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ver the last two years, America's capital markets

have been turned upside-down by revelations of
corporate malfeasance, accounting fraud and conflicted
advice. Stock recommendations by the most reputable
firms in the world have been shown to be more about
smoothing the relationship between investment
bankers and CEOs than about providing sound infor-
mation to ordinary investors.

As a result, investors don't know what to believe, so
they've taken an understandable course of action: Don't
believe anything. In my four decades working with
individual investors, I've never seen such a profound
crisis of trust.

The President, the Congress and the Securities and
Exchange Commission have
all recognized that reforms
were long overdue. The
passage of the Sarbanes-
Oxley Act was an important
first step. The on-going efforts
by the SEC and the securities
exchanges to implement new
disclosures for Wall Street
analysts have also been signif-
icant, and the work by New
York State Attorney General
Eliot Spitzer and other states
have helped shine much-
needed light into the darkest
corners of the industry. I commend them all for their
dedication to the public interest and for bringing these
issues forward.

But I believe there is more that must be done to win
back the trust of individual investors, particularly when
it comes to conflicted recommendations. The conflicts
that plague Wall Street are systemic. They result from
the inherent impossibility of divided duties — simulta-
neously trying to serve corporate, institutional and indi-
vidual clients. For decades, Wall Street has insisted that
its system of "Chinese walls" is adequate to manage
those conflicts, but it's clear those walls have been
easily breached, and managing those conflicts has been
difficult if not impossible.

News of a proposed solution in the form of a global
settlement surfaced in recent days. Firms and individ-
uals charged with violations need to work out the
appropriate resolution with regulators, of course, but if
a global settlement is intended to send a message about
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the standards that will be expected going forward, then
I wonder whether a private settlement agreement is the
best way to accomplish that.

In my view any resolution must abide by three prin-
ciples. First, transparency — any solutions or rule-
making must be done in the light of day with input
from the public: the investors and the many institutions
that serve them. Investors have been left in the dark for
too long about the problems of Wall Street. To trust the
outcome, they must be involved in the solutions.

Second, we need better and more disclosure —
disclosure about relationships within a firm that might
create conflicts of interest between one set of clients
and another. Investors deserve a clearer picture of the
biases and conflicts built into
the advice they receive, so that
they can make their own
informed choices. Disclose all
financial incentives that might
skew advice. Make that infor-
mation easily accessible to
investors. The compensation
of brokers should be clearly
disclosed as well. Does a
broker receive more for
selling stock in Company A
over Company B? All
commission payments should
be clearly disclosed and
agreed-to in writing by the client.

Disclosure of this sort will drive change for the
better. Some have suggested that we need total separa-
tion of research and investment banking, a severing of
all ties, so that no firm offers both. In a recent poll we
conducted, an astonishing 71% of the respondents
thought that was a good idea. If firms can't clearly
explain how they manage conflict to investors’ satisfac-
tion, then the market will drive the right structural
change.

Third and most important, I believe we should build
upon the regulations and ethical obligations already in
place by requiring more accountability at the senior-
most executive level within financial service firms,
who serve the general public.

I recently proposed to President Bush and SEC
Chairman Harvey Pitt, the establishment of a “Code of
Conduct,” which would require the CEO and chief
compliance officer of every financial services firm to



S E N

certify that controls are in place to protect
investors from conflicts of interest. For
example, top executives would certify that
employees who provide research and
employees who provide advice are in no way
compromised by the other business of the firm.
Further, this certification would describe what
those controls are and how they work.

They would certify that controls are in place
to ensure that senior executives of a client
company do not receive favorable treatment
because of reciprocal business. They would
certify that controls are in place to prevent
inflated commissions being used as a kickback
and ensure that the interests of individual
clients come before corporate interests in
selling particular products or services. In short,
I propose a code of conduct certifying that
investment advice has not been compromised.
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Last August, I formally certified to the SEC
that the financial reports of my company were
accurate. Putting my name to those pages made
a profound difference in how I thought about
our financial reporting process. Requiring the
kinds of additional certifications I have
proposed would have a similar affect on the
way we look at conflicts within our industry.
Personal certification is a powerful means of
fixing responsibility on the most senior levels
of management.

These are not complex steps. They are the
most basic principles of ethical conduct.
Requiring them would do much to restore
investor confidence. B

About the Author

Mr. Schwab is founder, chairman of the
board and co-CEO of the Charles Schwab
Corp.

Notes

C ON S ULTANT

SENIOR CONSULTANT

THE VOICE OF THE INVESTMENT
MANAGEMENT CONSULTANT

JAMES P. OWEN
Co-Founder

STEPHEN C. WINKS
Co-Founder, Publisher & Editor-in-Chief

SYDNEY LEBLANC
Consulting Editor

MAMIE W00 MCNEAL
Production Editor

EDDIE BRYANT
Marketing Consultant

THE
SOCIETY

SENTOR
CONSULTANTS

Advisory Board
JERRY BoTT
Riverplace Consulting Services, LLC
JoHN BROCK
Brock-Hazzard/Wachovia Securities
Dick CHARLTON
New England Pension Consultants
BoB CLuck
Canterbury Capital
HAROLD EVENSKY
Evensky Brown & Katz
JEFF FRUM
Wells Fargo
RicH GLEASON
Salomon Smith Barney
KATHLEEN E. HEGENBART
Salomon Smith Barney
BRIAN HUNTER
Prudential Securities
GREG HUNTER
Merrill Lynch
BILL JOHNSON
CapTrust
JonN KELSEY
Salomon Smith Barney
KEITH PHILLIPS
Morgan Stanley Dean Witter
BoB RowE
Morgan Stanley Dean Witter
Dick SMitH
Capstone Investment Group
JIM YANNI
Yanni Partners

SENIOR CONSULTANT

1457 Crystal Springs Lane

Richmond, Virginia 23231
Ph 804-643-1075 B Fax 804-643-1544
www.SRCONSULTANT.COM




