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In January, The Markets in Financial Instrument Directive |1 (MiFID 1) from the European Securities Markets
Authority will go into effect. Among its many provisionsis one that requires broker-dealers to separate or
“unbundle’ the payments they receive for research expenses from those they receive for commissions. On its
own, that doesn’t seem like an overly-intrusive regulation. The problem is that the Securities and Exchange
Commission (SEC) explicitly prohibits broker-dealers in the United States from receiving these payments
unbundled unless they register as an investment adviser.

When the MiFID Il goesinto effect, U.S. broker-dealers will be unable to provide research to clientsin the
European Union or risk facing significant penalties from the SEC. This conflict of law not only hampers
competitiveness of U.S. broker-dealers abroad, it aso threatens the important production and sharing of equity
research at home and abroad. Of course, as with most things, the more research in equity marketsthat is
available, the better.

As arecent study from Edison explains so well, “[1]t is worth remembering the benefits that research brings to
capital markets and why it isimportant an enduring solution is found. Equity research does play avital rolein
capital markets through influence and enhancing: (1) Price formation and evaluation of the cost of capital; (2)
New issuance and capital formation; and (3) Public/political awareness of the capital-market function globally.”

Edison’ s study highlights the impact that good equity research has had on company growth, especialy in the
United States. For example, three of the largest 10 companiesin the United States are less than 40 years old,
whereas in France only three of the top 40 companies are less than 50 years old, with an average company age
of 117 yearsold. Thisislargely due to the role that good equity research in the United States has played in
helping investors to understand new industries and their characteristics. As Edison explains, “For investorsto
take the risk of investing in loss-making growth companies, research provides critical perspectives on the
ultimate reward (market size/probability) that may balance the short-term risk.”

Good equity research also serves to prevent market inefficiencies, specifically the misvaluation of particular
equities. With good research at their disposal, investors are able to quickly understand an industry and its
earning potential without having to do al of the leg work themselves. Research from New Y ork University's
Stern School of Business (Stern) estimated the value added by equity research analysts and found links between
equity research, information efficiency, and asset prices. Stern found that when research coverage on a
particular stock is dropped, share prices fall by 110 basis points or lose $8.4 million in value, on average.
Further, they found that the drop in asset prices caused by areduction in research is permanent, with no bounce
back during the first month and performance “in line with risk and style benchmarks’ over the subsequent six
months to two years.

Thus, the importance of equity research cannot be overstated. The risks caused by the upcoming conflict of law
between the SEC and the MiFID |1 are enormous. U.S. broker-dealers must be able to provide quality equity

AMERICANACTIONFORUM.ORG


https://www.ft.com/content/ae935520-96ff-11e7-b83c-9588e51488a0?mhq5j=e5
https://data.bloomberglp.com/promo/sites/12/727328239_FutureofEquityResearchWP.pdfhttps:/data.bloomberglp.com/promo/sites/12/727328239_FutureofEquityResearchWP.pdf
http://w4.stern.nyu.edu/finance/docs/WP/2007/pdf/wpa07025.pdf
http://w4.stern.nyu.edu/finance/docs/WP/2007/pdf/wpa07025.pdf

research to their clients in the European Union without facing devastating penaltiesin order to preserve their
competitiveness and the productivity of U.S. capital markets. According to a Bloomberg article on the matter,
“the SEC is expected to announce its intention to issue no-action letters to allay the conflict by the end of the
month,” although it had not confirmed with the SEC directly. The SEC should follow through and issue such no-
action lettersto allow U.S. capital markets and the flow of equity research to continue to function effectively
and efficiently.
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