:

J3
14
15

16

From a liquidity standpdint, [Focal] received a commitment for $300
m111ion of senior secured credit facilities during the quarter. Capital
expenditures totaled $77 million this quarter and we still expect
[Focal] to spend $300 million and $305 million in 2001. We
estimate that with the cash on hand of $342 mil1ion and the available
credit, [Focal] will be fully funded through 2001.

17

86. Missing from the July 31 Note, however, were sufficient risk disclosures adequate to warn

18

investors of the funding needs facing FocaL The Note did not disclose the additional

19

capital expenditures that would be necessary to fund Focal's expanded business plan or

20

the risk that the company may not be able to obtain such capital. It did not disclose the

21

likelihood that the expanded business plan would increase the substantial negative

22

operating cash flow and substantial net operating losses the company faced in the

23

foreseeable future.

24

87. By October 17, 2000, Focal's stock price had plummcted to S18. That day, SSB and

25

Grubman issued a Report on Focal and other CLECs entitled "CLECs: Clean Up of

26

Ratings, Priee Targets & DCFs." In this Report, SSB and Grubman maintained a Buy (1)

28

rating on Focal, but lowered Focal's target price from $110 to $30, noting that the
2

previous target price was "a clearly stale number." Despite advising investors for months

3

prior to October that Focal's new business strategy was "sexy" and "the sizzle to the

4

story" and would raise Focal's stock price by $50, Grubman decreased Focal's price target

5

in part by substantially reducing the revenue expected from the new business strategy.

6

7

2.

Levcl3, Focal, RCN, Adelphia, WCG and XO

8

9

88. As described above in Section D, in April 2001 Grubman expressed the need to

10

dO'Wngrade Level 3, Focal, RCN, Adelphia? WCG, and XO in the aftcnnath of the Winstar

11

bankruptcy. Investment bankers pressured Grubman not to change the Buy ratings on

12

these stocks and he did not downgrade them until months later.

13

89. None of the following Notes for these companies issued between April 18, 2001 and the

14

date the stocks were downgraded disclosed the pressure the investment bankers had

15

exerted on Grubman or the fact that he had acceded to it; these Notes were inconsistent

16

with the views Grubman had expressed, as reflected in the e-mails described in Section D.

17

above, concerning these stocks: 3

18
Level3: Report issued on Apri118, 2001.

19

20

WCG:

Reports issued on May 1, 2001, August 1, 2001, and September 21,2001.

XO:

Reports issued on April 26, 2001. and July 25,2001.

21

Adelphia: Report issued on May 14, 2001.

22

RCN:

23

3.

Report issued on May 3, 2001.

WCG

24
25
26

3
For the additional reasons set forth in Section E, the Note on Foca1 for April 3D,
2001 was fraudulent.

29

90. The May 1, 200] Note on WCG lacked a reasonable basis because it did not disclose the

2

contrary private views of Grubman and a member of his team. On May 1, 2001, SSB and

3

Grubman issued a Note that failed adequately to disclose the views of Grubman and

4

another analyst of the funding risks facing WCG.

5

Grubman and the analyst commented privately that the company "need[s] money." These

6

funding concerns were so acute that the analyst warned an institutional investor to "be

7

careful with \VCG."

8

complained about Grubman's target price for WeG that WCG was a ''tough one. They

9

still need money. I think business is ok ... ,"

10

Before the issuance of that Note,

Similarly, Grubman explained to a SSB retail broker who

91. The May 1 Note, however, reiterated a Buy recommendation on the stock. It noted that

11

"visibility on funding better vs. 6 mos. ago."

12

adequate funds "into 2003."

13

expenditures and ''has made steps to improve its funding situation since the beginning of

14

the year and have [sic] raised additional liquidity of more than $2 billion."

15

predicting that the company may need $1 bil1ion to fund its operations in 2003, the Note

16

stated "frankly, if the second tranche of the bank facility gets fu11y syndicated out, and

17
18
19

20
21

22
23

It reassured investors that WCG had

The Note stated that the company had reduced capital

While

WCG does perform as it expects ... then our funding gap will be cut dramatically."
92. The May 1 Note failed to accurately describe the negative view of Grubman and the
analyst who reported to him of the company's funding concems. Rather than informing
investors that WCG's business was merely "ok" or a ''tough one," the May 2001 Note
advised investors to ''be more aggressive on [WCG]." The Notc did not warn investors to
"be careful" with WCG and did not fully reflect the analysts' vicws on the company's
funding needs.

24

25
26
30

1

Undisclosed Conflicts of Interest Pervaded Grubman's Upgrade of AT&T in November
1999

G.

2

1.

AT&T Complained About Grubman's Views of the Company

3

4
5
6

7
8

93.

From 1995 through November 1999, Grubman maintained a Neutral (3) rating on AT&T.
Though at times he offered qualified approval of AT&T's strategy, he also repeatedly
disparaged the company in his research and his public comments.

94. Beginning in July 1998 and continuing through the relevant period, Sanford Weill, then
co~CEO

and Chairman of Citigroup, was a member of the AT&T Board of Directors.

9

Prior to November 1999, AT&T management complained to Weill and other SSB

10

representatives about the tone of Grubman's comments. In particular, the AT&T CEO

11

told Weill that Grubman's unprofessional tone and commcnts about AT&T made it

12

difficult for AT&T to do business with SSB.

13

95. At an October 1998 industry trade show, Grubman failed to mention AT&T as one of the

14

important telecommunications companies of the future. AT&T complained to Weill, and

15

Wcill relayed the complaint to senior SSB investment bankers. As a result, Grubman

16

wrote a letter of apology dated October 9, 1998 to Weill and the heads of SSB's

17

investment banking and equities departments.

18

reviewed and approved by Wei11 and several members of senior management. Grubman's

19

apology stated, in part:

20
21
22
23
24
25

Before it was finalized, the letter was

It has come to my attention that a speech J made offended AT&T. I
want to make it perfectly clear that the last thing I want to do is
embarrass the finn or myself or for that matter have AT&T put in an
awkward position in dealing with Salomon Smith Barney. To the
extent 1 have done so, 1 apologize to you and to the finn. I will also
find the appropriate time and place to apologize directly to AT&T.
Despite our current investment stance on AT&T, I view AT&T as
one of the most significant companies in this industry, a company
that I hope we can build a long and valued relationship with and one
where I tru1y am open-minded about changes in investment views.

26
31

1

96. In his cover memo to the head of SSB investment banking. and the SSB investment

2

banker covering AT&T, Grubman indicated that his letter was suitable to send to AT&T.

3

On October 12, Weill and the investment banker covering AT&T traveled to AT&T's

4

Basking Ridge, NJ headquarters and met with AT&T's CEO.

5

2.

Weill Asked Grubman to "Take a Fresh Look" at AT&T

6
7
8
9

97. A few months later, in late 1998 or early 1999, Weill asked Grubman to "take a fresh
look" at AT&T in the hope that Grubman might change his opinion of the company.
Weill had a positive view of AT&T and its CEO whom Weill had known personally for

\0

years. AT&T's CEO was a member ofCitigroup's Board of Directors during the relevant

11

period and, prior to the merger of CiticoIp and Travelers Corporation (SSB's corporate

12

parent), had been a member of the Travelers' Board of Directors since 1993.

13

98. Thereafter, on April 5, 1999' .,Grubman sent AT&T a seven-page questionnaire seeking
,

14

further infonnation about its business.

On June 11, 1999 Grubman sent Weill a

15

memorandum noting that AT&T had not responded to his questionnaire. Weill apparently

16

then spoke to AT&T's CEO about the questionnaire. AT&T asked Grubman to re-send

17

the questionnaire, and Grubman wrote Weill: "Maybe this time we can actually make

18

some progress in closing the deal with [AT&T' s CEO]." On July 19, 1999, AT&T sent an

19

eleven-page response to Grubman.

20

99. On August 5, 1999 Grubman and Weill traveled to AT&T's headquarters for a meeting

21

with AT&T's CEO that Weill had arranged. On August 19, 1999, Grubman wrote to

22

AT&T's CEO:

23
24
25

26

I am wliting to follow up on our meeting with Sandy.... I thought it
was important to write to you directly to lay-out what I think we
agreed to in order to get this process going. . . . I need to get to a
level of specificity well beyond what's on the street today and I will
need your help getting to the right people.... Wall Street is lacking
analysis that comes remotely close to answering the detailed
economic, technicaJ, and opemtional questions that investors are
32

demanding answers to regarding the roD-out of the bundled service
platfonn using the cable plant. . .. When my analysis is complete
and if the results are in line with what you and I are both anticipating,
once I'm on board there will be no better supporter than I. ... As I
indicated to you at our meeting, I would welcome the role of being a
"kitchen cabinet" member to you.

1
2
3
4

5
6
7

100. Grubman sent a copy ofh1s August 19) 1999 letter to Weill, SSB's head of investment
banking, and the SSB investment banker covering AT&T.
3,

Grubman Requested Weill's Assistance to Get His Children Accepted to the 92nd
S1. Y Preschool and AT&T Considered Issuing a Tracking Stock for Its Wireless

Unit
8
9
10

101. In September 1999, Grubman began his efforts to get his children admitted to the
prestigious and competitive preschool at the 92 nd Street Y in New York City.

11

102. On October 20) 1999) the AT&T Board of Directors began discussing whether to issue a

12

tracking stock for its wireless unit. That day, Weill attended an all-day meeting of the

13

AT&T Board, at which

14

alternatives, including issuing a tracking stock for AT&T's wireless business.

AT&T's management presented a number of strategic

15

103. On October 29, 1999, Weill and Grubman had a 14 minute telephone conversation during

16

which they discussed the status of Grubman's "fresh look" at AT&T. In that conversation

17

or one shortly thereafter) they also discussed Grubman's desire to send his children to the

18

9200 Street Y preschool in New York City.

19

20
21

22
23
24

25
26

104. By November 2, AT&T had taken its first steps towards issuing a tracker stock for its
wireless unit.

That day, an investment banking finn advising AT&T on financial

strategies met with AT&T's outside counsel to discuss a proxy statement for AT&T
shareholder approval of the wireless tracker.
105. On November 5, 1999, Grubman sent a memo to Wei11 entitled "AT&T and 92nd Street

Y." In it, Grubman updated Weill on his progress in "taking a fresh look" at AT&T and
outlined the future steps he would take to reexamine the company. He referred to his
earlier meeting with AT&T's CEO and to his scheduled meetings in Denver with the head
33

1

of AT&T's cable operations and in Basking Ridge v.rjth AT&T's network operations

2

personnel. Grubman also sought \Vcill's assistance in getting his children admitted to the

3

92 nd Street Y preschool. Noting the difficulty in getting into the school) Grubman stated

4

that ''there are no bounds for what you do for your children .... it comes down to 'who

5

you know.'" In the last paragraph of his memo, Grubman concluded: "Anyway, anything

6

you could do Sandy would be greatly appreciated. As I mentioned, I will keep you posted

7

on the progress with AT&T which I think is going well,"

8

4.

9
10
11

12
13
14

15

16

Grubman Kept Weill Apprised of His Reevaluation of AT&T in November 1999;
AT&T Management Recommended That AT&T Issue a Tracking Stock

106. During November 1999, Grubman intensified his "rresh look" at AT&T. He met and
spoke by telephone with AT&T's CEO and traveled to AT&T's Denver and New Jersey
offices to meet with company officials and view AT&T's operations. Grubman reported
on his efforts to Weill during ~n unprecedented number of telephone caUs on November 3)
11,17,22,24 and 30.

107. On the morning of November 17, Weill attended an AT&T board meeting at which senior
AT&T management recommended that the board approve the issuance of a tracking stock

17

for the wireless business. Grubman called Weill from Milan, Italy late that night and the
18

two discussed the status of Grubman's "fresh look" at AT&T. During a call on November
19
22 or November 24, Grubman informed Weill that he soon would be issuing a report

20
upgrading AT&T.
21

22

5.

Grubman Upgraded AT&T and Subsequently Stated He Did So to Get His Children
Into the 92nd St. Y Preschool

23

24

108. Grubman announced on November 29, 1999 that he was upgrading AT&T from a Neutral

25

(3) to a Buy (1) rating. The same day, Grubman sent an e-mail to the SSB publications

26

department) with a copy to Research Management) stating:

34

The AT&T Report must be edited and mailed out to the printers
today so that it can be distributed in time to meet Sandy Wci11's

1

deadline (before the AT&T meeting.)

2
3

4
5

6

7
8

9
10
II

12
13

109. The next day, Grubman issued a 36-page Report setting forth his new rating and rationale.

In his November 30 Report, Grubman wrote that his upgrade rested largely on two points:
(I) the "real economics" of AT&T's cable strategy and (2) AT&T's ability to upgrade its

cable technology to deliver a range of different services to consumers' homes. Grubman
commented positively in his report about the widely-reported wireless tracking stock but
denied upgrading because of the possible IPO.
110. After issuing the report, Grubman told an analyst who reported to him and an institutional
investor, in separate conversations, that he upgraded AT&T to help get his children into
the 92nd 81. Y preschool.

1 J 1. Roughly a year after the upgrade, on January 13, 2001, in an e-mail to a friend, Grubman
stated:

14

You know everyone thinks I upgraded T [AT&T) to get lead for
AWE [AT&T Wireless (racker]. Nope. I used Sandy to get my kids
into 9211d St Y pre-school (which is harder than HaJ\Iard) and Sandy
needed [the AT&T's CEO's] vote on our board to nuke [John] Reed
in showdown. Once eoast was clear for both of us (ie Sandy clear
victor and my kids confirmed) I went back to my nomlal negative
self on T. [AT&T's CEO] never knew that we both (Sandy and I)
played him like a fiddle.

15

16
17
18
19

20
21

22
23

112. The fonowing day, Grubman c-mailed the same friend: "I always viewed T [AT&T] as a
business deal between me and Sandy."

6.

After the AT&T Upgrade, Weill Helped Facilitate the Admission of Grubman's
Children to the 92nd St. Y Preschool

113. After Grubman jssued his November 1999 report on AT&T, Weill helped gain admission

st.

24

for Grubman's children to the 92 nd

25

Weill called a member of the 92nd St. Y board and told ber he would be <\rery

26

appreciative" if she would help Grubman, a "valued employee" at Citigroup. Wcil1 did

Y preschooL On or about December 17, 1999,

35

not explicitly offer a donation to the Y during this phone call. By indicating that he would
2

be "very appreciative," he understood that he was implicitly offering such assistance.

3

114. In March 2000, GlUbman's children were admitted to the Y preschool. Subsequently, the

4

board member called Weill, suggested a donation be made to the Y, and may have

5

suggested the amount. Weill agreed.

6

approved charitable donations from Citigroup or the Citigroup Foundation.

7

subsequent conversation with the president of the Citigroup Foundation, Weill indicated

8

that the Foundation should make a $1 million donation to the Y and instructed the

9

Foundation president to work with the Y to develop a suitable program with the donation.

10

The program that was subsequently developed consisted of a series of 10 events per year

11

that had cultural, artistic, and educational aims. Weill) the president of the Foundation,

12

and another Citigroup corporate officer approved the donation on July 24, 20004 and the

13

first installment of the donation ($200,000) was sent to the Y in September 2000. The

14

president of the Foundation understood the donation was a "thank you" for the admission

15

of the Grubman children to the preschool at the 92 0d St. Y.

16
17

7.

Weill was one of three corporate officers who

During a

After Grubman's Upgrade of AT&T, AT&T Selected SSB as a Lead Underwriter in
the AT&T Wireless IPO

18
115. Grubman 's upgrade of AT&T assisted SSB in being selected as a lead underwriter and

19
joint book-runner for the IPQ of a tracking stock for AT&T's wireless subsidiary.

20
116. The AT&T Board approved the IPO during its December 5, 1999 Board meeting. AT&T
21
announced its plans at a meeting with analysts the following day.

22
117. In January 2000, SSB competed to be named a lead underwriter and book-fUlUler for the

23
offering. In its pitch book, it highlighted the experience, prominence, and support for

24

25
26

"
Because of certain tax considerations, and in light of benefits Citigroup employees
received from the program supported by the donation, Citigroup, not Citigroup Foundation, made
the donation to the Y. The $1 million donation was payable in equal amounts over five years.
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1

AT&T of Grubman and the SSB wireless analyst. Among other things, SSB's pHch book

2

contained numerous statements about Grubman's views regarding the positive impact the

3

wireless tracking stock would have on AT&T's shares, as well as promises about the role

4

he would play in marketing the deal to investors.

5

118. In evaluating the various proposals fi-om SSB and other investment banks, AT&T

6

assigned significant weight (55%) to its views of each investment bank's wireline and

7

wireless telecommunications analysts. Because Grubman was a highly rated and highly

8

respected analyst, had a "strongbuy" on AT&T stock, and was a \1 strong supporter" of the

9

company, AT&T gave him the highest possible score in the internal matrix it used to rank

10

the competing investment banks. Tn February 2000, based in large part on this positive

11

evaluation of Grubman, AT&T named SSB as one of three joint book-runners for the

12

AT&T Wireless IPO.

13

offering ever jn the United States, and SSB earned $63 mi11ion in fees as lead underwriter

14

for the offering.

15

8.

The IPO occurred on April 27, 2000. It was the largest equity

Grubman Downgraded AT&T

16
17

119. On May 17, 2000, three weeks after the IPO, two months after his children were admitted

18

to the 92 nd 8t. Y preschool, and after AT&T announced disappointing earnings, Grubman

J9

issued a research report in which he compared AT&T with WorldCom. While Grubman

20

did not change his Buy ratings on the two companies, he lowered his target price for

21

AT&T from $75 to $65 per share and madc a number of negative comments about AT&T.

22

120. Institutional inve'stors viewed Grubman's report as a "viltual downgrade" because of his

23

unfavorable comparisons of AT&T to WorldCom. An interna1 AT&T document also

24

reported that Grubman was privately making comments to investors that were

25

considerably more critical than those in his written reports.

26
37

121. Grubman subsequently downgraded AT&T twice in October 2000: on October 6 he
2

downgraded the stock to an Outperform (2) and on October 25 he downgraded it to a

3

Neutral (3), citing what he described as negative news from the company.

4

9.

SSE's Policies Were Not Reasonab1y Designed To Prevent The Potential Misuse Of
Material, Non-Public Information

5
6

122. During the relevant period, SSB had general policies in place requiring its employees to

7

obtain approval before becoming a director of another company and to keep non-public

8

infonnation about that company confidential.

9

policies and procedures in place to ensure that communications between a person

10

associated with SSB who served as a director of another company and the SSB research

II

analyst who covcred that company would not result in the misuse of material, non-public

12

infonnation by the research analyst. For example, one such step SSB could have taken

13

would have been to require \that a company be placed on its watch list if a person

14

associated with SSB served as a director of that company. Such a procedure would have

15

helped SSB to monitor whether a research analyst, before publishing research on a

16

company. had received material non-public information on it from a person associated

17

18
19

SSB did not, however, have adequate

with SSB who also scrved as one of the company's outside directors.
H.

SSB Failed to Supervise Adequate1ythe Activities of Its Research Analysts
1.

SSB Failed to Respond Adequately to Red Flags Regarding Research

20
21

123. Members of research management received copies ofrescarch reports and call notes when

22

they were issued and routinely reviewed research. Based on this review, complaints from

23

SSB employees and customers, and otherwise. SSB was aware of problems with its

24

research. Indeed, as described in Section B above, members of research management

25

themselves expressed reservations about SSB's research. Nevertheless, SSB did not take

26

steps to supervise the activities of research analysts adequately.

38

1

124. By early 2001, one of Grubman's supervlsors believed that Grubman's ratings were

2

inconsistent with the performance and prospects afthe some of the companies he covered.

3

125. Moreover, on July 2,2001, a Director who provided Research Management Support sent

4

an e-mail to all research personnel, and others, warning that the models SSB analysts,

5

including Grubman, used to predict future revenues and earnings and generate target

6

prices "must make sense" (emphasis in original) and must be "smell tested," He criticized

7

these

8

valuation/outcome." He concluded by noting that, "Clearly, projected long-term growth

9

rates for many of our companies are too high and would benefit from a thoughtful

10

reappraisa1." (Emphasis in original.) At least one recipient of this e-mail thought he was

11

referring to Grubman ("Amen!

12

sure.") The author of the e-mail did not disabuse the recipient of this assumption: "No

13

comment on that. at least not in writing."

14

l5
16
17
18

models

for

usmg

"aggressive

inputs

to

amve

at

a

predetermined

You should have cc'd this to Grubman just to make

126. The same person specifically criticized Grubman's research in a later e-mail to a senior
member of research management, implying that the research had been compromised by
investment banking concerns and acknowledging that SSB's lax supervision of Grubman
was at least partly to blame.

He focused in particular on Grubman's coverage of

Metromedia Fiber and the June 6, 2001 Note (discussed above). He stated:

19

20
21

22
23
24

25
26

Explaining this isn't easy. My candid opinion is that, until quite
recently, Jack Glllbman's team had not yet come to tenns with the
debacle in this sector. While share prices plummeted, they remained
convinced of thc longer-term potential of their group and were
unwilling to cut ratings and adopt a more cautious stance. When you
add the heavy layer of banking involvement into the mix this very
problematic situation gets easier to understand. (Emphasis added.)
127. He criticized Grubman's coverage of Metromedia Fiber in particular.
Glllbman's
[e]xcessive optImIsm ted to unattainab1e target prices that should
have been brought down much more quickly and earlier, than they
39

He noted that

1
2

3
4

5
6
7

8

9
10
11

had been .... [T]he target prices were cut again and again, but never
enough to bring them into a more rational alignment with the share
price. The 6/6/01 note talks about reducing projccted 2010 revenue
and EBITDA to $8.7BB and $3.288 from $1O.68BB and $4.48B
respectively. How anyone could think those levels could be attained
I cannot explain. This only underscores the absurd assumptions
pervading manyldiscounted cash flow] models. (Emphasis added.)
128. He concluded by acknowledging that SSB 's supervision of Grubman had been inadequate:

'What could have prevented this? . . . Even with all notes going
through an SA [supervising analyst] and many being scrutinized by
research legal as well, we clearly rely on senior analysts to do careful
work, disclose all important data and denote all material risks. In the
case ofMFNX, and in other telecom situations that I could name, our
approach was inadequate. There was a failure of analysis and, it
pains me to confess, a failure of management. This is the only
explanation I can offer. (Emphasis added.)
2. SSB Knew SSB Investment Bankers Pressured Research Ana1ysts

12

129. SSB knew that its business practices, which intertwined research and investment banking,

13

created a conflict of interest between investment banking and research, that investment

14

banking pressured research analysts, and that investment banking concerns had the

15

potential to affect, and, as described above with respect to Grubman, did affect, the

16

decisions of research analysts on ratings and coverage. Nevertheless, SSB failed to take

17

adequate steps to prevent such pressure or ensure that SSB's research was independent

18

and objective.

'.

19
130. SSE was aware that investment bankers pressured Grubman to maintain positive ratings

20
or change negative ratings on companies. Moreover, on November 17, 2000, shortly after
21
SSB was named in a private securities action relating to the AT&T Wireless lPG,
22
Grubman e-mailed the head of Global Equity Research:
23
24

25

1 think all legal stuff all ATT should be forwarded to Sandy [Weill]
and [the head of SSB Investment Banking] as Exhibit A on why
research needs to be left alone. These guys never understand the
lingering consequences.

26

40

SSB Engaged in Improper Spinning and IPO Distribution Practices
131. SSB engaged in improper spinning practices whereby it provided preferential access to
valuable IPQ shares to the executives of corporations from which SSB sought

Of

had

obtainoo investment banking business. During the years 1999 and 2000, 8SB earned over
$6.6 billion in investment banking revenue. Obtaining this investment banking business
was critical to SSB's success. For example, investment banking fees comprised over 21%
afSSB's revenue in 1999, and over 22% in 2000.
132. SSB failed to appropriately administer numerous Issuer Directed Share Programs
(HDSPs") it managed during this same period. Further, SSB engaged in significant "as of'
trading in IPOs and failed to ensure that its distribution of IPQ shares, both through DSPs
and its branch offices, was timely and accurately reflected in its books and records.
1.

SSB Established a Special Branch to Facilitate Its Spinning Practices

133. SSB employed two registered representatives ("RRs") whose primary function was to
open and service accounts for high net worth individuals who were founders, officers or
directors of current and potential banking clicnts ("Executive Accounts·'). The two RRs
had begun servicing these types of accounts at Salomon Brothers and continued to
perfonn this function after Salomon merged with Travelers in 1997 to create SSB. SSB
took steps and entered into written agreements to provide these two RRs with preferential,
special, and unusual treatment including the following:
•

SSB gave each of these two RRs special compensation, including a draw of$1 million
for the first 6 months of their employment and a minimum of $500,000 for the second
6 months;

•

SSB provided office space for one of the two RRs on SSB's equities trading floor in
New York;
41

•

1

SSB treated the business of the two RRs, designated "Private Wealth Management,"

2

as if it were a separate SSB branch office ("PWM Branch") for the purpose of

3

dctennining lPO allocations, when it was actually only 2 brokers;5

4
•

SSB provided the two RRs with unique access to hot IPQ shares to distrjbutc to the

5
Executive Accounts that was far above and beyond that of any other broker or branch;

6

and
7

•

8

SSB provided the two RRs with access to !PO shares for distribution to the Executive

9

accounts from (i) the SSB Branch retail allocation, with P\VM being treated as a

10

"branch office"; and (ii) the institutional pot, In some cases, the two RRs were able to

II

obtain access to DSP shares from issuers for distribution to the Executive Accounts.

12

2. SSB Provided Preferential Treatment to Executive Accounts in the Allocation ofI-fot IPOs

13
14

134. SSB distributed its IPO shares by dividing the firm's allocation between its retail and

15

institutional clients.

Generally, SSB allocated to its retail clients, as a group,

16

approximately 20 30% of the firm's allotment in any specific IPO, with a majority of the

17

remaining shares designated for allocations to institutional clients.- Those shares set aside

18

for retail clients were designated as the "retail retention," and the remaining shares were

19

designated as the "institutional pot."

R

20
135. The retail shares were distributed to specific accounts through SSB's branch managers.

21
For every IPO, SSB gave each branch manager a specific number of shares, and the

22
manager determined which retail brokers received shares and how many shares each retail

23
24

25
26

The two RRs ended their partnership in 1999 after which each operated as a separate branch and
the practices described herein continued. However, the two RRs are refen-ed to as the «PWM
Branch."
5
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1

broker received. The retail broker then determined the allocation of shares among his or

2

her retail accounts, subject to the branch manager's final approval.

3
136. The P'NM Branch and its clients, however, were treated differently. As noted, the two

4
RRs' client base consisted primarily ofhigb net worth individuals whose companies were

5
potential investment banking clients or had provided investment banking business to SSB,
6

and these two individual brokers were designated as a special branch with a separate profit
7

and loss assessment. The PWM Branch received favorable treatment in the allocation of
8

hot IPO shares. Although SSB's wlitten procedures for the distribution of IPO shares
9

specifically prohibited favoritism for the personal accounts of corporate executives, SSB
10

11
12

13

in [act provided preferential treatment to Executive Accounts in connection with the
distribution of hot IPO shares throughout the relevant period.

a.

Special Access to Retail and Institutional Shares

14

137. Vlhile other SSB retail branches were ordinarily limited to receiving IPO shares for clients

15

from thc retail retention, in many instances the two RRs in the PWM Branch obtained

16

shares from both the retail retention and the institutional pot. This arrangement enabled

17

tbem to consistently provide the Executive Accounts with larger numbers of shares in

18

lucrative hot IPOs than were anocated to other retail accounts.

19
20
21

22

138. For example, from June 1996 through August 2000, WorldCom's then-President and CEO
received IPO allocations in 9 offerings from Salomon mld 12 offelings from SSB. He
made profits of $10,612,680 and $923,360 respectively, totaling $11,536,041 on these

23

IPO allocations. From 1996 through 2000, WorldCom paid $75,955,000 in investment

24

banking fees to SSB.

25

26

139. During 1999 and 2000, the two RRs in the PWM Branch received 35% of the total IPO
shares allocated for distribution to SSB's ten largest branches and PWM combined.

43

1

During this same period, these two brokers generated less than 3% of this combined

2

group's commission revenue and had less than 5% of the group's assets under

3

management.

4

received a greater IPO a11ocation than the total shares distributed to SSB's ten largest

5

branches.

6

b.

In 5.3% of the IPOs during this period, the two PWM brokers alone

PWM's Solicitation of Syndicate for Additional IPO Shares

7
140. In addition to the arrangement that provided the two PWM brokers with special access to

8

large numbers of IPO shares for its client base, these two RRs aggressively solicited the

9

Syndicate Department for additional shares in order to give preferential treatment to

10

founders, officers, and directors of investment banking clients. PWM brokers regularly

II

requested additional shares from Syndicate, while retail brokers did so rareJy.

12

occuned as early as 1996 and

13

~antinucd

This

throughout the relevant period. For example, in a

\

June 7, 1996 facsimile to the Syndicate Department, one of the RRs requested shares in

14

the McLeod USA IPO for "Salomon Brothers Investment Banking Relationships to

15

receive preferential treatmcnt."

16

c.

17
18

Special Access to DSP Shares

141. As we11 as obtaining hot TPO shares for Executive ACCOllllts from the retail retention and

19

institutional pot, a PWM broker sought acccss, on at least one occasion, to shares reserved

20

for an Issuer's Directed Share Program for allocation to Executive Accounts.6

21
22

142. In a July 6, 1999 letter, one of the two PWM Branch RRs solicited the President and CEO

23

of Focal for the inelusion of various favored Executive Accounts in Focal's DSP. Of the

24

In each lPO, shares were set aside for distribution to a group of individuals designated by the
Issuer through its Directed Share Program, sometimes referred to as the "friends and family"
program.
6

25

26
44

1

seventeen listed PWM clients who were Focal bondholders requesting equity shares, at

2

least thirteen were telecom company executives. One of these seventeen PWM clients, the

3

fonner CEO of Mcleod USA, received 100,000 shares through Focal's DSP.

4
143. SSB also directly allocated issuers' DSP shares to the Executive Accounts. When trades

5
through an Issuer' s DSP program could not be confirmed, SSE used those shares for its

6
own clients and distributed them to its favored accounts. For example, one of the PWM
7

RRs was assigned by SSB to administer the KQIP DSP.

KQIP began trading in the

8
afiennarket on November 9, 1999. SeveraJ days later, the issuer's CFO contacted the
9
10
11

12
13

14
15
16

17

PWM RR and stated that 20,000 shares of IPQ stock were left over from the DSP, and
asked if the RR would like to allocate the shares to one of his clients. The RR took the
DSP shares and in tum gave them to another broker who had assisted him with thc KQIP
DSP for allocation to that broker's favored customers.

On November 12, 1999, the

second broker allocated 5,000 shares of KQIP IPO stock to a customer, who was able to
purchase them at the IPQ price.

On November 16, 1999, the broker allocated the

remaining 15,000 shares of KQIP IPQ stock to the same customer at the IPQ price. On
December 24, 1999 the customer sold all 20,000 shares ofKQIP for a profit of $832,540.

18

144. Additionally, several Executive Accounts serviced by the PWM brokers received IPQ

19

shares from a significant number of DSPs. For example. DSP shares were allocated in

20

21

22
23

more than one-third of the SSB IPOs awarded to the former Executive Vice President of
Qwest Communications Intemational from May 1998 through September 2000.
Likewise, DSP shares wcre allocated in half of the SSB JPOs awarded to the President of
Qwest Communications International from June 1999 through September 2000.

24

25

26

3.

Both SSB and Executives of the Fiml's Investment Banking Clients Profited
Significantly From SSB's Spinning Practices

45

1

145. The spirming practices engaged in by Salomon before the merger with Citigroup, and then

2

by SSB after the merger through the PWM Branch proved very lucrative to both the fi em

3

and the executives of the firm's investment banking clients. Executives of five telecom

4

companies made approximately $40 million in profits from approximately 3.4 miIlion IP o

5

shares allocated fi-om 1996 - 2001, and SSB earned over $404 million in investrnent

6

banking fees from those companies during the same period.

7
IPQ Shares to

8

Company

IPa Shares
to Company

Net Profits of

Net Proms of

Executives on
Pre-Merger IPQ

Executives on

In",,,,slment
Banking Fees

Investment
Banking Fees

Paid to SSB,
Pre-Merger

Paid to SSB,

Executives

Executives

Pre-Merger

Post-Merger

11196-11/97)

(12197·12101)

(1196 -11197)
(to nearest 000)

Post-Merger
1pa Shares
(12197 -12101)
(to nearest 000)

0

37,000

$0

5254,000

$0

$121,049,000

3,000

98,300

$11,000

$1,511,000

55,243,000

$43,865,000

McL.eodUSA

198,500

459,500

$4,849,000

S4,582,OOO

$23,071,000

$48,810,000

Qwest

254,654

838,822

$1,272,000

57,763,000

$13,998,000

$32,810,000

WorldCom

1,236,400

262,000

$20,146,000

($273,000)

$17,631,000

$97,857,000

Totals

:I,§~&,254

1 ~~5,622

~2f!,27MQO

~:lM!~Z,OOO

~:!2,943 , OOO

Company

9

Shares

(1196-11/97)
(to nearest 000)

Post-Merger
(12197 -12-01)
(to nearest 000)

10

11
12

Global
Crossing
Metromedia
Fiber

Network

13

14
15
16

\
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3li/1 ,000

17

18

4.

SSB Could Not Rely on Its Records to Detennine ifIPOs Were Fully Distributed

19
146. SSB's record keeping and its system of assessing whether the IPO distribution was

20
completed were totally inadequate. The records failed to timely and accurately record thc
21

firm's distribution ofIPO shares to its clients. As a result, the firm could not rely on thes e

22
records to ensure that the distribution was complete. This faulty record keeping was

23

24
25

particularly evident in the areas of "as of' trades and the distribution of DSP shares
These «as of' trades frequently provided immediate profits to the recipients.

26
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1

a.

"As Of' Trades

2

147. In the Metromedia Fiber offering, SSB booked approximately 68% of all allocations on an

3

«as of' basis two days or more after the IPQ date and well after secondary market tradjng

4

had begun in each stock. In the Juniper Networks offering, over 80% of all allocations

5

booked by SSB were booked on an "as of' basis two days or more after the IPO date. In

6

at least 10 offerings, over 10% of the offering was booked on an "as of' basis two or more

7

days after the IPQ date.

8
9
10

11
12
13
14
15
16

17

148, SSB placed a number of these "as of> IPQ trades in Executive Accounts. In addition,
SSB's inadequate record keeping led to the appearance that certain IPQ al1ocations were
sold short in violation of industry regulations. For example, Juniper Networks ("JNPR")
IPO stock went public on Thursday, June 24, 1999 at $34 per share. Trade tickets for the
purchase of 5000 shares by WorldCom's fanner President and CEO were marked on the
day after the IPO, FJiday, June 25 at 3:12 p.m., and the shares were not booked into the
account until the following Tuesday, June 29. SSB recorded this transaction on an "as of'
basis. Though the shares had not yet been booked into the client's account and the tickets
for the IPO trades were not yet written and time stamped, the CEO sold 4,000 JNPR

18

shares on June 25 at 12:03 p.m., at prices of $100 and $100.31 per share, for a profit of

19

$264,125. The CEO sold the remaining 1,000 shares of JNPR on April 4, 2000 at $210

20

per share, fonowing a 3:1 stock split, for a total profit ofS860,125.

21

22
23
24

25
26

149. Similarly, the fanner Chainnan of Qwest Communications also received several «as of'
IPO- allocations that traded at a substantial profit in the aftermarket. For example, SSB
booked 5000 JNPR IPO shares into the account of the Qwest Chainnan on June 29, 1999,
even though the IPQ trade tickets were time stamped at 3:12 p.m. on June 25, one day
after the IPQ date. At 11 :59 a.m. on June 25, the Qwest Chairman sold 2000 shares of
JNPR for a profit of $132,063, even though the tickets for the !PO trades had not yet been
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1

written and time stamped, once again giving the appearance that the IPO shares were sold

2

short. In addition, on June 5, 2000, SSB booked 10,000 shares of ON1 Systems Corp.

3

("ONIS") IPQ stock into this same client's account at the IPQ price, even though ONIS

4

had begun trading in the aftermarket on June 1, 2000. The Qwest Chainnan ultimately

5

sold the ONIS IPQ stock for a profit of more than $562,000.

6

b.

Directed Share Programs

7
150. In many instances in which SSB was retained to administer the issuer's DSP, a large
8
number of allocations were booked into customers' accounts after the stock began trading
9

10
II

12
13

14
15

16

17
18
19

20
21

22
23
24

25

26

in the secondary market, resulting in a substantial number of "as of' trades. Some of
these instances resulted directly from SSB's failure to ensure that orders for

nsp shares

were confinned prior to the start of secondary market trading. In fact, one of the PWM
brokers acknowledged that, if he could not confinn a DSP allocation with a program
\.

participant, he would continue to attempt to contact participants even after secondary
market trading had begun in the stock. SSB's inadequate record keeping left the finn
lUmbIe to ensure that the distribution of DSP shares had been completed before the stock
began trading in the secondary market.
151. Moreover, SSB did not approPliately administer DSPs. For example, SSB relied upon
branch offices and their staff to manage these labor-intensive programs without adequate
central supervision and coordination. Further, despite managing numerous DSPs, SSB
had no written procedures or supervisory system in effect to ensure the appropriate
administration of these programs and the complete and timely distribution ofDSP shares.

5.

SSB Failed to Supervise Reasonably the Activities of the PWM Branch and Others
to Prevent Spinning

152. SSB failed to have supervisory procedures and systems in place to (i) prevent spinning;
(ii) create records it could reasonably rely upon to assess whether or not the distribution of

48

1

IPQ shares was completed in compliance with applicable law; and (iii) ensure that issuers'

2

DSP programs were managed in conformance with all applicable industry rules and

3

regulations.

4
153. By establishing the PWM Branch and providing the two RRs with several special
5
considerations, including the ability to obtain significantly larger hot IPO allocations than

6
other brokers, SSB ensured favorable treatment for the Executive Accounts. Moreover,

7
SSB management fai led to adequately supervise the allocation process and specifically

8
failed to take steps to ensure that the PWM Branch complied with SSB' s policy
9
prohibiting favoritism for the personal accounts of corporate executives. SSB also failed
10
to accurately and timely record its distribution of IPO shares and failed to have a system

II

to ensure that IPO distributions were completed, and recorded as completed, prior to the

12

initiation of aftennarket trading.

13

procedures and a supervisory system sufficient to ensure that the finn appropriately

14

administered DSPs.

15

II.

16

CONCLUSIONS OF LAW

17
18
19
20
21

Finally, SSB failed to adopt written supervisory

1.

The Commissioner has jurisdiction over this matter pursuant to 6 Del. C. § 7325.

2.

SSB Published Fraudulent Research on Focal and Metromedia Fiber
As described in the Findings of Fact above, SSB publicly issued the following fraudulent
reports on Focal Communications and Metromedia Fiber that contained misstatements and

22

omissions of material facts about the companies covered, contained recommendations that

23

were contrary to the actual views of its analysts, overlooked or minimized the risk of

24

investing in these companies and predicted substantial growth in the companies' revenues

25

and earnings without a reasonable basis:

26

• Focal: Reports issued on February 21,2001 and April 30, 2001; and
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1

• Metromedia Fiber: Reports issued on April 30, 2001, June 6, 2001, and June 28,

2

2001.
As a result, SSB violated 6 Del. C. § 7303.

3

4

3.

SSB Published Exaggerated, Unbalanced or Unwarranted Statements and Made

5

Recommendations Without a Reasonable Basis

6

As described in the Findings of Fact above, SSB issued certain research reports for Focal,

7

RCN Connnunications, Level 3 Communicalions, XO Communications, Adelphia

8

Business Solutions, and Williams Conununications Group lhat did not discJose the

9

pressure exerted by investment banking on Grubman not to downgrade those stocks, did

10

not disclose other relevant facts, and did not provide a sound basis for evaluating facts

II

regarding these companies business prospects.

12

Williams and Focal contained exaggerated or unwarranted statements or claims about

13

these companies, and opinionS for which there was no reasonable basis. The treatment of

14

risks and potential benefits in the reports also was not adequately balanced. As a result,

15

SSB violated 6 Del. C. § 7316(a)(7) in publishing the following misleading reports, as

16

described in paragraphs 78 - 92:

17

•

18

20
21

22
23

25

Focal: Reports issued on April 10, 2000, April 18, 2000, April 26, 2000, and July 31,
2000.

19

24

In addition, certain of the reports for

4.

•

Level 3: Report issued on April 18, 2001.

•

WCG: Reports issued on May 1, 2001, August 1, 2001, and September 21 , 2001.

•

XO: Reports issued on April 26, 2001, and July 25, 2001.

•

Adelphia: Report issued on May 14, 2001.

•

RCN: Report issued on May 3, 2001.

SSB Published a Misleading Recommendation on AT&T
As described in the findings of Fact above, SSB did not, in the November 1999 research

26

report upgrading AT&T, disclose that Gruhman's objectivity had been compromised by
50

1

the facts described above in paragraphs 93 - 122. This would have been material to

2

investors. As a result, such report was misleading and SSB violated 6 Del C.

3

§ 7316(a)(7).

4

5.

SSB' s Business Practices Created Conflicts of Interest

5

As described in the Findings of Fact above, SSB's business practices allowed investment

6

bankers to wield inappropriate influence over research analysts. SSB failed to manage, in

7

an adequate or appropriate manner, the conflicts of interest these practices generated.

8

These SSB business practices fostered the flawed research reports described in Sections

9

I.E. and I.F. above. Accordingly, SSB violated 6 Del. C. § 7316(a)(7).

10

6.

11

Material. Non-Public Infonnation

12

As described in the Findings of Fact above, during the relevant period SSB did not

13

maintain "\.Vritten policies and procedures reasonably designed to prevent the sharing and

14

misuse of material, non-public infonnation between an affiliated person of SSB who

15

served as a director of another company and an SSB research analyst covering that

16

company. By reason of the foregoing, SSB violated 6 Del. C. § 7316(a)(7).

17

7.

18

allocations of hot IPO shares to officers of existing or potential investment banking clients

20

who were in a position to direct their companies' investment banking business to SSE.

21

The officers sold the shares provided to them for substantial profit. Subsequently, the

22

companies for which the officers worked provided SSE with investment banking business.

23

25

SSB Engaged in Spimling
As described in the Findings of Faet above. SSB provided favorable and profitable

19

24

SSB's Policies Were Not Reasonably Designed To Prevent The Potential Misuse Of

As a result of these actions, SSB violated 6 Del. <;;. § 7316(.)(7).
8.

SSB Maintained Inaccurate Books and Records in Connection with its Spinning Activities
and IPQ Distribution Practices

26
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1

As described in the Findings of Fact above, SSB allowed its employees to engage in "as

2

of' trading and otherwise failed to maintain accurate books and records with respect to

3

spinning.

4

distributions of IPO shares were completed prior to the initiation of secondary market

5

trading. As a result, SSB violated 6 Del. C. § 7316(,)(7).

6

9.

SSB also failed to maintain adequate books and records to ensure that its

SSB Failed to Supervise

7

As described in the Findings of Fact above, SSB failed to establish and maintain adequate

8

procedures to protect research analysts from conflicts of interest from its investment

9

banking operation. Moreover, SSB failed adequately to supervise the activities of its

10

research analysts: it failed to respond to indications that 8SB research was misleading and

1l

failed to have a system to provide reasonable assurances that its research reports complied

12

with appljcable law. SSB also failed adequately to supervise the employees engaged in

13

spinning. Finally, SSB failed to establish and maintain adequate procedures to ensure the

14

propcr administration of Issuer Directed Share Programs. As a result, SSB violated 6 Del.

15

c. § 7316(a)(10).

16

10. The Commissioner finds the following sanctions appropriate and in the public interest.

17

18

Ill.

19

ORDER
On the basis of the Findings of Fact, Conclusions of Law, and Respondent Citigroup Global's

20

consent to the entry of this Order, for the sole purpose of settling this matter, prior to a hearing and

21

without admitting or denying any of the Findings of Fact or Conclusions of law,

22

IT IS HEREBY ORDERED:

23
24

25

26

1. This Order concludes the Investigation by the Commissioner and any other action that the
Commissioner could commence under the Delaware Securities Act on behalf of the State of
Delaware as it relates to Respondent Citigroup Global or its entity affiliates, arising from or
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1

relating to the subject of the Investigation, provided however, that exc1uded from and not

2

covered by this paragraph 1 are any claims by the Commissioner arising from or relating to

3

enforcement of the "Order" provisions contained herein.

4

2. Respondent Citigroup Global will CEASE AND DESIST from engaging in acts in violation

5

of6 Del. C. § 7303, 6 Del. C. § 7316(a)(7), and 6 Del. C. § 7316(a)(10) of the Delaware

6

Securities Act in connection with the research practices referenced in this Order and will

7

comply with 6 Del. C. § 7303, 6 Del. C. § 7316(a)(7), and 6 Del. C. § 73 I 6(a)(1 0) of the

8

Delaware Securities Act in connection with the research practices referenced in this Order and

9

will comply with the undertakings of Addendum A, incorporated herein by reference.

10
11
12
13
14
15
16
17
18
19
20
21
22

3.

IT IS FURTHER ORDERED that:

As a result of the Findings of Fact and Conclusions of Law contained in this Order,
Respondent Citigroup Global shall pay a total amount of $400,000,000.00. This total amount
shall be paid as specified in the final judgment in the related action by the Securities and
Exchange Commission against Respondent Citigroup Global ("SEC Final Judgment") as
follows:
a)

$150,000,000 to the states (50 states, plus the District of Columbia and Pucrto Rico)
(Respondent Citigroup Global 's offer to the state securities regulators hereinafter shall
be called the "state settlement offer").

Upon execution of this Order. Respondent

Citigroup Global shall pay the sum of $1,500,000 of this amount to the Commissioner
as a civil monetary penalty pursuant to 6 DeL C. § 7325, to be deposited in the
Investor Protection Fund, 6 Del. C. § 7329.

The total amount to be paid by

23
Respondent Citigroup Global to state securities regulators pursuant to the state

24
settlement offer may be reduced due to the decision of any state securities regulator
25
not to accept the state settlement offer. In the event another state securities regulator
26
detennincs not to accept Respondent Citigroup Global's state settlement offer, the
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1

total amount of the Delaware payment shall not be affected, and shall remain at

2

$1,500,000;

3

b)

4
5

the SEC Final Judgment;
c)

6
7

8

$150,000,000 as disgorgement of commissions, fees and other monies as specified in

$75,000,000, to be used for the procurement of independent research, as described in
the SEC Final Judgment;

d)

$25,000,000, to be used for investor education, as described in Addendum A,
incorporated by reference herein.

9

Respondent Otigroup Global agrees that it shall not seek or accept, directly or indirectly,

]0

reimbursement or indemnification, including, but not limited to payment made pursuant to

II

any insurance policy, with regard to al1 penalty amounts that Respondent Citigroup Global

12

shall pay pursuant to this Order or Section II of the SEC Final Judgment, regardless of

13

whether such penalty amounts\ or any part thereof arc added to the Distribution Fund

14

Account referred to in the SEC Final Judgment or athelwise used far the benefit of

15

16

17
18

19

20
21

22
23
24

25

investors.

Respondent Citigroup G10bal further agrees that it shal1 not claim, assert, or

apply for a tax deduction or tax credit with regard to any state, federal or local tax for any
penalty amounts that Respondent Citigroup G10bal shall pay pursuant to this Order or
Section II of the SEC Final Judgment, regardless of whether such pena1ty amOlUlts or any
part thereof are added to the Distribution Fund Account referred to in the SEC Final
Judgment or otherwise used for the benefit of investors.

Re~pondent

Citigroup Global

understands and acknowledges that these provisions are not intended to imply that the
Commissioner would agree that any other amounts Respondent Citigroup Global shall pay

i

pmsuant to the SEC Final Judgment may be reimbursed or indemnified (whether pursuant

\-

to an insurance policy or otherwise) under applicable law or may be the basis for any tax
deduction or tax credit with regard to any state, federal or local tax.

26
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1

No portion of the payments for independent research or investor education shall be

2

considered disgorgement or restitution, and/or used for compensatory pmposes.

3
4
5

6

7
8

9
10
11

12
13

4. If payment is not made by Respondent Citigroup Global or if Respondent Citigroup Global
defaults in any of its obligations set forth in this Order, the Commissioner may vacate this

Order, at its sole discretion, upon 10 days notice to Respondent Citigroup Global and
without opportunity for administrative hearing and Respondent Citigroup Global agrees that

any statute of limitations applicable to the subject of the Investigation and any claims
arising from or relating thereto are tolled from and after the date oftffis Order.

5. This Order is not intended by the Commissioner to subject any Covered Person to any
disqualifications under the laws of any state, the District of Columbia or Puerto Rico
(collectively, "State"), including, without limitation, any disqualifications from relying
upon the State registration exemptions or State safe harbor provisions. "Covered Person H
means Respondent Citigroup Global, or any of its officers, directors, affiliates, current or

14
former employees, or other persons that would otherwise be disqualified as a result of the
15

Orders (as defined below).
16
6. The SEC Final Judgment, the NYSE Stipulation and Consent, the NASD Letter of
17

Acceptance, Waiver and Consent, this Order and the order of any other State in related
18

proceedings against Respondent Citigroup Global (collectively, the "Orders") sha11 not

19

20

disqualifY any Covered Person from any business that they otherwise are qualified, licensed
or pennitted to perfonn under the applicable law of the State of Delaware and any

21

disqualifications from relying upon this state's registration exemptions or safe harbor
22

23

24

25
26

provisions that arise from the Orders are hereby waived.
7. For any person or entity not a party to this Order, this Order docs not prohibit, limit or
create: (1) any private rights or remedies against Respondent Citigroup Global; (2) liability
of Respondent Citigroup Global; or (3) defenses of Respondent Citigroup Global to any
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1

claims.

Nothing herein shall be construed to prohibit the use of any e-mails or other

2

documents of Respondent Citigroup Global or of others.

3

8. Nothing herein shall preclude the State of Delaware, its departments, agencies, boards,

4

commissions, authorities, political subdivisions and corporations, other than the

5

Commissioner and only to the extent set forth in paragraph 1 above, (collectively, "State

6

Entities") and the officers, agents or employees of State Entities from asserting any claims,

7

causes of action, or applications for compensatory, nominal and/or punitive damages,

8

administrative, civil, criminal, or injunctive relief against Respondent Citigroup Global

9

arising from or relating to the subject of the Investigation.

10

9. This Order and any dispute related thereto shal1 be construed and enforced in accordance

11

with, and governed by, the laws of the State of Delaware without regard to any choice of

12

law principles.

J3

10. Respondent Citigroup Global agrees not to take any action or to make or permit to be made

14

any public statement denying, directly or indirectly, any finding in this Order or creating the

15

impression that this Order is without factual basis. Nothing in this Paragraph affects

16

Respondent Citigroup Global's: (i) testimonial obligations, or (ii) right to take legal or

17

factual positions in defense of litigation or in defense of other legal proceedings in which

18
19

20
21
22

23
24

the Commissioner is not a party.
11. Respondent Citigroup Global, through its execution of this Consent Order, voluntarily waives

their right to a hearing on this matter and to judicial review of this Consent Order under the
Delaware Securities Act.
12. Respondent Citigroup Global enters into this Consent Order voluntarily and represents that
no threats, offers, promises, or inducements of any kind have been made by the
Commissioner or any member, officer, employee, agent, or representative of the

25
Commissioner to induce Respondent Citigroup Global to enter into this Consent Order.

26
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I

13. This Order shaH be binding upon Respondent Citigroup Global and its successors and

2

assigns. Further, with respect to all conduct subject to Paragraph 2 above and all future

3

obligations, responsibilities, undertakings, commitments, limitations, restrictions, events,

4

and conditions, the tenus '''Citigroup Global" and "Citigroup Global's" as used herein shall

5

include Respondent Citigroup Global's successors and assigns (which, for these purposes,

6

shall include a successor or assign to Respondent Citigroup Global's investment banking

7

and research operations, and in the case of an affiliate of Respondent Citigroup Global, a

8

successor or assign to Respondent Citigroup Glohal's investment banking or research

9

operations).

10

14. This Consent Order shall become final upon entry.

11
12

13
14

BY ORDER OF THE SECURITIES COMMISSIONER OF THE STATE OF DELAWARE

15
16

B.Ropp

17

tics Commissioner

18

19

20
21
22

23

24
25
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CONSENT TO ENTRY OF ADMINISTRATNE ORDER BY CITIGROUP GLOBAL

1

2
Respondent Citigroup Global hereby acknowledges that it has been served with a copy oftilis

3
4
5
6

7

8
9
10
II

Administrative Order, has read the foregoing Order, is aware of its right to a hearing and appeal in this
matter, and has waived the same.

Respondent Citigroup Global admits the jurisdiction of the Securities Commissioner of the
Division of Securities of the State of Delaware Department of Justice ("Commissioner"), neither
admits nor denies the Findings of Fact and Conclusions of Law contained in this Order; and consents
to entry ofthis Order by the Commissioner as settlement afthe issues contained in this Order.

Respondent Citigroup Global states that no promise of any kind or nature whatsoever was
made to it to induce it to enter into this Order and that it has entered into this Order voluntarily.

-,tU"LrI",A"",,,JL-/"'<""..uJcc-'hp-,,-,,",,,,,,--- represents that he/she is () "

,,<' m. I

Coon" ( of Respondent

12

Citigroup Global and that, as such, has been authorized by Respondent Citigroup Global to enter into

13

this Order for and on behalf ofRespond~nt Citigroup Global.

14

Dated this

-v~
ilL:.
day of

Qcf Db e e , 2003.

15
Citigroup Global

16
17
18

19
20

SUDSCRlBED AND SWORN TO before me this

«0'" day of b(C~b

,2003..

_ RtleJ&4t

21

Notary-Public

22

MARK A.-" -H-0-D-E-5------

Notary Public, Stale of New York

23

No. 31 .4964241

My Commissjon expires:

Ouali~ied in ~ew ~94

CommisSion b:pl(es

24

.

"""" (1/ ZoD

25

26
S8

~

Addendum A
Undertakings
The finn shall comply willl the following undertakings:
I.

Separation of Research and Investment Banking
I. Reporting Lines. Research and Investment Banking will be separate units
with entirely separate reporting lines within the finn - Le., Research will
not report directly or indirectly to or through Investment Banking. For
these purposes, the head of Research may report to or through a person or
persons to whom the head ofJnvestment Banking also reports, provided
that such person or persons have no direct responsibility for Investment
Banking or investment banking activitjes.

a. As used throughout this Addendum, the tenn "finn" means Citigroup
Global Markets Inc., formerly known as Salomon Smith Barney Inc.
("Citigroup Global"), Citigroup Global's successors and assigns
(which, for these purposes, shall include a successor or assign to
Citigroup Global's investment banking and research operations), and
their affiliates, other than "exempt investment adviser affiliates."
b. As used throughout this Addendum, the tenn "exempt investment
adviser affiliate" means an investment adviser affiliate (including for
these purposes, a separately identifiable department or division that is
principally engaged in the provision of investment advice to managed
accounts as governed by the Investment Advisers Act of 1940 or
investment companies under the Investment Company Act of 1940)
having no officers (or persons perfonning similar functions) or
employees in common with the finn (which, for purposes of this
Section l.l.b, shall not include the investment adviser affiliate) who
can influence the activities of the finn's Research personnel or the
content of the finn's research reports; provided that the finn (i)
maintains and enforces written policies and procedures reasonably
designed to prevent the film, any controlling persons, officers (or
persons perfonning similar functions), or employees of the finn from
influencing or seeking to influence the activities of Research personnel
I

of, or the content of research reports prepared by, the investment
adviser affiliate; (ii) obtains an annual independent assessment of the
operation of such policies and procedures; and (iii) does not furnish to
its customers research reports prepared by the investment adviser
affiliate or otherwise use such investment adviser affiliate to do
indirectly what the firm may not do directly under this Addendum.
c. As used throughout this Addendum, the tenl1 "Investment Banking"
means all finn personnel engaged principally in investment banking
activities, including tl,e solicitation of issuers and structuring of public
offering and other investment banking transactions. It also includes all
firm personnel who are directly or indirectly supcrvised by such
persons and all personnel who directly or indirectly supervise such
persons, up to and including Investment Banking management.
d. As used throughout this Addendum, the term "Research" means all
firm personnel engaged principally in the preparation and/or
publication of research reports, including finl1 personnel who are
directly or indircctly supervised by such persons and those who
directly or indirectly supervise such persons, up to and including
Research management.
e. As used throughout this Addendum, the term "research report" means
any written (including electronic) communication that is furnished by
the finl1 to inveslOrsin the U.S. and that includes an analysis of the
common stock, any security convertible into common stock, or any
derivative thereof, including American Depositary Receipts
(collectively, "Securities"), of an issuer or issuers and provides
information reasonably sufficient upon which to base an invesol1ent
decision; provided, however, that a "research report" shall not include:
1.

the following conul1unications, if they do not include (except as
specified below) an analysis, recommendation or rating (e.g.,
buy/sellihold, under perfonnlmarket perfonnloutperfonn,
underweight/market weight/overweight, etc.) of individual

securities or issuers:
I.
2.

reports discussing broad-based indices, such as the
Russell 2000 or S&P 500 index;
reports commenting on economic, political or market
2

11.

(including trading) conditions;
3.
technical or quantitative analysis concerning the demand
and supply for a seClOr, index or industry based on trading
volume and price;
4.
reports that recommend increasing or decreasing holdings
in particular industries or sectors or types of securities;
and
5.
statistical summaries of multiple companies' financial
data and broad-based summaries or listings of
recommendations or ratings contained in previouslyissued research reports, provided that such summaries or
listings do not include any analysis of individual
companies; and
tbe following conununications, even if they include information
reasonably sufficient upon which to base an investment decision
or a recommendation or rating of individual securities or

compames:
1.

2.

an analysis prepared for a current or prospective investing
customer or group of current or prospective investing
customers by a registered salesperson or trader who is (or
group of registered salespersons or traders wbo are) not
principally engaged in the preparation or publication of
research reports; and
periodic reports, solicitations or otber communications
prepared for current or prospective investment company
shareholders (or similar beneficial owners of trusts and
limited partnerships) or discretionary investment account
clients, provided that such communications discuss past
perfoml3nce or the basis for previously made
discretionary investment decisions.

2. Legal/Compliance. Research will have its own dedicated legal and
compliance staff, who may be a part of the finn's overall compliance/legal
infrastructure.
3. Budget. For the firm's first fiscal year following the entry of the final
judgment in the action by the Securities and Exchange Commission
("SEC") against Citigroup Global in a related proceeding ("final
judgment") and thereafter, Research budget and allocation of Research
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expenses will be dctcnnined by the finn's senior management (e.g.,
CEO/Chai1l11an/management conunittee, other than Investment Banking
personnel) without input from Investment Banking and without regard to
specific revcnucs or results derived from Investment Banking, though
revenues and results ofthc finn as a whole may be considered in
dete1l11ining Research budget and allocation of Research expenses. On
an annual basis thereafter, the Audit Committee of the finn's
holding/parent company (or comparable independent persons/group
without management responsibilities) will review the budgeting and
expense allocation process with respect to Research to ensure
compliance with this requirement.
4. Physical Separation. Research and Investment Banking will be physically
separated. Such physical separation will be reasonably designed to
prevent the int.entional and unintentional flow of information between
Research and Investment Banking.
5. Compensation. Compensation of professional Research personnel will be
determined exclusively by Research management and the firm's senior
management (but not including Investment Banking personnel) using the
following principles:
a. I nvestment Banking will have no input into compensation decisions.
b. Compensation may not be based directly or indirectly on Investment
Banking revenues or results; provided, however, that compensation
may relate to the revenues or results of the finn as a whole.
c. A significant portion of the compensation of anyone principally
engaged in the preparation of research reports (as defined in this
Addendum) that he or she is required to certify pursuant to the SEC's
Regulation Analyst Certification ("Regulation AC") (such person
hereinafter a "lead analyst") must be based on quantifiable measures of
the quality and accuracy of the lead analyst's research and analysis,
including his or her ratings and price targets, if any. In assessing
quality, the finn may rely on, among other things, evaluations by the
finn's investing customers, evaluations by the finn's sales personnel
and rankings in independent surveys. In assessing accuracy, the fim1
may use the actual performance of a company or its equity securities to
rank its own lead analysts' ratings and price targets, if any, and
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forecasts, jf any, against those of other finns, as well as against
benchmarks such as market or sector indices.
d. Other factors that may be taken into consideration in determining lead
analyst compensation include: (i) market capitalization of, and the
potential interest of the firm's investing clients in research with respect
to, the industry covered by the analyst; (ii) Research management's
assessment of the analyst's overall performance of job duties, abilities
and leadership; (iii) the analyst'S scniority and experience; (iv) the
analyst's productivity; and (v) the market for the hiring and retention
of analysts.
e. The criteria to be used for compensation decisions will be detennined
by Research management and the firm'.s senior management (not
including Investment Banking) and set forth in writing in advance.
f

Research management will document the basis for each compensation
decision made with respect to (i) anyone who, in the last 12 months,
has been required to certifY a research report (as defined in this
Addendum) pursuant to Regulation AC; and (ii) anyone who is a
member of Research management (except in the case of senior-most
Research management, in which case the basis for each compensation
decision will be documented by the firm's senior management).

g. On an annual basis, the Compensation Committee of the finn's
holding/parent company (or comparable independent persons/group
without management responsibilities) will review the compensation
process for Research personnel. Such review will be reasonably
designed to ensure that compensation decisions have been made in a
manner that is consistent with these requirements.
6. Evaluations. Evaluations ofRcsearch personnel will not be done by, nor
will there be input from, Investment Banking personnel.
7. Coverage. Investment Banking will have no input into company-specific
coverage decisions (i.e., whether or not to initiate or tenninate coverage of
a particular company in research reports furnished by the finn), and
investment banking revenues or potential revenues will not be taken into
account in making company-specific coverage decisions; provided,
however, that this requirement does not apply to category-by-category
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coverage decisions (e.g., a given industry sector, all issuers underwritten
by the firm, companies meeting a certain market cap threshold).

8. Tenllination of Coverage. When a decision is made to terminate coverage
of a particular company in the finn's research reports (whether as a result
of a company-specific or category-by-eategory decision), the finn will
make available a final research rcpon on the company using the means of
dissemination equivalent to those it ordinarily uses; provided, however,
that no final report is required for any company as to which the finn's
prior coverage has been limited to purely quantitative analysis. Such
report will be comparable to prior reports, unless it is impracticable for
the finn to produce a comparable rcp011 (e.g., if the analyst covering the
company and/or sector has left the finn). In any event, the final rescarch
report must disclose:' the finn's tennination of coverage; and the rationale
for the decision to tenmnate coverage.
9. Prohibition on Soliciting Investment Banking Business. Research is
prohibited from participating in effons to solicit investment banking
business. Accordingly, Research may not, among other things, panicipate
in any "pitches" for investment banking business to prospective
investment banking cliems, or have other communications with
companies for the purpose of soliciting investment banking business.
I O.Firewalls Between Research and Investmcnt Banking. So as to reduce
further the potential for conflicts of interest or the appearance of conflicts
of interest, the finn must create and enforce firewalls between Research
and Investment Banking reasonably designed to prohibit all
communications between the two except as expressly described below:
3.

Investment Banking personnel may seek, through Research
management (or an appropriate designee with comparable management
or control responsibilities ("Designee")) or in the presence of internal
legal or compliance staff, the views of Research personnel about the
merits of a proposed transaction, a potential candidate for a
transaCTion, or market or industry trends, conditions or developments.
Research personnel may respond to such inquiries on these subjects
through Research management or its Designee or in the presence of
internal legal or compliance staff. In addition, Research personnel,
through Research management or its Designee or in the presence of
internal legal or compliance staff, may initiate communications with
6

Investment Banking personnel relating to market or industry trends,
conditions or developments, provided that such communications are
consistent in nature with the types of communications that an analyst
might have with investing customers. Any communications between
Research and Investment Banking personnel must not be made for the
purpose of having Research personnel identify specific potential
investment banking transactions.

b. In response to a request by a commitment or similar committee or
subgroup thereof, Research personnclmay cmlUDunicate their views
about a proposed transaction or potential candidate for a transaction to
the committee or subgroup thereofin connection with the review of
such transaction or candidate by the cOllU11ittee. Investment Banking
personnel working on the proposed transaction may participate with
the Research personnelln these discussions with such comJnittee or
subgroup. However, the Research personnel also must have an
oppoJ111nity to express their views to the cOllU11ittee or subgroup
outside the presence of such Investment Banking personnel.
c. Research personnel may assist the firm in confirming the adequacy of
disclosure in offering or other disclosure documents for a transaction
based on the analysts' communications with the company and other
vetting conducted outside the presence ofInvestment Banking
personnel, but 10 the extent communicated to Investment Banking
personnel, such cOllUDunication shall only be made in the presence of
underwriters' or other counsel on the transaction or internal legal or
compliance staff.

d. After the firm receives an investment banking mandate, or in
connection with a block bid or similar transaction, Research personnel
may (i) conununicate their views on the structuring and pricing of the
transaction to personnel in the finD'S equity capital markets group,
which group's principal job responsibility is the pricing and
structuring of transactions (including by participating with the firm's
equity capital markets group in the preparation of internal-use
memoranda and other efforts to educate the sales force), and (ii)
provide to such personnel other information obtained from investing
customers relevant 10 the pricing and structuring of the transaction.
e. Research personnel may attend or participate in a widely-attended
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conference attended by Investment Banking personnel or in which
Investment Banking personnel p311icipate, provided that the Research
personnel do not participate in activities otherwise prohibited herein.

f. Research and Investment Banking personnel may attend or participate
in widely-attended linn or regional meetings at which matters of
general linn interest are discussed. Research management and
Investment Banking management may attend meetings or sit on finn
management, risk or similar committees at which general business and
plans (including those oflnvestment Banking and Research) and other
matters of generallirm interest are discussed. Research and
Investment Banking personnel may communicate with each other with
respect to legal or compliance issues, provided that internal legal or
compliance staff is present.
g. COJ1U1lunications between Research and Investmcnt Banking personnel
that are not related to investment banking or research activities may
take place without restriction.
1 I .Additional Restrictions on Activities By Research and Investment
Banking Personnel.
a. Research personnel are prohibited from participating in company or
Investment Banking-sponsored road shows related to a public offering
or other investment banking tr311saction.
b. Investment Banking personnel are prohibited from directing Research
personnel to engage in marketing or selling efforts to investors with
respect to an investment banking transaction.
12.0versight. An oversightlmonitoring committee or committees, which will
be comprised of representatives of Research management and may
include others (but not personnel from Investment Banking), will be
created to:
a. review (beforehand, where practicable) all changes in ratings, if any,
and material changes in price targets, if any, contained in the finn's
research reports;
b. conduct periodic reviews of research reports to detel1nine whether
8

changes in ratings or price targets, if any, should be considered; and
c. monitor the overall quality and accuracy of the finn's research reports;
provided, however, that Sections I.12a and I.J 2bofthis Addendum shall
not be required with respect to research reports limited to purely
quantitative analysis.
11.

DisclosurelTransparency and Other Issues
1. Disclosures. In addition to other disclosures required by rule, the finn
must disclose prominently on the first pagc of any research report and any
summary or listing of recommendations or ratings contained in
previously-issued research reports, in type no smaller than the type used
for the text cfthe report or summary or listing, that:

a. "Smith Barney is a division ofCitigroup Global Markets Inc. (the
"Firm"), which does and seeks to do business with companies covered
in its research reports. As a result, investors should be aware that the
Firm may have a conflict of in Ie rest that could affect the objectivity of
this report."
b. With respect to Covered Companies as to which the firm is required to
make available Independent Research (as set forth in Section III
below): "Customers oftbe Film can receive independent, third-party
research on the company covered in this report! at no cost to them,
where such research is available. Customers can access this
independent research at [website address/hyperlink] or can call [tol1free number] to request a copy of this research."
c. "Investors should consider this report as only a single factor in making
their investment decision.!l
2. Transparency of Analysts' Performance. The finn will make publicly
available (via its website, in a downloadable format), no later than 90 days
after the conclusion of each quarter (beginning with the first full calendar
qUaJter that conul1ences at least 120 days following the entry of the final
judgment), the following infonnation, if such infonnation is included in
any research report (other than any research report limited to purely
quantitative analysis) prepared and furnished by the finn during the prior
quarter: subject company, name(s) of analyst(s) responsible for
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certification of the report pursuant to Regulation AC, date of report,
rating, price target, period within which the price target is to be achieved,
carnings per share forecast(s), period(s) for which such forecast(s) are
applicable (e.g., 3Q03, FY04, etc.), and definition/explanation of ratings
used by the firm.
3. Applicability. Except as specified in the second and third sentences of
this Section I1.3, the restrictions and requirements set f011h in Sections I
[Separation of Research and Investment Banking] and Section II
[Disclosure/Transparency and Other Issues] of this Addendum will only
apply in respect of a research report tllat is both (i) prepared by the firm,
and (ii) that relates to either (A) a U.S. company, or (13) a non-U.S.
company for which a U.S. market is the principal equity trading market;
provided, however, that such restrictions and requirements do not apply to
Research activities relating to a non-U.S. company until the second
calendar quarter following the calendar qUaJ1er in which the U.S. market
became the principal equity trading market for such company.
Notwithstanding the foregoing, Section 1.7 [Coverage] of this Addendum
will also apply to any research report (other than the Independent
Rcscarch made available by the finn pursuant to Section III [Independent,
Third-Party Research] of this Addendum) that has been furnished by the
firm to investors in the U.S., but not prepared by the firm, bUI only to the
extent that the report relates to eithcr (A) a U.S. company, or (13) a nonU.S. company for which a U.S. market is the principal equity trading
market. Also notwithstanding the foregoing, Section II.l [Disclosures] of
this Addendum will also apply to any research report (other than the
Independent Research made available by the firm pursuant to Section III
of this Addendum) that has been furnished by the firm to investors in the
U.S., but not prepared by the finn, including a report that relates to a nonU.S. company for which a U.S. market is not the principal equity trading
market, but only to the extent that the report has been furnished under the
firm's name, has been prepared for the exclusive or sole use of the firm or
its customers, or has been customized in any material respect for the firm
or its customers.
a. For purposes of this Section 11.3, the firm will be deemed to have
furnished a research report to investors in the U.S. if the finn has made
the research report available to investors in the U.S. or has arranged
for someone else to make it available to investors in the U.S.
b. For purposes of this Section 11.3, a "U.S. company" means any
]0

company incorporated in the U.S. or whose principal place of business
or headquarters is in the U.S.
c. For purposes of this Section 11.3, the calendar quarter in which a nonU.S. company's "principal equity trading market" becomes the U.S.
market is a quarter when more than 50% of worldwide trading in the
company's common stock and equivalents (such as ordinary shares or
common stock or ordinary shares represented by American Depositary
Receipts) takes place in the U.S. Trading volume shall be measured by
publicly reported share volume.
4. General.
a. The firm may not knowingly do indirectly that which it cannot do
directly under this Addendum.
b. The firm will adopt and implement policies and procedures reasonably
designed to ensure that its associated persons (including but not
limited to the firm's Investment Banking personnel) cannot and do not
seek to influence the contents of a research report or the activities of
Research personnel for purposes of obtaining or retaining investment
banking business. The firm will adopt and implement procedures
instructing firm personnel to report immediately to a member of the
finn's legal or compliance staff any attempt to influence the contents
ofa research report or the activities of Research personnel for such a
purpose.
5. Timing. Unless otherwise specified, the restrictions and requirements of
this Addendum will be effective within 120 days of the entry of the final
judgment, except that Sections 1.5 [Compensation], 1.6 [Evaluations],
1.7[Coverage], 1.8[Termination of Coverage], 1.9 [Prohibition on
Soliciting Investment Banking Business], 1.11 [Additional Restrictions on
Activities by Research and Investment Banking Personnel], and 11.4(a)
[General (subpart a)] and II.7 [Superseding Rules and Amendments] of
this Addendum will be effective within 60 days of the entry of the final
judgment, and Sections Il.I.b [Disclosures (subpart b)] and Jll
[Independent, Third-Party Research] of this Addendum will be effective
within 270 days of the entry of the final judgment.
6. Review of implementation.
a. The firm will retain, at its own expense, an Independent Monitor
acceptable to the Staff of the SEC, the NYSE, the NASD, the
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President of NASA A, and the New York Attorney General's Office to
conduct areview to providc reasonable assurance of the
implementation and effectiveness of the finn's policies and procedures
designed to achieve compliance with the tenns of this Addendum.
This review will begin 18 months after the date of the entty of the final
. judgment. The Independent Monitor will produce a written report of
its review, its findings as to the implementation and effectiveness of
the firm's policies and procedures, and its recommendations of other
policies or procedures (or amendments to existing policies or
procedurcs) as are necessary and appropriate 10 achieve compliance
with the requirements and prohibitions of this Addendum. The report
will be produced to the finn and the Staff of the SEC, the NYSE and
the NASD within 30 days from the completion of the review, but no
later than 24 months from the date of entry of the final judgment. (The
SEC Staff shall make the report available 10 the President of NASA A
and the New York Attorney General's Office upon request.) The
Independent Monitor shall have the option to seek an extension oftime
by making a written request to the Staff of the SEC.
b. The firm will have a reasonable opportunity to comment on the
Independent Monitor' s review and proposed report prior to its
submission, including a reasonable opportunity to C0111l11ent on any and
all rec0111l11endalions, and to seek confidential treatment of such
infonnation and recommendations set forth therein to the extent that
the report concerns proprietary c0111l11ercial and financial infonnation
of the firm. This report will be subject to the protections from
disclosure set forth in the rules of the SEC, including the protections
from disclosure set forth in 5 U.S.c. § 552(b) (8) and 17 C.F.R. §
200.80(b) (8), and will not constitute a record, report, statement or data
compilation ofa public office or agency under Rule 803(8) of the
Federal Rules of Evidence.
c. The finn will adopt all recommendations contained in the written
report of the Independent Monitor; provided, however, that as to any
recommendation that the finn believes is unduly burdensome or
impractical, the finn may demonstrate why the reconunended policy or
procedure is, under the circumstances, unreasonable, impractical
andlor not designed to yield benefits commensurate with its cost, or the
finn may suggest an alternative policy or procedure designed to
achieve the same objective, and submit such explanation andlor
alternative policy or procedure in writing to the Independent Monit.or
and to the Staff of the SEC. The finn and the Independent Monitor
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d.

e.

f.

g.

shall then attempt in good faith to reach agreement as to any pohcy or
procedure as to which there is any dispute and the Independent
Monitor shall reasonably evaluate any alternative policy or procedure
proposed by the finn. If an agreement on any issue is not reached, the
finn will abide by the detenninations of the Staff of the SEC (which
shall be made after allowing the firm and the Independent Monitor to
present arguments in support of their positions), and adopt those
reconnnendations the Staff of the SEC deems appropriate.
The firm will cooperate fully with the Independent Monitor in this
review, including making such non-privileged information and
documents available, as the Independent Monitor may reasonably
request, and by pennitting and requiring the finn's employees and
agents to supply such non-privileged infonnation and documents as the
Independent MOllitor may reasonably request.
To ensure the indepcndence of the Independent Monitor, the finn (i)
shall not have the authority to lenninate Ule Independent Monitor
without the prior written approval of the SEC staff; and (ii) shall
compensate the Independent Monitor, and persons engaged to assist
the Independent Monitor, for services rendered pursuant to this Order
at their reasonable and customary rates.
For the period of engagement and for a period oflhree years from
completion of the engagement, the Independent Monitor shall not enter
into any employment, consultant, attorney-client, auditing or other
professional relationship with the finn, or any of its present or fonner
affiliates, directors, officers, employees, or agents acling in their
capacity as such. Any entity with which thelndejlendent Monitor is
affiliated or of which helshe is a member, and any person engaged to
assist the Independent Monitor in pcrformance ofhislher duties under
this Order shall not, without prior written consent of the Staff of the
SEC, enter into any employment, consultant, attomeY-9Iient, auditing
or other professional relationship with the firm, or any of its present or
former affiliates, directors, officers, employees, or agents acting in
their capacity as such for the period of the engagement and for a period
of three years after the engagement.
Five years after the date of the entry of the final judgment, the finn
shall certifY to the Staff oflhe SEC, the NYSE, the NASD, the
President of NASAA, and the New York Attorney General's Office,
that the finn has complied in all material respects with the
requirements and prohibitions set forth in this Addendum or, in the
event of material non-compliance, will describe such material non13

compliance.
7. Superseding Rules and Amendments. In the event that the SEC adopts a
rule or approves an SRO rule or interpretation with the stated intent to
supersede any of the provisions of this settlement set forth in this
Addendum, except Section IV [Investor Education] the SEC or SRO rule
or interpretation will govern with respect to that provision of the
settlement and such provision will be superseded. In addition, each of the
SEC, NYSE, the NASD, the New York Attorney General's Office and
any State that incorporates this Addendum into its settlement of related
proceedings against Citigroup Global agrees that the SEC Staff may
provide interpretive guidance with respect to the tonns of the settlement
set forth in this Addendum, except for Section IV [Investor Education], as
requested by the finn and that, subject to Court approval, the SEC and the
finn may agree to amend or modify any term of the settlement set forth in
this Addendum, except for Section IV [Investor Education], in each case,
without any further action or involvement by any other regulator in any
related proceeding. With respect to any tenn in Section J or II of this
Addendum that has not been superseded (as set forth above) will,in five
years of the entry of the final judgment, it is the expectation ofCitigroup
Global, the SEC, NYSE, NASD, New York Attorney General's Office
and the States that the SEC would agree to an amendment or modification
of such tenn, subject to Court approval, unless the SEC believes such
amendment or modification would not be in the public interest.
8. Other Obligations and Requirements. Except as otherwise specified, the
requirements and prohibitions of this Addendum shall not relieve the finn
of any other applicable legal obligation or requirement.

IlL

Independent, Third-Party Research
1. Obligation to Make Available. Each year, for the period ending five years
after the effective date of this Section III (as set forth in Section 11.5
[Timing] of this Addendum), the finn will be required to contract with no
fewer than three independent providers of research ("Independent
Research Providers") at a time in order to procure and make available
Independent Research (as defined below) to the finn's customers in the
U.S. as set forth below. There is, however, no requirement that there be at
least three Independent Research Providers for the Common Stock of each
Covered Company (as those telms are defined below):
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a. For common stock and equivalents (such as ordinary shares or
common stock or ordinary shares represented by American Depositary
Receipts) listed on a U.S. national securities exchange or quoted in
Nasdaq (such securities hereinafter, collectively, "Common Stock")
and covered in the firm's research reports (other than those limited to
purely quantitative analysis) (an issuer of such covered Common Stock
hereinafter called a "Covered Company"), the firm, through an
Indcpendent Consultant (as discussed below) will use its reasonable
effons to procure, and shall make available to its customers in the
U.S., Independent Research on such Covered Company's Common
Stock. (If the Independent Research Providers drop coverage or do
not timely pick up coverage of the Conunon Stock of a Covered
Company, the firm will not be in violation of any of the requirements
in this Section Ill, and may continue to disseminate its own research
reports on the Common Stock of the Covered Company without
making available any Independent Research on the Common Stock of
the Covered Company, if the firm takes reasonable steps to request that
the Independent Consultant procure such coverage promptly.)
1.

For purposes of this Section lll, the firm's research reports
include research reports that have not been prepared by the
firm, but only to the extent that such reports have been
furnished under the finn's name, have been prepared for the
exclusive or sole use of the firm or its customers, or have
been customized in any material respect for the firm or its
customers.

Jl.

A non-U.S. company for which a U.S. market is not the
principal equity trading market shall only be considered a
Covered Company ifin the caJendar quarter ended March 31,
2003, or in any subsequent calendar quarter during the period
that the firm's obligations to procure and make available
Independent Research under this Section IIJ are effective, the
publicly reported, average daily dollar volume of U.S.
trading in such company's Common Stock (measured hy
multiplying the publicly reported, average daily share
volume of U.S. trading during the quarter by the closing
price per share of the Common Stock on the last day of the
quarter), exceeded $2.5 million, and (b) the outstanding total
public float of the Common Stock as ofthe last day of such
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calendar quarter exceeded $ I 50 million. Further, the firm's
obligation to procure and make available Independent
Research with respect to such company shall become
effective at the later of: (a) 90 days after the end of the
calendar quarter in which the company met the foregoing
trading and public float tests; or (b) the effective date of this
Section III.
b. For purposes of this Section lJI, Independent Research means (i) a
research report prepared by an unaffiliated person or entity, or (ii) a
statistical or other surveyor analysis of research reports (including
ratings and price targets) issued by a broad range of persons and
entities, including persons and entities having no association with
investment banking activities, which surveyor analysis has been
prepared by an unaffiliated person or entity.
c. The fiml will adopt policies and procedures reasonably designed to
ensure that, in connection with any solicited order for a customer in the
U.S. relating to the Common Stock of a Covered Company, and if
Independent Research on the Covered Company's Common Stock is
available, the registered representative will have informed the
customer, during the solicitation, that the customer can receive
Independent Research on tile Covered Company's Common Stock at
no cost to the customer (the "Notice Requirement").
d. Notwithstanding the foregoing, the Notice Requirement will not apply
to (i) the solicitation of an institutional customer (an entity other than a
natural person having at least $ 10 million invested in securities in the
aggregate in its portfolio and/or under management) unless such
customer, after due notice and opportunity, has advised the firm that it
wishes to have the Notice Requirement apply to it (any customer who
has not so advised the firm is hereinafter referred to as a "NonParticipating Institutional Customer"); (ii) orders as to which
discretion was exercised, pursuant to a written discretionary account
agreement or written grant of trading authorization; or (iii) a
solicitation by an entity affiliated with Citigroup Global if such entity
does not furnish to its customers research reports under the firm's
name, prepared by the finn or for the exclusive or sale use of the finn
or its customers, or research reports that have been customized in any
material respect for the finn or its customers.
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e. Each trade confirmation sent by Citigroup Global to a customer with
respect to an order as to which the Notice Requirement applies will set
forth (or will be accompanied by a separate statement, which shall be
considered part of the confirmation, that will set forth), as of the time
the trade confirmation is generated, the ratings, if any, contained in the
firm's own research reports and in Independent Research procured for
the fim1 with respect to the Common Stock of the Covered Company
that is the subject of the order.
f. Each periodic account statement sent by Citigroup Global to a
customer in the U.S. that reflects a position in the Common Stock of a
Covered Company will set forth (or will be accompanied by a separate
statement, which shall be considered part of the periodic account
statement, that will set forth), as of the end of the period covered by
the statement, the ratings, if any, contained in the firm's own research
reports and in the Independent Research made available by the finn on
the Conm10n Stock of each such Covered Company; provided,
however, that this requirement will not apply to Non-Participating
Institutional Customers or discretionary accounts.

g. Notice of the availability ofIndependent Research on Covered
Companies' Common Stock will also be included prominently in the
periodic account statements of Citigroup Global's customers in the
U.S., in the firm's research reports, and on the firm's website.
h. The firm will make the Independent Research available to its
customers in the U.S. using, for each customer, Il,e means of
dissemination equivalent to those it uses to provide the customer with
the firm's own research reports, unless the firm and customer agree on
another means of dissemination; provided, however, that nothing
herein shall require or authorize the firm to comply with the Notice
Requirement or make available or disseminate Independent Research
at a time when doing so would violate Section 5 ofthe Securities Act
of 1933 or the other provisions of the federal securities laws or the
rules and regulations thereunder. If and to the extent the firm is able to
make available or disseminate its own research reports on the Common
Stock of a Covered Company pursuant to Rule 137, Rule. 138(a) or
Rule 139(a) under the Securities Act of 1933 and in reliance on
Regulation M under the Securities Exchange Act of 1934, then the
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firm is also authorized and required to make available or disseminate
Independent Research on the Common Stock of such Covered
Company (even if the Independent Research does not meet the
requirements of such Rule). Notwithstanding this Section Ill.l.h, if
the firm detennines, because oflegal, compliance or similar concerns,
not to furnish or make available its own research reports on the
Common Stock of a Covered Company for a limited period of time, it
shall not be required to make available the Independent Research on
such Covered Company for such period of time.
1.

If, during the period that the finn's obligations to procure and make
available Independent Research under this Section III are effective, the
finn terminates coverage of the Common Stock of a Covered
Company, the finn, through its Independent Consultant, will make
reasonable efforts to continue to procure and make available
Independent Research on the COImnon Stock of such company for a
period ofat least 18 months after termination of coverage (subject to
expiration of the firm's obligations under this Section III).

j. The finn will not be responsible or liable for (i) the procurement
decisions of the Indcpendent Consultant (as discussed in Section IIl.2
[Appointment oflndependent Consultant to Oversee the Procurement
of Independent Research 1of this Addendum) with respect to the
Independent Research, (ii) the Independent Research or its content,
(iii) customer transactions, to the extent based on the Independent
Research, or (iv) claims arising from or in connection with the
inclusion of Independent Research ratings in the firm's confirmations
and periodic account statements, to the extent such claims are based on
those ratings. The finn will not bc required to supcrvise the
production of the Independent Research procured by the Independent
Consultant and will have no responsibility to comment on the content
of the Independent Research. The firm may advise its customers of the
foregoing in its discretion.

k. The Independent Consultant will not be liable for (i) its procurement
decisions, (ii) the Independent Research or its content, (iii) customer
transactions, to the extent based on the Independent Research, or (iv)
claims arising from or in connection with the inclusion oflndependent
Research ratings in the firm's confinnations and periodic account
statements, to the extent such claims are based on those ratings, unless
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the Independent Consultant has carried out such duties in bad fai'th or
with willful misconduct. The firm will indemnify the Independent
Consultant for any liability arising from the Independent Consultant's
good-faith performance of its duties as such,
2. Appointment of Independent Consultant to Oversee the Procurement of
Indepcndent Research. Within 30 days of the entry of the final judgment,
an Independent Consultant acceptable to the SEC Staff, the NYSE, the
NASD, the President of NASAA, the New York Attorney General and the
finn shall be named to oversee the procurement of Independent Research
from Independent Research Providers. The Independent Consultant will
have the final authority (following consultation with the firm and in
accordance with the criteria set forth in Section III.3 [Selection of
Independent Research Providers] of this Addendum) to procure the
Independent Research. The Independent Consultant will not have had any
significant financial relationship with the finn during the prior three years
and may not have any financial relationship with the firm for three years
following his or her work as the Independent Consultant. The
Independent Consultant's fee arrangement will be subject to the approval
of the Staff of the SEC, the NYSE, the NASD, the President ofNASAA,
and the New York Attorney General's Office. In the event that an
Independent Consultant must be replaced, the replacement shall be
acceptable to the Staff of the SEC, the NYSE, the NASD, tlle President of
NASAA, the New Yark Attorney General's Office and the firm, and shall
be subject to these same conditions.
3. Selection ofIndependent Research Providers. The Independent
Consultant will seek to procure research reports on the Common Stock of
all Covered Companies frolll Independent Research Providers.
Independent Research Providers may not perform investment banking
business of any kind and lllay not provide brokerage services in direct and
significant competition with the firm. In addition, the Independent
Consultant will use the following criteria in selecting and contracting with
Independent Research Providers to provide Independent Research.
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a. whether and to what extent the Independcnt Research Provider or any
of its affiliates or associated persons is engaged in activities (including,
but not limited to, activities involving Covered Companies or their
securities), or has a business or other relationship with the finn or any
of its affiliates or associated persons, that may conilict or create the
appearance of conilict with its preparation and publication oftbe
Independent Research;
b. the desirability of multiple coverage of certain Covered Companies
(e.g., by size of company, industry sector, companies underwritten by
the finm, etc.);
e. the extent to which the Independent Research Provider has a client
base and revenue stream broad enough to ensure its independence
from the finn;
d. the utility of the Independent Research Provider's Independent
Research to the finn's customers, including the inclusion of ratings
and price targets in such research and the extent to which the firm's
customers actually use the research; and with respect to surveys or
analyses described above in Section III.J .b(ii), the extent to which the
Independent Research provides customers with a means of comparing
the finm's research reports to those published by other persons and
entities, including persons and entities having no association with
investment banking activities;
e. the quality and accuracy of the Independent Research Provider's past
research, including during the term of the Independent Consultant's
tenure;

f. the experience, expertise, reputation and qualifications (including, as
appropriate, registrations) of the Independent Research Provider and
its personnel; and
g. the cost of the Independent Research, especially in light of the fiveyear period set forth in Section III.! above for the finm to make
Independent Research available to its investing customers.
4. Disclosure Language. Language substantially to the effect set forth below
may be used by the finn and its registered representatives to infonm the
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finn's customers of the availability ofIndependent Research:
a. Disclosure to customers as required by Section IlI.1.c [Obligation to
Make Available subpart c] of this Addendum.
"There is also independent, third-party researcb available on this
company, which you can get at no cost [from our websitelhyperlink] or
by calling [toll-free number], or which I can arrange to send to you if
you would like."
b. General website and periodic customer account statement disclosure as
required by Section IlI.l.g. [Obligation to Make Available subpart g]
of this Addendum.
"Independent, third-party research on certain companies covered by
the firm's research is available to customcrs of the Finn at no cost.
Customers can access this research at [our website/hyperlink1or can
call [toll-free number] to request that a copy of this research be sent to
them."
5. Annual Reporting. The Independent Consultant will report annually to
the Staff of the SEC, the NYSE, the NASD, the President ofNASAA,
and the New York Attorney General's Office on its selection of
Independent Research Providers, the Independent Research it has
procured, the cost of the Independent Research it has procured to date,
and the Independent Consultant's fees and expenses to date.
IV.

Investor Education
l. General. The finn will pay a total of$25,000,000, payable in five equal
installments on an annual basis (with the first payment to be made 90 days
after the entry of the final judgment), to funds eannarked for investor
education. Of this money, a total 0[$12,500,000 shall be paid pursuant
Citigroup Global's agreement with the SEC, NYSE and NASD. The
remainder of the funds eannarked for investor education, in the amount of
$12,500,000, shall be paid to the Investor Education Fund at the Investor
Protection Trust, a Wisconsin charitable trust, pursuant to agreement with
the Board of Directors ofNASAA, to be used for the purpose of investor
education as described in Section IV.3.
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2. Payments to the Investor Education Fund.
a. As referenced in Section IV.I above, Citigroup Global shall pay the
amount of $12,500,000 in five equal annual instalhnent payments as
designated by the NASAA Board of Directors to the Investor
Education Fund ("the Fund") to be held as a separate fund by the
Investor Protection Tl1lst, 411 East Wisconsin Avenue, Milwaukee,
WI 53202-4497, c/o Quarles & Brady. The amount for investor
education to be paid by Citigroup Global to the Fund may be reduced
due to the decision of any state(s) not to enter into a settlement with
Citigroup Global in a related proceeding.
b. Citigroup Global shall make the first such installment payment within
ninety (90) days after the entry of the final judgment. This payment
shall be made by wire tTansfer to the Investor Protection Trust at US
Bank NA, Milwaukee, WI,
for credit for the Tl1lst
Division Account
, for further credit to the Investor
Protection Trust Account Number
together with a
cover letter identifying Citigroup Global as a party resolving the
Investigation and the payment designated for the Investor Education
Fund. Citigroup Global shall simultaneously transmit photocopies of
its payment and letter to the President ofNASAA, lOG Street NE,
Washington, DC 20002. By making this payment, and those payments
referenced in Section IV.2.c. below, Citigroup Global relinquishes all
legal and equitable right, title, and interest in suc!) funds, and no part
of the funds shall be retumed to Citigroup Global. The Fund shall be
administered in accordance with the terms of the investor education
plan.
c. Citigroup Global shall make subsequent installment payments annually
on or before the month and day of the entry of the final judgment.
Such payments shall be made into the Fund at the Investor Protection
Trust as described in Section IV.2(b).
3. Purpose of and Limitations on the Use of the Fund.
a. The Fund (including all installment payments) shall be used to support
programs designed for the purpose of investor education and research
and education with respect to the protection of investors, and to equip
investors with the knowledge and skills necessary to make informed
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investment decisions and to increase personal financial literacy. the
Investor Protection Trust, in cooperation with NASAA, shall establish
an investor education plan designed to achieve these purposes.
b. No principal or income from the Fund shall:
(i)
(ii)
(iii)

inure to the general fund or treasury of any State;
be utilized to pay the routine operating expenses ofNASAA; or
be utilized to pay tbe compensation or expenses of state officials
or state employees except such expenses as are necessary to
fulfill the purposes of the Fund.

c. Monies in the Fund may also be used to pay any taxes on income
earned by such Fund. Citigroup Global shall provide the Investor
Protection Trust with relevant infonnation and otherwise cooperate
with the Investor Protection Trust in fulfilling the Fund's obligations
under applicable law.
d. All fees, costs, and expenses incurred by the Investor Protection Dust
in connection with and incidental to the perfomlance of its duties
under this Addendum, including the fees, costs, and expenses of any
persons engaged to assist it and all admiljistrative fees, costs, and
expenses related to the investor education plan, shall be paid out of the
Fund.
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