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Introduction  

In the last two years, the regulation of research 
analysts associated with U.S.-registered broker-
dealers, and of securities research conducted by 
broker-dealers and other market participants, has 
been a high-profile area of regulatory activity.  In that 
period, the regulation of broker-dealers’ research 
reports and of the research analysts who produce 
such reports has been the subject of: 

• Major enforcement actions by the Securities and 
Exchange Commission (“SEC”), the NASD, the 
New York Stock Exchange (“NYSE”), and state 
regulators, including New York’s Attorney 
General, Elliot Spitzer; 

• The global research settlement among ten of the 
largest U.S. broker-dealers, the SEC, the NASD 
and the NYSE, and state regulators consenting to, 
among other things, near complete separation of 
investment banking and research departments 
within these financial institutions; 

• Major SEC regulation in the form of Regulation AC, 
which requires certain research analysts to make 
disclosures regarding the veracity of their views in 
each research report and public appearance;1 

• The substantial revision of NASD Conduct Rule 2711 
and NYSE Rule 472 (together, the “SRO Rules”) 
relating to research reports and research analysts.2 

In July 2002, the NASD and NYSE (together, the 
“SROs”) published a Joint Memorandum providing 
                                                           
1  For more information regarding Regulation AC, please see 

“Final Rule: Regulation AC”, currently available at 
<http://www.shearman.com/documents/SD_0303.pdf>, and 
“Proposed Regulation AC”, currently available at 
<http://www.shearman.com/documents/SD_0802.pdf>. 

2  For more information regarding the SRO Rules, please see 
“SEC Approves Changes to NASD and NYSE Rules Relating 
to Research Analyst Conflicts of Interest”, currently available at 
<http://www.shearman.com/documents/SD_08_03.pdf>. 

interpretive guidance regarding the application of the 
SRO Rules (the “Joint Memorandum”).3  In light of 
the adoption of the global research settlement and the 
substantial revision of the SRO Rules since the time 
of the Joint Memorandum, the NASD and the NYSE 
have, on March 9, 2004, published a Second Joint 
Memorandum describing the continued applicability 
of the Joint Memorandum as well as providing 
additional guidance regarding the application of the 
SRO Rules. 

The purpose of this publication is to provide an 
overview of certain of the major points of interpretive 
guidance published in the Second Joint Memorandum.  
This publication does not purport to be a detailed 
description or analysis of all of the issues covered in 
the Second Joint Memorandum, and interested persons 
should feel free to contact any of the Shearman & 
Sterling LLP attorneys listed at the end of this client 
publication with respect to the contents of the Joint 
Memorandum, the Second Joint Memorandum, the 
SRO Rules, or the complex set of regulations that 
governs research reports and the research analysts who 
produce them.  

Executive Summary of the Second 
Joint Memorandum 

The Second Joint Memorandum notes the continued 
applicability of the Joint Memorandum, and specifically 
states that the guidance given by the Joint Memorandum 
remains valid unless superseded by the Second Joint 
Memorandum.  The Second Joint Memorandum itself 
contains a substantial amount of new guidance.  
Specifically, the Second Joint Memorandum 

• Gives further guidance regarding the definitions 
of “research report” and “public appearance”, as 
well as guidance regarding technical or 
quantitative analyses. 

• Clarifies when and what specific disclosures must 
be presented in respect of third-party research that 
is distributed by members, including differences 

                                                           
3  The Joint Memorandum is available as an attachment to NASD 

Notice to Members 02-39, currently available at 
<http://www.nasdr.com/pdf-text/0239ntm.pdf>. 
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between research prepared by independent and 
affiliated third parties. 

• Provides guidance regarding the “quiet periods” 
during which no research may be published, 
including a discussion of the “significant news” 
exception and the prohibition on “booster shot” 
research reports. 

• Discusses the prohibitions on personal trading set 
out in the SRO Rules, and provides detailed 
guidance in respect of specific issues that have 
been raised. 

• Notes deficiencies that have been found by the 
SROs in respect of the form and substance of the 
disclosures required by the SRO Rules. 

Each of these items is discussed in detail below. 

The Second Joint Memorandum provides 
information regarding what constitutes a 
research report or a public appearance 

Definition of “Research Report” 

A research report is defined in the SRO Rules as “a 
written or electronic communication that includes an 
analysis of equity securities or individual companies or 
industries, and that provides information reasonably 
sufficient upon which to base an investment decision.”  
The Second Joint Memorandum points out that the 
most recent amendments to the SRO Rules no longer 
require a communication to contain a formal 
recommendation (e.g., “buy”, “hold” or “sell”) as a 
necessary criterion of being defined as a research 
report; the issue of whether a communication4 
constitutes a research report for purposes of the SRO 
Rules is determined by analysis of the individual facts 
and circumstances surrounding a particular 
communication in light of the SRO Rules’ definition.5  
This being said, the Second Joint Memorandum 
expressly states that the SROs’ list of exceptions to the 

                                                           
4  In addition, communications with the public—including 

research reports—are subject to various SRO rules, notably 
NASD Conduct Rules 2210 and 2211 regarding communication 
with the public.  For more information regarding NASD Rules 
regarding communication with the public, please see “New 
Rules Regarding Communications With the Public by Brokers 
and Dealers Take Effect”, currently available at 
<http://www.shearman.com/documents/SD_1103.pdf>. 

5  The Second Joint Memorandum specifically notes that the 
presence of disclaimers is not dispositive of the question of 
whether a communication is a research report, writing that 
“[m]embers should be aware that a disclaimer inserted into a 
communication with the public that indicates that the 
communication does not contain information sufficient upon 
which to base an investment decision has no relevance as to 
whether the communication falls within the definition of research 
report and could be misleading in certain circumstances.” 

definition of “research report” found in the Joint 
Memorandum continues to apply.6   

Additonally, the SROs suggest that persons primarily 
engaged in the preparation of exempt 
communications will not, even if they are registered 
representatives of the NASD or NYSE member in 
question, be considered “research analysts” for 
purposes of the SRO Rules.  For example, 
communications that discuss individual securities 
only in the context of a fund’s past performance, or 
communications that analyze the basis for previously 
made discretionary investment choices (such as a 
manager’s discussion of fund performance in a 
mutual fund shareholder report), are generally 
excluded from the definition of “research report” by 
the SROs.  An associated person of a member that 
prepares such communications would not be 
considered a “research analyst” for purposes of the 
SRO Rules.  However, the converse is also true:  if an 
associated person prepares communications that meet 
the definition of “research report” and such 
communications are not excepted from that 
definition, those communications would be subject to 
the SRO Rules and the associated person preparing 
such communications would likely be regarded for 
purposes of the SRO Rules as a research analyst for 
regulatory purposes. 

Technical Analysis of an individual security is not 
exempt from the SRO Rules 

The Second Joint Memorandum notes that several 
NASD and NYSE members have argued for the 
inclusion of an exception from the SRO Rules 
relating to “technical” or “quantitative” analyses of 
securities.  The Second Joint Memorandum rejects 
such claims.  The Second Joint Memorandum states 
that “[t]he SROs do not believe it is consistent with 
the purposes of the SRO Rules to exclude technical 
analysis of individual securities. Such an 
interpretation could allow a research analyst to 
provide coverage of a security of an issuer with 
which the member has an investment banking 
                                                           
6  In the Joint Memorandum, the SROs gave specific examples of 

communications that would not constitute research reports for 
purposes of the SRO Rules, including (a) reports discussing 
broad-based indices, such as the Russell 2000 or S&P 500 
index, that do not recommend or rate individual securities, 
(b) technical analysis concerning the demand and supply for a 
sector, index or industry based on trading volume and price, 
(c) reports that recommend increasing or decreasing holdings in 
particular industries or sectors but that do not contain  
recommendations or ratings for individual securities, (d) notices 
of ratings or price target changes that do not contain any 
narrative discussion or analysis of the company, provided that 
the member simultaneously directs the readers of the notice as 
to where they may obtain the most recent research report on the 
subject company that includes the disclosures required by the 
Rules, or (e) an analysis prepared by a registered  representative 
for a specific customer’s account. 
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relationship or where the analyst may have a personal 
financial interest without the disclosures that would 
identify such potential conflicts.”  In addition, the 
SROs note in the Second Joint Memorandum that 
mathematical models, while facially objective, may 
be based on models that make subjective judgments, 
or that may be manipulated to produce a desired or 
specific result. 

Definition of “Public Appearance” 

The SRO Rules define a “public appearance” to be 
“any participation in a seminar, forum (including an 
interactive electronic forum), radio or television 
interview, or other public speaking activity in which a 
research analyst makes a recommendation or offers an 
opinion concerning an equity security”.  The Second 
Joint Memorandum provides two interpretive points in 
relation to the definition of “public appearance”.   

First, the Second Joint Memorandum notes that under 
SEC Regulation AC, an analysis of individual securities 
or companies prepared for a specific person or a limited 
group of fewer than 15 persons is not considered to be a 
“research report”.  In the Second Joint Memorandum, 
the SROs express a belief that a similar standard is 
appropriate for public appearances.  Therefore, an 
appearance before persons representing 15 or more 
separate investors will be regarded as a public 
appearance for purposes of the SRO Rules.  Conversely, 
an appearance before persons representing fewer than 
15 separate investors would not be regarded as a “public 
appearance” for purposes of the SRO Rules.   

Second, under the Second Joint Memorandum, the 
SROs will not require a research analyst to make the 
required disclosures in a password-protected web-
cast, conference call or similar event, even if such 
event hosts more than 15 existing customers (e.g., 
individuals or entities), provided (a) that all of the 
participants in that event had previously received the 
most current research report or other documentation 
of the research analyst including the required 
disclosures, and (b) that the research analyst making 
the public appearance corrects and updates any 
disclosures in the research report that are “inaccurate, 
misleading or are no longer applicable”. 

The Second Joint Memorandum clarifies 
the application of the SRO Rules to Third-
Party Research, including foreign affiliates 

Under the Joint Memorandum, a person that distributes 
research provided by a non-member affiliate must 
accompany such research with “Third-Party Disclosures”, 
as applicable, namely: 

• the member’s and its affiliates’ ownership of the 
subject company’s securities; 

• that the member or its affiliate managed or co-
managed a public offering of the subject 
company’s securities in the past 12 months, 
received compensation for investment banking 
services from the subject company in the past 12 
months, or expects to receive or intends to seek 
compensation for investment banking services 
from the subject company in the next three months; 

• that the member was making a market in the 
subject company’s securities at the time the 
research report was published; and  

• any other actual, material conflict of interest of 
the member known at the time of distribution of 
the research report. 

The Second Joint Memorandum provides interpretive 
guidance with respect to three issues arising from the 
Joint Memorandum’s requirement regarding “Third-
Party Disclosures”. 

Disclosure of non-investment banking compensation 

First, following the most recent amendments to the  
SRO Rules, those rules now require a member to 
disclose if it received compensation for products or 
services other than investment banking.  Under the 
Second Joint Memorandum, the SROs have stated that a 
member that distributes third-party research is not 
required to separately disclose non-investment banking 
compensation received by the member or its affiliate, 
unless receipt of that compensation represents an actual, 
material conflict of interest of the member known at the 
time that the research report is distributed.  Also, when 
distributing third-party research, a member does not 
need to disclose the existence of a customer relationship 
with a company that is the subject of the research report, 
unless that relationship already falls within the required 
Third-Party Disclosures, such as acting as manager or 
co-manager of a public offering of the subject company 
within the previous 12 months prior to the distribution 
of the research report.  The SROs write that, “[i]n sum, 
members are required to make the same disclosures 
under the SRO Rules when distributing third-party 
research as they were required to make prior to the July 
2003 Amendments, recognizing that the receipt of non-
investment banking compensation can, under certain 
circumstances, represent a material conflict of interest.” 

When is a research report a “third-party” report? 

The Second Joint Memorandum states that whether a 
research report is considered a third-party report for 
purposes of the SRO Rules is based on the presence 
of one of two principal factors:  (a) whether the 
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report appears to have been prepared by the member7 
and (b) whether a research analyst associated with a 
NASD or NYSE member was involved in the 
preparation of the report.  The Second Joint 
Memorandum clarifies that the subject or scope of 
the report (or its distribution) is not relevant to the 
determination of whether a research report is a “third-
party” research report.8 

Independent and affiliate non-member research reports 

The Second Joint Memorandum notes that a research 
report distributed by a member must contain the 
“Third-Party Disclosures” regardless of whether that 
report is produced either by an independent third 
party or by a non-member affiliate of the member.  
However, there is one distinction made by the SROs 
in respect of independent (as opposed to affiliate) 
research reports distributed by the member.  
Specifically, a member that makes a non-member 
affiliate’s research report available to its customers 
(either upon request, through its website, or through a 
website maintained by the member) must include the 
Third-Party Disclosures.  However, independent 
third-party research that is made available to 
customers in the same fashion does not need to 
include the Third-Party Disclosures. 

The Second Joint Memorandum provides 
information regarding restricted periods 
during which no research may be published 

The SRO Rules contain publication restrictions of 
varying lengths on (a) the publication of research 
close in time after the management or co-
management of an initial or subsequent public 
offering,9 (b) acting as underwriter in an initial public 
offering, or (c) managers or co-managers of a public 
offering close in time to the waiver, termination or 
expiry of any lock-up or similar arrangement after the 
completion of that public offering. 

                                                           
7  Therefore, the SRO Rules would apply to any “globally 

branded” research issued by a member, or to research that has 
been substantially adapted by the member such that an investor 
could reasonably believe that the report was produced by the 
member.  Reports produced by teams of member and non-
member research analysts would also be considered a research 
report for purposes of the SRO Rules. 

8  In this regard, the Second Joint Memorandum states that “[i]t is 
irrelevant to the analysis where a report is distributed—
domestically or internationally—or to whom it is distributed, or 
on which market the subject company’s securities are traded.” 

9  The Second Joint Memorandum notes that offerings of 
unregistered securities, for example pursuant to Rule 144A, do 
not trigger the quiet periods required by the SRO Rules. 

The “significant news” exception is discussed in 
the Second Joint Memorandum 

Notwithstanding the restrictions noted above, the SRO 
Rules permit members to publish research reports 
during these restricted periods concerning the effects of 
significant news or events that occur during those 
periods, provided that the member’s legal and 
compliance department reviews and authorizes the 
report before it is issued.10  The Second Joint 
Memorandum provides guidance on what constitutes a 
“significant” event for purposes of the SRO Rules.  
Specifically, the Second Joint Memorandum states that 
the exception is meant to cover “events that have a 
material impact on, or cause a material change to, a 
company’s operations, earnings or financial condition, 
and that generally would trigger the filing requirements 
of SEC Form 8-K.”  In addition, the Second Joint 
Memorandum notes that announcements regarding 
earnings would not generally qualify for such an 
exception unless a separate significant event or news 
item was the cause of the company’s earnings results.  

The Second Joint Memorandum also notes that 
research reports issued in connection with significant 
news or events must be limited to a discussion of the 
news or events that cause the need for the research 
report, and the effects of such events on the 
company’s performance or prospects.  This being 
said, such reports may update the price or earnings 
targets in respect of the subject company. 

The Second Joint Memorandum discusses the 
prohibition on “booster shot” research reports 

The SRO Rules place a prohibition on so-called 
“booster shot” research reports that are published 
within 15 days before or after the expiration or 
waiver of any lock-up agreement.  The Second Joint 
Memorandum states that the quiet period is triggered 
on the basis of the first date that a shareholder subject 
to a lock-up or other relevant agreement may sell 
shares pursuant to the waiver.  The Second Joint 
Memorandum expressly states that the quiet period is 
not triggered on: 

• the date when an underwriter or other party 
notifies shareholders that a waiver has been 
granted, or  

• the date when an underwriter or other party 
registers a securities offering under the federal 
securities laws, even if such offering is registered 
in relation to such waiver. 

                                                           
10  Public appearances in light of significant news events are also 

permitted by the SRO Rules, provided that the relevant 
member’s legal or compliance department has authorized the 
proposed public appearance. 
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The Second Joint Memorandum includes 
a discussion of personal trading 
restrictions on research analysts 

The SRO Rules place significant restrictions on the 
personal trading of research analysts.  In response to 
issues raised by NASD and NYSE members in 
respect of such restrictions, the Second Joint 
Memorandum provides the following guidance: 

• Restrictions on trading against a recommendation 
are “research analyst specific”.  The restriction 
placed by the SRO Rules on prohibiting a 
“research analyst account” from buying or selling 
any security (or derivative of that security) in a 
manner inconsistent with the research analyst’s 
recommendation applies only to recommendations 
regarding the securities of subject companies 
covered by the research analyst, and not to 
securities of all companies covered by that NASD 
or NYSE member. 

• DRIP programs.  Automatic reinvestments of 
dividends in securities of a subject company 
through a dividend reinvestment program, and 
automatic reinvestments of dividends in investment 
funds, are not subject to the restrictions or trading 
blackouts imposed by the SRO Rules as regards 
trading against a recommendation.  However, any 
discretionary investment or reinvestment, even 
those made through a dividend reinvestment 
program, would remain subject to all of the 
restrictions of the SRO Rules. 

• Covering short positions.  The covering of a short 
position by a research analyst in the face of a 
“sell” recommendation would be contrary to the 
SRO Rules’ prohibition against trading contrary 
to a recommendation. 

• Application of SRO Rules to “Neutral” ratings.  
“Neutral” or “Market Perform” ratings are 
considered to be “hold” ratings for purposes of the 
SRO Rules.  Accordingly, when a research analyst 
has a “Neutral” or “Market Perform” rating on a 
security, both purchases and sales are contrary to 
the SRO Rules’ prohibition regarding trading 
contrary to a recommendation. 

• Effect of changes in earnings estimates.  Changes 
in earnings estimates that do not change the 
research analyst’s rating or price target for a 
security would not trigger the trading restrictions 
of the SRO Rules. 

• Monitoring of discretionary accounts in lieu of 
pre-approval.  The requirement that a member’s 
legal or compliance personnel pre-approve 
transactions by a research analyst or research 
analyst supervisor will be met in the case of 
accounts over which the research analyst (or 

research analyst supervisor) has no discretion or 
control if the member has policies and procedures 
in place that are designed to monitor the trading in 
such account. 

The Second Joint Memorandum 
discusses issues relating to the 
disclosures required in research reports 

In the Second Joint Memorandum, the SROs provide 
the following guidance in respect of the required 
disclosures, which guidance is meant to highlight 
specific deficiencies—and the kinds of deficiencies—
that the SROs perceive to exist as regards the 
required disclosure. 

Guidance regarding references to required disclosures 

• References to the required disclosures must be 
“clear, comprehensive and prominent”, and must 
contain a reference to a specific page number, 
page (e.g., the “last” page), or appendix. 

• Members may only use hypertext links to refer to 
the locations of disclosures if the research report 
is itself an electronic communication. 

• References on the first page of a research report 
indicating where required disclosures are located 
must be separated from the report’s body text, and 
must be in larger font size than the body text of 
the report on that page. 

Guidance regarding presentation and wording  
of disclosures 

• Disclosures must be marked by a clear title or 
heading, and must be in font size that is large 
enough to be “clearly legible”. 

• Disclosures must be in a “clear and logical” order.  
The Second Joint Memorandum gives the 
following example:  “related disclosures such as 
ratings systems and ratings distributions should be 
in close proximity”. 

• In respect of a member’s ownership of company 
securities, market making, or investment banking 
activities, the SROs caution that “[m]embers may 
not use conditional or indefinite language in 
required disclosures, such as ‘may have a 
position’ or ‘may make a market’ in any of the 
subject company’s securities, or that the reader 
‘should assume’ that the firm or its affiliates 
engaged in investment banking business with a 
subject company”. 

• Generalized disclosure such as that a member 
“received compensation for investment banking 
services in the past twelve months or expects to 
receive or intends to seek compensation for 
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investment banking services from the subject 
company in the next three months” is not 
adequately specific and does not meet the 
requirements of the SRO Rules. 

• Disclaimers that contradict or are inconsistent 
with specific disclosure are not permitted under 
the SRO Rules.  For example, a member may not 
disclose in a research report that it makes a market 
in the subject company’s securities, and later 
disclose that the member “may” make a market in 
such securities. 

• Disclosures not required by the SRO Rules should 
be separated from those required by the SRO Rules 
and should not be under the same general heading. 

• Stock symbols may not be used in the required 
disclosures unless the reader is specifically directed 
to that page or section of the report in which 
companies are identified by their proper names. 

Guidance regarding presentation of ratings 
distributions 

• In making the required disclosure regarding what 
percentage of a member’s research reports consist 
of “buy”, “hold” or “sell” ratings, the member must 
use those specific terms, and may not replace those 
terms with proprietary terms.  However, a member 
may combine its own terms (e.g., “overweight” or 
“underweight”) with the terms “buy”, “hold” or 
“sell” when preparing the required disclosure 
regarding the distribution of ratings. 

• If a research report does not contain an express or 
implied rating of the subject company’s equity, 
that report is not required to include the ratings 
distribution information required by the SRO 
Rules.  In addition, if the report does not include 
either a rating or a price target for the subject 
company’s equity, the report is not required to 
include a price chart. 

• Information regarding ratings and ratings 
distribution must be current as of the end of the 
most recent calendar quarter.  In respect of the 
amount of time that must be covered by such 
ratings distribution information, the Second Joint 
Memorandum states that if the member publishing 
the research report does not issue new ratings on a 
frequent basis, the SROs will consider a member 
to have complied with the ratings distribution 
disclosure requirements if the distribution 
includes ratings that the member has issued within 
the past 12 months. 

CONCLUSION 
While the Second Joint Memorandum serves the 
function of providing the marketplace with important 
new information concerning rules and regulations 
regarding research analysts and the provision of 
research by NASD and NYSE members, the Second 
Joint Memorandum also has the effect of adding 
substantial detail and complexity to an already complex 
web of regulations that includes the global research 
settlement, SEC Regulation AC, NASD Rule 2711, and 
NYSE Rule 472.  In addition to governmental and 
regulatory actions, many of the largest investor groups, 
such as CalPERS, the California pension fund system, 
have adopted investment guidelines to which any 
broker-dealer conducting business (or wishing to 
conduct business) with CalPERS must adhere.  When 
viewed as a whole, the formal and informal regulation 
of broker-dealer research constitutes a confusing set of 
interconnected requirements for any institution.  In light 
of this regulation, U.S. and foreign broker-dealers must 
remain informed as to the letter and spirit of the 
changing rules that govern research and research 
analysts in order to avoid inadvertent violations.  For 
more information regarding the issues described in this 
client publication, please contact any of the Shearman & 
Sterling LLP personnel listed below. 
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