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| New York, New York 10013,

N

BEFORE THE ARIZONA CORPORATION COMMISSION
Arizona Corporation Commission ‘

COMMISSIONERS - DOCKETED
MARC SPITZER, Chairman FEB 05 2004
WILLIAM A. MUNDELL | S

JEFF HATCH-MILLER | “SOCKETEDBY | !

MIKE GLEASON A |

KRISTIN K. MAYES ! =

In the matter of

DOCKET NO. S-03538A-03-0000
CITIGROUP GLOBAL MARKETS INC. ~
(formerly known as Salomon Smith Barney
Inc)

e DECISIONNO. __. 66768
388 Greenwich Street

ORDER TO CEASE AND DESIST, ORDER
FOR ADMINISTRATIVE PENALTIES AND
CONSENT TO SAME

BY: CITIGROUP GLOBAL MARKETS INC.

CRD# 7059

Respondents.

S’ N s g N N e g v Nt e st e’

WHEREAS, Salomon Smith Barney Inc. (“SSB”)! now known as Citigroup Global is a broker-
dealer registered in the state of Arizona; and ' ’ |

WHEREAS, an investigation into the practices, procedures and conduct of SSB respecting: (a)
the preparation and issuance by SSB’s U.S. equity research ahaiysts (“Research Analysts”) of
research, analysis, ratings, recommendatiozls and communications concerning common stocks of
publicly traded companies covered by such analysts (“Résearch Coverage”), during the period
1999 through June 2002, including without limitation, commencement and discontinuance of
Research Coverage, actual or potential conflicts of interests affeéting Research Coverage, Research
Analysts or termination of Research ‘Analy’sts, and misleading statements, opinions, representations

or non-disclosure of material facts in Research Coverage; (b) the allocation by SSB and its

' 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.
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predecessor Salomon Brothers, Inc. of stock from initial public offerings that &aded at a premium
in the secondary market when trading in the secondary market begins and spinhing by SSB (i.e.,
allocating such offerings as preferential treatment to officers and directors of companies having or
potentially having investment banking business with SSB), during the period 1996 through f2001
(“TPO Allocations™) and; (c) any other conduct referred to in the Findings of Fact set forth below in
paragraphs 3 through 153 has been conducted by a multi-state task force (the_“Investigatién”); |
WHEREAS, the Investigation was conducted in connection with a joint task force of the U.S.

Securities and Exchange Commission, the New York Stock Exchange, and the National

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

“regulatbrs”); and _

WHEREAS, SSB has cooperated with regulators conducting the investigations by responding
to inquiries, providing documentary evidence and other materials, and providing regulators With
access to facts relafing to the Investigation; and B

WHEREAS, Ciﬁgroup Global has édvised regulétors of its agreement to resolve the
Investigation; and |

WHEREAS, Citigroup Global agrees to ‘implement certain 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 Articles 11 and 12 of the Secu‘ritics Act of Arizdna, A.R.S. §44-1801 et seq. (“Securities
Act”) and Title 14 of the Arizona Administrative Code with respect to this Order To Cease and
Desist and Order for Administrative Penalties (“Order”); heither admits nor denies the Findings of
Fact and Conclusions of Law contained in this Order, and consents to the entry of this Order by the
Commission.

NOW, THEREFORE, the Arizona Corporation Commission (“Commission”) hereby enters |

this Order:

2 66768
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FINDINGS OF FACT

A. Summary and Jurisdiction

1. Citigroup Global is, and under its former name SSB was, at all relevant times, a registered
broker-dealer with its principal place of business located at 388 Greenwich Street, New
York, New York 10013. SSB has engaged and Citigroup Global continues to be engaged,
in a full-service securities business, including institutional and retail sales, investment
banking services, trading and research.

2. The Cofnmission has j’urisdiiction over this matter pursuant to Article XV of the Arizona
Constitution and the Securities Act. . .

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

reports on two telecommunications (“telecom’) companies that were fraudulent and issued

research reports on several telecom companies that were misleading.

66768
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1 4. During the relevant periokd, SSB employed business practices that requiied research analysts ;
2 | ;[o pramote SSB’s investment banking efforts. Research alone did not generate substantial
3 profits for SSB; investment banking did, and it needed the services of resea;ch analysts to
4 do so. Research analysts were expected to vet prospective investment banking deals,
5 promote SSB’s investment banking business to issuers during | pitches, and market’
6 | investment banking deals to SSB’s customers. When SSB s'ecure.d\ investment banking
7 business, research analysts were expected to provide favorable coverage of SSB’s
| 8 investment banking clients. Important factors in evaluating an analysf’s performance and
L 9 ~ determining an analyst’s compensation at SSB were investment banker evaluations and .
10 investment banking revenues generated in an analyst’s sector. These business practices
1 created a culture in which investment bankers could and did pressure research analysts to
12 maintain coverage or favorable ratings for investment banking clients and created the
13 incentive for analysts to use research to obtain, retain and increase revenue from_ investment
14 banking deals. SSB failed to manage the conflicts created by its practices.
15 5. Jack Grubman was the linchpin for SSB’s investmént banking efforts in the telecom sector.
16 He was the preeminent telecom analyst in the industry, and telecom was of critical
17 importance to SSB. His approval and favorable view were important for SSB to obtain '
18 _ investment banking business from telecom companies in his sector. In total, SSB earned
‘ 19 more than $790 million in investment banking revenue during the relevant period from
20 telecom companies Grubman covered. Given Grubman’s key role in SSB’s investment
-2 ~ banking ‘success in the’ télecom sector, SSB compensated him handsomely. "During the
2 relevant penod Grubman was one of the most highly paid research analysts at SSB and on
2 Wall Street. Between 1999 and August 2002 when he left the firm, Grubman’s total
24 compensatlon exceeded $67.5 million, including his multi-million dollar severance
25 ‘ .
: package.
26
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6. During the relevant period, SSB and Grubman published fraudulent research reports on

Focal Communications and Metromedia Fiber Networks, as set forth below. These reports
were contrary to the true views Grubman and another analyst on his team privately
expressed, presented an optimistic picture that overlooked and minimized the fisk 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.

. ‘Moreover, SSB and Grubman also published certain research reports that were misleading.

In April 2001, Grubman expressed a need to dengrade six telecom companies (Level 3
Communications, Williams Communications Group, XO Communications, Focal, Adelphia
Business Solutions, and RCN Communications). Investment bankers pressured Grubman
not to downgrade these companies and Grubman did not. He continued to advise investors
to buy these stocks, and did not disclose the influence of investment bankers on his ratings.
In addition, a research report on Williams Communications lacked‘ a reasonable basis
because it did not disclose the true views Grubman and others oh his team privately
expressed at the same time about the company and certain research reports on Focal failed.

to disclose facts -as described below.

66768
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1 8. In November 1999, Gnibman upgraded AT&T from a Neutral (3) ~ his longtime rating on

2 the stock -- to a Buy (1). SSB and Grubman did not disclose in the repbﬁ that Grubman
3 had a conflict of interest relating to his evaluation of AT&T. Prior to the upgrade, Sanford
4 I Weill (“Weill”), the c0-CEO and Chairman of Citigroup (and a member of thé AT&T
5 board of directors), had asked Grubman to take a "fresh look" at AT&T, and Grubman had
6 asked Weill for assistance in gaining admission for his childfen to the selective 92" Street
7 Y preschool in New York City at the same time Grubman was conducting his "fresh look"
8 at the company. Subsequently, Grubman stated priva}tely thaf he had upgraded AT&T to
9 help his childreh' get into the 92nd Street Y preschooli After Grubman upgraded AT&T and

secondary market begins.

6 ~ - 66768
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10 his children were admitted to the preschool, Weill arranged a piedge of $1 million payable
| 11 in equal amounts over five years from Citigroup to the 92nd Street Y.
| 12 9. Grubman’s upgrade of AT&T also helped SSB gain investment banking business from
‘ 13 AT&T. In late fall 1999, AT&T determined to make an initia] public offering (“IPO”) of a
} 14 tracking stock for its wireless unit — the largest equity offering in the United States. In |
| 15 \February 2000, AT&T named SSB as one of the lead uhderWriters and joint book-runners
| 16 for the PO, in large part because of Grubman’s “stréng buy” rating of, and “strong
’ 17 support” for, AT&T. SSB earned $63 million in investment banking fees from this .
’ : 18 engagement. |
| 19 10. During the period 1996 through 2000, SSB engaged in improper spinning practices by
20 allocating hot IPO shares’ to executives of current or potential investment banking clients
| 21 and providing special treatment for these executives. The executives profited significantly
2 from selling IPO stock allocated to them. The invesvtment banking business generated by
‘ 2 the ﬁnﬁs for which these executives worked represented a substantial portion of SSB’s
4 revenues during this period.
\ 25 | R
‘ 26 ||> A “hot IPO” is one that trades at a premium in the secondary market whenever trading in the
\
\
!
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1 11. Additionally, SSB failed to maintain books and records sufficient to determine whether or |,
2 ‘ not the distribution of IPO shares had been completed prior to the initia.tion of secondary
3 market trading. Further, SSB failed to administer Issuer Directed Share Programs
4 appropriately and failed to establish and maintain written supervisory procedures for the
5 appropriate management of such programs.
6 B. SSB Failed to Manage Conflicts of Interest Between Research and Investment Bankiﬁg
; ,
2 12. SSB’s business practices intertwined research with investment banking, thus c;reating the
------ R | R --vehicle- for investment banking to exertr‘inappro.pfie‘ne influence over research analysts, -
, . 10 SSB failed to manage the resulting conflicts of interest in. an adequate or appropriate
11 manner.
12 1. SSB’s Business Practices Required Research Analysts to Support Investment
Bankers :
13
14 13. Companies paid SSB’s investment bankers to assist them with (a) capital raising activities
15 such as IPOs, “follow on” offerings (subsequent offeriﬁgs of stock to the public), and
16 private placements of stock, and (b) other corporate transactions, such as mergers and
‘ 17 acquisitions. During fhe relevant‘period, investment banking was an important source of
18 revenue for SSB; revenues from investment banking grew from approximately $3.0
19 billion in 1999, to approximately $3.6 billion in 2000, and to approﬁimately $3.9 billion in
20 2001. Investment banking fees comprised over 21% of SSB’s revenue in 199-9, over 22%
21 - in 2000, and over 25% in 2001. | |
22 14, SSB‘S equity r¢search analysts prov‘ided SSB’s investing clients and the public with
23 research reports on certain pubﬁé companies. SSB held out its research analysts as
24 prdviding independent, objective and unbiased information, reports, ratings, ahd
25 ’ récommendations upon which investors could rely in reaching investment decisions. SSB
26
‘7 Decision No. 66768

; .




g
Docket No. S-03532A-03-0000

1 distributéd its analysts’ reports to‘ its clients directly and by placing the reports on its ,
2 website. |
3 || 15 At SSB, research was a cost center. In contrast, investment banking generated substantial
4 profits for SSB. To leverage its research, SSB required research analysts to serve, among
5 others, investment bahkihg. Accordingly,
6 . SSB expected research analysts to prepare’ business plans each year ‘that, among
7 \ other things, highlighted what the research analysts had done and woulq do to help
g || SSB’s investment bankers; |
9 . SSB’s research analysts were encouraged .to. éevelop investment banking business

10 from issuers and private companies in their sectors;

11 e  SSB’s research analysts were expected to support investment banking by pitchhﬁg
12 business to prospective clients and marketing investment banking deals to
13 institutional customers through roadshows;

14 . Investment banking concerns sometimes affected research analySts’ decisions to
15 initiate coverage, rate companies, and drop Coveragé. SSB’s research analysts were |
16 generally expected to initiate coverage of SSB’s investment banking clients with
17 favorable ratings; B . ‘
18 . Investment bankers reviewed the performance of the principal research analysts in
19 their sector as part of the analysts’ annual review; and

20 . Investment banking revenue generated In an analyst’s sector and attributable to an
21 analyst was an important factor SSB used to evaluate an analyst’s performance and
22 determine an analyst’s compensation. |

23 '
24 16. This integration of research analysts with investment banking was an SSB objective. In a
25 J anuary 1998 presentation to senior management at Travelers Corporation, then the parent
26 of SSB, the head of SSB wrote: “There is a continuing shift in the realization that an

8 | 66768
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analyst is the key element in banking success.” Underscoring the same theme two years
later, on December &, 2000, the head of SSB’s Global Equity Research wrote to the CEO
of SSB that one of his goals since becoming global head of research was ““to better

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

k24

particularly investment banking . . . .

In reviewing his performance for 2000, the head of SSB’s Global Eciuity Research stated:
We have become much more closely linked to investment banking this year as a result of

participating in their much-improved franchise review process this year. There has been a

[y

yearend [sic] cross review of senior analysts and bankers particularly in the U.S. and
Europe and with the development of the Platinum Program in the investment bank, the
analyst’s understanding of the relative iniportanceiof clients for IB [investment banking]
and GRB [global relationship bank] is much improved. —

In January 2000, SSB held a “Best Practices Seminar” for resezirch analysts that was
hosted by the head of U.S. Equity Research Management. At that seminar, a senior

member of Research Management stated:

[W1hen you look at the market share gap between us and the three
competitors who are trying to close. When I just eyeballed it, it
looked like to me there is something like roughly 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
effective partner in terms of helping drive initiation, execution and
everything else. Because there is a lot of money on the table for this
company. And we’ll all benefit from it. ‘

2. SSB Analysts Helped Investment Bankers Identify and Obtain Business

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

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

66768
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bankers would not pifch for investment banking business unléss they knew the SSB analyst
who would cover the company was going to support the proposed deal. B

SSB’s pitchbooks to potential investment banking clients routinely highlighted the
experience and qualiﬁéations of the lead analyst in the company’s sector and how the |
analyst would help market the proposed deal. During the “pitch” process, SSB conveyed
that its research analysts would cover the company if the company gave it investment
banking business, and analysts frequently attended the “pitch” sessions. Once a company
selected SSB as the underwriter, SSB analysts worked together with investment bankers to
(among other things) perform due diligence on the de;ﬂ and take the company executives *
out on “roadshows” to market the potential transaction to institutional investors.

During the relevant period, all parties involved — the analyst, the firm, and the issuer —
understood that the analyst would initiate cbverage of the company' 1f SSB was given -

investment banking business and would initially rate the company favorably.

3. SSB’s Research Analysts Supported Investment Banking Through Their Ratings
and Coverage : ’ ;
SSB encouraged analysts to support SSB’s investment banking business through their’
ratings. Each research report SSB issued included an investment rating that purportedly
reflected the analyst’s objective opinion of the relative attractiveness of the company to the

nvestors.

During the relevant time period, SSB advised its customers that it utilized the following

- five-point investment rating system:

1- Buy
2 - Outperform
3 - Neutral -

4 - Underperform

10 66768
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5- Sell

24. In addition, SSB during the relevant period included in each research report a risk rating of
L (low risk), M (moderaté risk), H (high risk), S (Speculative), or V (Venture). Each of the
research reports and call notes discussed below, other than those on AT&T, rated the

‘company S (Speculative).

25. In practice during the relevant period, SSB’s research analysts ’rarel-y rated companies a 4
(Underperform) and never a 5 (Sell) in part to avoid antagonizing issuers in P way that
would harm SSB’s investment banking business. As a Director who provided Researclz

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

[W]e in U.S. Research currently have no “4” (Underperform) or “5” (Sell)
ratings. 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 were to use 4 or 5 ratings that
approach would be perceived as highly antagonistic to buy side accounts . . .
[and] company management teams.

26. In a later e-mail, the same person suggested that the common terms SSB used to rate
stocks did not mean what they said: “various people in research and media relations are
’very easy targets for irate phone calls from ciients, reporters, etc. who make a very literal
reading of the rating . . . . [I]f someone wants to read the ratings system for exactly what it
says they have a perfect right to do that.”

27. The head of SSB’s Global Equity Research raised the issue of research integrity directly
with the head of SSB in a memorandum entitled “2000 Performance 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

1 | 66768
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1 stock ratings, there Were no Sell ratings and only one Underperform rating. 1In | .
2 handwritten notes attached to this presentation, he described these ratiﬁgs in the U.S. as
3 , the “worst” and “ridiculous on face.” He observed that there was a “rising issue of
4 research integrity” and a “basic inherent conflict between IB [investment banking],
5 | equities and retail.” kIn a February 22, 2001 memo, the head of Global Equity Research
6 told the managing directors in the U.S. equity researéh division that the global head of
7 ' SSB’s private client (i.e., retail) division said SSB’s “research was basically worthless”
8 and threatened to terminate his division’s contribution to fhe research budget.
9 | 28. SSB did not change its rating system, howevér, and the de @_ct_o three-category rating .
10 | system remained in place throughout 2001. As of the end .o-f 2001, SSB covered over
11 1000 U.S. stocks but had no Sell ratings and only 15 Underperform ratings (1.4%).
12 | \
13 4. Investment Banking Influenced SSB’s Evaluation and Compensation of Research
Analysts ‘ : ’ :
14
15 29. SSB established a compensation structure that linked research analysts with investment
16 banking. Research analysts were requested to draft business plans that discussed, among
17 other things; their steps to support investment banking business in the past year and their . :
18 plans to support investment banking in the upcoming year.
19 30. In addition, investment bankers among others evaluated the performance of reSearch
20 analysts. Bonuses for research analysts — comprising most of their compensr;ltion — were
21 tied to several factors, one of the most important of which was the investment banking
22 | revenue SSB attributed to the research analyst.
23
24
25

C. Grubman Supported SSB’s Investment Banking Business in the Telecom Sector

26

12 | 66768
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31. Dunng the relevant period, Grubman was one of the most prominent analysts on Wall
Street. He was a Managing Director of SSB, and the preeminent reseaféh analyst at SSB.
He managed a team of analysts 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

32. Grubman helped to obtain and maintain business for SSB’s investmenf bankers from
teleéom companies in his sector. Grubman also vetted proposed transactions iﬁvolviné
telecom companies and vetoed those he could not view favorébly. Once he determined he
could support a proposed transaction, he and other telecom analysts who reported to him
often participated in pitching the potential ciient to award” SSB investment banking

business and in roadshows that marketed offerings to investors.

2. Grubman’s Ratings Assisted SSB’s Investment Banking Business

33. During the felevant period, SSB was' the lead underwriter on 6 IPOs for telecom
companies.  For each company, Grubman initiated coverage with a 1 (Buy)
recommendation. In virtually every instance, Grubman also issued favorable research
reports on telecom companies for which SSB acted as lead or co-manager of.a secondary
offering of equity étock offering. In fact, Grubman and his group, with only one
exception, did not rate a stock a 4 during the relevant ’period and never rated a stock a 5.
Rather, he and the research personnel whé reported to him would drop coverage

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

3. Grubman Helped Generate Substantial Revenue for SSB’s Investment Banking
Department and Was Highly Compensated ‘

13 | | 66768
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Grubman’s efforts contributed to the telecom sector generating substantial investment

| banking revenue for SSB. During the relevant period, as reflected in documents prepared

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

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

2001.

Grubman was well paid for his efforts. During the relevant period, he was one of the most
Bighly cbmpcnsated research analysts at SSB. His total compensation (including deferred
compensation) from 1999-2001 exceeded $4»8 million: over $22 million in 1999, over
$20.2 million in 2000, and over $6.5 million in 2001. In light of the importance
mmvestment banking played in SSB’s annual evaluations, Grubman and two of his
assistants in their 2001 performance evaluation highlighted the investment banking deals ,
for which they had been responsible.

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

nstitutional sales, and retail sales. Grubman received high scores and evaluations from

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

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

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

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

~such as _p_re-marketing,V_marketring’, and follow-up were also at the top levels. For 2001,

Grubman’s aizerage score (the only score presented that year) from investment bankers
was 4.382, ranking him 23™ among the 98 analysts reviewed.
SSB’s institutional sales force rated Grubman 16™ out of 113 analysts in 2000 and 46 out

of 115 analysts in 2001.

14 | 66768
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1 38. Retail brokers ranked analysts on a scale from -1 (lowest) to 2 (highest). For 1999, the

2 retail sales force gave Grubman an average score of 1.59, ranking him 4% out of 159
3 ~ analysts evaluated. In contrast, for 2000 and 2001, Grubman’s evaluations from retail
4 were dramatically lower and well below his scores from investment bankers and the
5 institutional sales force in both years. In 2000, retail ranked Grubman last among all
6 analysts with a score of ~0.64. The same was true for 2001 -- the retail force ranked
7 Grubman last among all analysts reviewed, and his score fell to -0.906.
8 39. Moreover, Grubman received scathing written evaluations from the retail sales force in
' 9 2000 and 2001. Hundreds of retail sales people >sent negative written evaluations of*

10 Grubman in both years.

11 e Many clairﬁed Grubman had a conflict of interest between his role as an analyst and his

12 role assisting investment banking:

13 o “poster child for conspicuous conflicts of interest”;

14 o “I hope Smith Bamey enjoyed the investment banking fees he ggnerated,

15 because they come at the expense of thé retail clients”; |

16 o “Let him be a banker, not a research analyst”; |

' 17 o “His opinions are completely tainted by ‘investment banking’ relationships

18 (paddihg his business)”;

19 o “Investment banker, or résearch analyst? He should be fired”;

20 o “Grubman has made a fortune for himself personally and for the investment

21, banking division. However, his investment recommendations have

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

2 with my clients discussing the losses Grubman has‘ caused them.” |

2 e Many criticized his support of companies that were SSB investment banking clients:

25 ' ' ~ ‘ '

26

15 | 66768

Decision No.




10

11

12
13
14

15~

16
17
18

19

20
21
22
23
24
25

26

D.

| g
Docket No. S-0353ZA-03-0000

o “Grubman’s analysis and recommendations to buy (1 Ranking) WCOM
[Worldcom], GX [Global Crossing], Q [Qwest] is/was careleés”;

o “His ridiculously bullish calls on WCOM and GX cost our clients a lot of
money”; k | ’

o “How can an anélysf be so wrbng and still keep his job? RTHM [Rhythm
NetConnections], WCOM, etc., etc.”;

o ‘“Downgrading a stock at $1/sh is useless to us.”;

o “How many boxﬁbs do we tolerate before we totally lose credibility with
clients?” | . .

40. The evaluations and comments from retail did not appear to affect Grubman. In a January

2001 e-mail, he stated:

I 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 million (only my
direct credit not counting things like NTT [Nippon Telecom] or KPN
[KPN Qwest] our total telecom was over $600 million) in banklng
revenues. So, grin and bear it. .

41. When Grubman left SSB in August 2002, he signed a separation agreement that included
compensation worth approximately $19.5 million plus approximately $13 million in
deferred compensation previously-accrued in 1999, 2000, and 2001.

Investment Bankers Sucycessfully Pressured Grubman to Mﬁintain Positive Ratings on
Stocks

42. Investment bankers pressured Grubman to maintain positive ratings on companies in part
to av‘oid angering the | covered companies and causing them to take their investment
banking business elsewhere.

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

Inc. (a Competitive Local Exchange Carrier or CLEC), declared bankruptcy. In the

16
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aftermath of the Winstar bankruptcy, an SSB investment banker suggested that SSB’s
telecom investment bankers and research analysts have a conference oall followed by a
meeting to consider the prospects of other CLECs and similar telecom companies.
Grubman agreed, but made clear that the Winstar bankruptcy had convinced him of the

need to downgrade other CLECs and telecom companies, all of which he rated a Buy (1)

at the time:

Also to be blunt 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 o

Communication Group], XOXO [XO Communications], FCOM

[Focal], ABIZ [Adelphia Business Solutions], RCN [RCN

Communications] must not remain buys.
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
SSB’s investment banking business. The head of telecom investment banking told him
that they should discuss his proposed downgrades because some of the names were more
sensitive than others. SSB and Grubman did not downgrade these stocks until months
thereafter, continued to advise investors to buy these stocks and, in the weeks and months
following, merely lowered the target prices for each of these companies.
Grubman acknowledged that investment banking influenced his publicly expressed views

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

reported to h1m

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

The analyst agreed and stated that Grubman had helped SSB’s investment banking

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

On May 31, 2001, Mermill Lynch downgraded XO, one of the stocks Grubman had wanted
to downgrade in April. Memill’s actions caused Grubman to consider again whether he

should have downgraded XO:

Another one. I hope we were not wrong in not downgrading. Try to
talk to folks to see what they think of these downgrades. Maybe we
should have done like 1 wanted to. Now it’s too late. (Emphasis
added.)

‘A research analyst who reported to Grubman respbnded to this e-mail by reiterating a

negative view of XO and Level 3:

. XOXO is a lost cause, its [sic] never too late to do the call, we
cou]d downgrade XO LVLT, etc.

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

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 neghgence on not downgrading
sooner.

A few weeks later, Grubman was invited to a dinner with the head of U.S. Equity
Research and two senior investment bankers. Grubman anticipated discussing banking’s

displeasure with his commentary on telecom stocks. Grubman e-mailed one of his

research colleagues:

. 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.)

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

pressure from investment banking had caused him not to downgrade stocks he covered:
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
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you know I wanted to downgrade them months ago but got huge

1 pushback from banking. .
2 52. SSB and Grubman maintained Buy rati’ngs on Level 3, WCG, XO, 'RCN', Adelphia, and
3 Focal for months after April 2001. SSB and Grubman did not downgrade Level 3k until
4 June 18, 2001; RCN until August 2, 2001; Focal and Adelphia until August 13, 2001; and
S WCG and XO until November 1, 2001. In each instance, SSB downgraded these stocks to
6 a 3 (Neutral). None of the Notes published between April 18 and the date of each
7 downgrade disclosed the pressure investment bankers had exerted on Grubman and
8 Grubman’s yielding to such pressure.  These Notes were inconsistent with the
‘ 9 views Grubman had eﬁpressed, as reﬂeciedrin. the emails abbvé, concerning these stocks. *|
10 E. SSB and Grubman Published Fraudulent Research That Prémoted Focal
11 Communications and Metromedia Fiber, Two of SSB’s Investment Banking Clients
12 | , .
53. SSB and Grubman published certain fraudulent research reports on Focal
P Communications and Metromedia Fiber, two investment banking clients of SSB. As
. described below, certain research reports on these companies were confrary to Grubman’s
P private views and those of his team. Moreover, certain research reports on these two
e ‘companies presented an optimistic picture that overlooked or minimized the risk of”
. 1; investing in these companies and predicted substantial growth in the companies’ revenues
| 9 and earnings without a reasonable basis. ’
} - 1. SSB and Grubman Published Fra;xdulent Research Reports on Focal .
)1 54. Focal was a CLEC — a broadband telecommunications provider of limited reach. As of
2 December 31, 1999 it operated in 16 locations nationwide and as of December 31, 2000 it
23 operated in 20 locations nationwide, Focal was never proﬁtable.‘ Focal’s net loss was
24 approximately $500,000 in 1996, $3 million in 1997, $8 million in 1998; $22 million in
’s 1999, and $105 million in 2000. |
26
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Focal was an investment banking client for SSB. SSB underwrote Focal’s initial public
offering in July 1999. It also assisted the company in other investment banking
transactions. In total, SSB eafned appfoximately $1 1.8 million in investment banking fees
from Focal. | |

Shortly after SSB underwrote Focal’s initial public offering, it initiated coverage with a
Buy (1) rating and maintained that rating until August 12, 12001.  Grubman 'was
responsible for SSB’s Reports and Notes on the company.

SSB and Grubman published two Notes on Focal that were fraudulent ~ one issued on
February 21, 2001 and one issued on April 30, 2001 .h The February 21 Note “reiterated” as
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 m line” with
expectations, and a revenue mix that “continues to improve.” It also reported that Focal

“continues to gain a stroﬁger 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.
with “estimates; it advised investors that Focal expected to be EBITDA breakeven
sometime in 2001. Finally, the ’Note thought the company could continue to perform well

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

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 comp and exposure to ISPs, which are areas of
concern for investors. While FCOM is collecting recip comp and is
good at reviewing its customer credit profiles with ISPs, which are
areas of concern for investors, we believe it is prudent to see a few
more quarters of good execution and growth before we change
numbers. We continue to remain prudent and thus, we don’t think
we should raise our price target to above $30 when the stock is only
trading at $15. But, as we stated in our 3Q note, if [Focal]
management continues to execute and also delivers on its data
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strategy, we believe this will be reflected in its stock price, and thus,
we will be 1n a better position to raise numbers.

The same day as the February 21 Note, however, Grubman stated that he believed Focal
should be rated an Underperform (4) rather than a Buy(l), that “evéry single smart
buysider” believed its stock price Was going to zero, and that the company was a “pig.”
Focal apparently complained about the February 21 Note. When Grubnia.n heard of the

complaint, he e-mailed two investment bankers:

I hear company complained about our note. I did too. I 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) on this stock which every single smart buysider feels is going
to zero. We lose credibility on MCLD and XO because we support
pigs like Focal. .
Also on February 21, an institutional investor e-mailed a research analyst who worked for
Grubman, “Mcld [McLeod USA, Inc.] and Focal are pigs aren’t they?” and asked whether
Focal was “a short.” The analyst responded to the e-mail: “Focal definitely ... .”
Grubman continued to express his true view of Focal in a subsequent communication. As
described in Section D above, he stated on April 18, 2001 that the company needed to be
downgraded in the aftermath of the Winstar bankruptcy.
Contrary to these negative views of Grubman and his colleague, the April 30 Note on
Focal again advised investors to buy Focal. By April 30, the stock price had fallen to
$6.48. Although the April 30 Note lowered the target price to $15, calling the previous
target price of $30 “stale,” the new target price was still more than twice the stock price.
The April 30 Note stated that the company had reported quarterly results in line with
estimates, repeated that Focal’s “revenue mix is improving towards telecom,” and noted
the “line mix” continued to improve.
Neither the February 21 Note nor the April 30 Note disclosed the actual views of

Grubman and his colleague about Focal. Indeed, both Notes contradicted such views.

Neither Note described the company as a “pig” or a ‘“‘short,” disclosed that “smart
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buysiders” were predicting that Focal’s kstock price was going to zero, or indicated that the
proper rating for Focal was an Undefperform (4). The February 21 Noté and the April 30
Note did not provide any other reason the stock should be downgraded. To the contrary,
both.Notes advised investors to buy the stock, predicted that the company”s stock price
could at least double over the next 12 to 18 months, and indicated that the company’s
numbers were “in line” and in some respects improving. Accordingly, the Notes fssped

on February 21, 2001 and April 30, 2001 were fraudulent.

2. SSB and Grubman Issued Fraudulent Research Reports on Metromedia Fiber

Metromedia Fiber built and operated fiber optic systems né;cionally and in Europe. It
intended to provide telecom services to CLECs and large telecom companies, cable
companies, internet service providers, aﬁd Fortune 500 companies in large metropolitan
areas. As of the end of 2000, Metromedia Fiber was increasingly unprofitable, spent
substantial amounts of cash to construct its fiber optic’s‘ystems and required even more
capital to complete its planned network. | |

Metromedia Fiber was an investment banking client for SSB. ‘SSB‘ underwrote’
Metromedia Fiber’s IPO in 1997 and a secondary offering in November 1999. In
addition, SSB engaged in other investment banking transactions for the company. In total,
SSB earned approximately $49 million in investment banking fees in Metromedia Fiber
deals. After Metromedia Fiber’s PO, SSB and Grubmah initiated coverage of the
company with a Buy (1) rating and maintaihed that rating until July 25, 2001.

In 2001, the company entered into an agreement with Citicorp USA,‘Inc. (an SSB
affiliate) to provide it with a credit facility that it needed to fund its operations. The
deadline for closing on the facility was extended twice and, in the end, the facility was
completed for less than half its full amount. The Notes on Metromedia Fiber issued
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between April 2001 and July 2001 did not adequately disclose the red flags concerning the

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

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

had funds through the end of 2001, thereafter the company’s fundamentals would
deteriorate. This contradicted the ratings and price targets SSB and Grubman published
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.

Metromedia Fiber announced on January &, 2001 that i1t had “obtained a commitment for a

ifullyrimderwritten credit facility for $350 million frern 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.”

As of March 2001, Metromedia Fiberi faced a risk of not obtaining financing for its
operations, had sufficient funds for its operations through 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 rnay not be able to close on the pending
$350 million credit facility from Citicorp USA. |

In an April 18, 2001 e-rnail to a senior investment banker, Grubman indicated he was
aware that Metromedia Fiber might not close the credit facility and would downgrade the
cornpany should it not obtain the additional funding: “If MFNX [Metromedia Fiber] does
not get credit facility they t00 get downgraded [from a bu}r].”

Nevertheless, on April 30, 2001, SSB and Grubman issued a Note that reiterated a Buy (1)
rating for Metromedia Fiber, stating: “We want to make it very clear that [Metromedia
Fiber] remains one of our favorite names.” Regarding funding fer the company, the Note

stated:

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

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

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

| funding.

Metromedia Fiber subsequently announced that the deadline for closing on the credit
facility had been extended from May 15 to June 30, 2001. .

In a June 6, 2001 Note, SSB and Grubman continued to ét;te that the -stock was
“exceptionally inexpensive” and opined that the company had “good visibility in its core
ﬁbér ‘busiﬁe‘s-,s».” Grubman begén énd ended the Note with:w “We stroriglly reikteratev ouf.

29

Régarding the funding for the

B

Buy . . . and we would be aggressive at current prices.
company, Grubman wrote:
We continué to believe the $350 million bank loan, which will bring MFNX to fully-
funded status, will close by the end of June,
...The lack of available capitél for MFNX-lookalikes only strengthens‘ MFNX’s
positioh. Most recently private companies, such as OnFiber and other metro builders,
have failed in getting private financing and other companies rin the metro space have
an extremeiy difficult time. |
X k%
MFNX has a business plan that is fully funded and many “would-be” competitors are
never getting to the market. | |
The Note did not disclose that (a) the deadline for consummating the bank loan had been’
extended from May 15 to the end of June; or (b) after announcing the funding
commitment, the company héd determinéd that it may not be abkle to successfully

consummate the senior credit facilities. The Note also did not reflect Grubman’s opinion
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that Metromedia Fiber might not secure the financing. As described above, the Note
emphasized and recognized the importance of Metromedia Fiber’s fully-funded position.

Inits June 28, 2001 Note two days before the expiration of the funding commitment, SSB

~ and Grubman disclosed that Metromedia Fiber had not consummated the bank loan and
that the deadline had been extended from May 15 to June 30. SSB and Grubman

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

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 $350 million n

additional funds under the loan or by other means and therefore would be fully funded
through 2003. The Note continued to project a positive EBITDA for 2003 »and reiterated
its Buy (1) rating. " ,

The Notes published frorn Apni] to July 2001 on Metromedia Fiber minimized the risks\
facing the conipany, 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 EBITDA of $4.4 billion. "The June 6, 2001 target price of $15
assumed the company would have $8.7 billion in revenue nine years out and EBITDA of

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

‘revenue and EBITDA. -

These reports, and the ratings and price targets included in them, reflected SSB’s and

Grubman’s publicly expressed opinion that the company’s future was secure. This view

- was contrary to the actual views of SSB’s analysts, Wthh were expressed privately and

not disclosed. On June 21, 2001 a research analyst who reported to Grubman discounted
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the prospects of the company, telling Grubman in an e-mail that while the companyy had

funding tyhrou’gh’the end bf 2001, its fundamentals would deteriorate thereafter:

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
1s 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.

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

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

SSB Issued MiSleading Research Reports on Level 3, Focal, RCN, Adelphia, WCG,
and XO ‘
Research reports must not contain rﬁisleading statements, analysts must have a reaéonable
basis fof their recommendations, and reports must presént a fair, balanc:ed picture of thc .
risks and benefits of investing in the covered companies and avoid exaggerated or
unwarranted claims regarding the covered compémies. As described below, certain
research reports issued on Level 3: F obal, RCN, Adelphia, WCG, and XO vi.olated these

requirements.

SSB Issued Misleading Research on Focal

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.
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In Aprﬂ 2000, Focal selected SSB to be the joint book runner for a secondary offering of
its stock. Focal also announced a majbr expansion of its business plan.- At the time, the
company had signiﬁéant capital éxpenditures and required additional capital to complete
its new business plan. It faced the risks that it could not raise such capital and could not
complete its new plan, and that, because of its \capital expenditures, it wouid potentially |
have substantial negative Qperating cash flow and substantial net operating losses for the
foreseeable future, inbluding through 2000 and 2001. Nevertheless, the Notes SSB and

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

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

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

On April 10, 2000 SSB and ’Grubman issued a Note that reiterated a Buy (1)

' recommendatioh on Focal and increased the target price for Focal from $60 to $110. The

Note discussed Focal’s planned expansion, describing it as “sexy” and “providing the
sizzle in this story.”. Based on Focal;s expanded business plan, SSB and Grubman
predicted that the company’s revenue within 10 .years would increase to $6 billion and
EBITDA would increase to $2.4 billion.  The Note ‘described Focal management as
“stellar.” The Note did not disclose the additional capital expenditures that would be
necessary to fund Focal’s/expanded business plan or the risk the éompany may not be able
to obtain such capiial. It did not 'disclose the likelihood fhat the expanded b—usiness plan

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

‘operating losses.

On April 18, 2000, SSB and Grubman issued a Note reiterating the $110 priée target and
Buy rating. Thé April 18 Note stated that “[Focal] is expanding its business plan to 24
markets and aggressively pursuing data opportunities . . . The name of the game in value

creation is to drive geographic footprint & service capabilities. Focal is dramatically
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| increasirig the latter w/its data initiative while increaSing its geographic footprint by 15-

20% . . . We reiterate our Buy rating & $110 target & would be aggresswe buyers.” The
April ’18 2000 Note did not disclose the additional capital expenditures that would be
necessary to fund Focal’s expanded‘ business plan or the risk the company may not be able
to obtain such capital. It did not disclose the likelihood that the expanded business plan
would increase the substantial negative operating cash flow and substantial net opeirating

losses the’company faced in the foreseeable future. | |
On Apnl 26, 2000, SSB and Grubman 1ssued a Note that reiterated a Buy
recommendation the $1 10 target price and Grubman s predlctlons 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:

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

The Note concluded with another recommendation for investors to buy the stock: “We
continue to be very bullish on [Focal] and believe the stock is undervalued at current
levels.” The Note did not disclose the additional kcapital expenditures that would be
necessary to fund Focal’s expanded business plan or the risk the company may not be able
to obtain such capital. It did not disclose the likelihood that the expanded business plan
would increase the substantial negative operating cash flow and substantial net operating ’

losses the.company faced in the foreseeable future.
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The Note SSB and Grubman published on July 31, 2000 left the rating and target price
unchanged.. The Note extolled the virtues of Focal’s management, stating that the

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

2

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

undervélued at current levels.” The J uly 31 Note stated:

From a liquidity standpoint, [Focal] received a commitment for $300
million 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 million and the available
credit, [Focal] will be fully funded through 2001.-

Missing from the July 31 Note, however, were sufficient risk disclosures adequate to warn
investors of the funding needs facing Focal. The Note did not disclose the additional
cépital expenditures that would be necéssary to fund Focal’s expanded busihess plan or
the risk that the company may not be able to obtain such capital. It did not disclose the
likelihood tﬁat the expanded business plan would increz;lse the substantial negativ¢

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

foreseeable future.

By October 17, 2000, Focal’s stock price had plummeted to $18. That day, SSB and

Grubman issued a Report on Focal and other éLECs entitled “CLECs: Clean Up of |
Ratings, Price Targets & DCFs.” In this Report, SSB and Grubman maintained a Buy (1)
rating on Focal, but lowered Focal’s target price from $110 to $30, noting that the
previous target price was “a clearly stale number.” Despite advising investors for months
prior to October that Focal’s new business strategy was “sexy” and “the sizzle to the
story” and would raise Focal’s stock price by $50, Grubman decreased Fbcal’s price target

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

2. Level 3, Focal, RCN, Adelphia, WCG and XO

29 66768

- Decision No.




Docket No. S-O353ZA-O3-OOOO -

1 88. ‘As described abové in Section D, 1n April 2001 Grubman expressed the need to ‘
2 | downgrade Level 3, -Focal, RCN, Adelphia, WCG, and XO in the aftermath of the Winstar
3 bankruptcy. Investment bankers pressured Grubman not to change the Buy ratings on
4 thése stocks and he did not downgrade them until months later. |
54 89. None of the following Notes for these édmpanies issued between April 18, 2001 and the
6 date the stocks were downgraded discloséd the pressure the investment bankers had
7 | exerted on Grubman or the fact that he had acceded td it; these Notes were ineonsistent
8 with the views Grubman had expressed, as reflected in the e-mails described in Section D.
| o0 above, concerning these stocks:’ - — | ‘ .
f 10 | | 5 ®
11 Level 3 Report issued on April 18, 2001. | |
2 - WCG:  Reports issued on May 1, 20;01’ August 1, 2001, and September 21, 2001.
- XO: Reports issued on April 26, 2001, and July 25, 2001.
13 * Adelphia: Report issued on May 14, 2001.
14 | RCN: Report issued on May 3, 2001.
15 3. WCG |
16 90. The May 1, 2001 Note on WCG lacked a reasonable basis because it did not disclose the.
1 | 17 contrary private views of Grubman and a member of his team. On May 1, 2001, SSB and .
i 18 Grubman issued ‘é Note that failed adequately to disclose the views of Grubman and
1 another analyst of the funding risks facing WCG. Before the issuance of that- Note,
20 "Grubman and the analyst cofnrnented privately that the company “need[s] money.” These
21 funding concerns were so acute that the analyst warned an institutional investor to “be
22 careful with WCG.”  Similarly, Grubman explained to a SSB ‘rketail broker who
2 complained about Grubman’s target price for WCG that WCG was a “tough one. They
# still need rhoney. I think businessis ok ....”
25 ,
26 3 For the additional reasons set forth in Section E, the Note on Focal for April 30, 2001 was

fraudulent.
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1 91. The May 1 Note, however, feiterated a Buy recommendation on the stock. It noted that R
{ 2 “visibility on funding better vs. 6 mos. ago.” It reassured investors that WCG had
3 adéquaté funds “into 2003.” The Note stated that the company’had reduced capital
4 expenditures and “has made steps to improve its funding situation since the beginning of
-5 the year and have [sic] raised additional liquidity of more than $2 billion.” While
6 pfedigting that fhe company méy need $1 billion to fund its operations in 2003, the Note
7 stated “frankly, if the second tranche of the bank facility gets fully syndicatgd out, and
8 WCG does perform as it expects . . . then our funding gap will be cut dramatically.”
8 9 || 92 The May I Note failed to accurately describe the negative view of Grubman and the |
. 10 analyst who reported to him’ of the company’s funding concerns. Rather than informing
11 investors that WCG’s business was merely “ok” or a “tough one,” the May 2001 Note
12 ~ advised investors to “be more aggressive on [WCG].” The Note did not warn inveétors to
13 “be careful” with WCG and did not fuily reflect the analysts’ views on the company’s
14 funding needs. | |
15
16
17 ‘
‘ 3 G. Undisclosed Conflicts of Interest Pervaded Grubman’s Upgrade of AT&T in
November 1999
19 . 1. AT&T Complained .AboutGrubman’s Views of the Company
20 A | - |
21 93. From 1995 through November 1999, Grubman maintained gNeutral (3) rating on AT&T.
29 Though at rtimes hé offered qualiﬁe‘d approval of AT&T’s | strategy,’ he also repeatedly |
; ' 93 disparaged the company in his research and his’public comments. -
4 94. Béginning in July 1998 and continuing through the relevant periodﬂ, Sanford Weill, then
25 co-CEO and Chairman of Citigroup, was a member of the AT&T Board of Directors.
26 . Prior to ‘November 1999, AT&T management complained to Weill and other SSB
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one of the most significant companies in this industry, a company
16 that I hope we can build a long and valued relationship with and one
where I truly am open-minded about changes in investment views. .

1 _representatives about the tone of Grubman’s comments. In particular, the AT&T CEO ,
2 told Weill.that Grubman’s unprofessional tone and comments about AT&T made it
3 - difficult for AT&T to do business with SSB.
4 95. At an October 1998 industry trade show, Grubman failed to mention AT&T as one of the
5 important telecommunications companies of the future. AT&T complained to Weill, and
6 Weill relayed the complaint to senior SSB inv'estment bankers. As a result, Grubman
7 wrote a letter of apology dated October 9, 1998 to Weill and the heads of SSB’s
; 8 investment banking and equities departments. Before it was finalized, the letter was
9 reviewed and approved by Weill and several members of senior management. Grubman’s .
10 apology stated, in part:
11 .
- It has come to my attention that a speech I made offended AT&T. I
12 want to make it perfectly clear that the last thing I want to do is
embarrass the firm or myself or for that matter have AT&T put in an
13 awkward position in dealing with Salomon Smith Bamey. To the
extent I have done so, I apologize to you and to the firm. I will also
14 |1 find the appropriate time and place to apologize directly to AT&T.
15 Despite our current investment stance on AT&T, I view AT&T as
|
|
|

17 96. In his cover memo to the head of SSB investment banking, and the SSB investment ‘
‘ 18 banker covering AT&T, Grubman indicated that his letter was suitable to send to AT&T.
; 19 On October 12, Weill and the investment banker covering AT&T traveled to AT&T’s

20 Basking Ridge, NJ headquarters and met with AT&T’s CEO. |

z; 2. Weill Asked Grubman to “Take a Fresh Look” at AT&T

23 97. A few months later, in late 1998,or early 1999, Weill asked Grubmén to “take a fresh

24 look” at AT&T in the hope that Grubman might change his opinion of the company.

25 Weill had a positive view of AT&T and its CEO whom Welll had known personally for

26 years. AT&T’s CEO was a member of C1t1group s Board of Directors during the relevant
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period and, prior to tﬁe merger of Citicorp and Travelers Corporation (SSB’s corporate
parent), had been a member of the Travelers’ Board of Directors since 1993. |
98. Thereafter, on April 5, 1999, Grubinan sent AT&T a séven-page questionnaire seeking
further information about its business. On Jﬁne 11, 19k99 Grubman sent Weill a
memorandum noting that AT&T had not responded to his questionnaire. Weill apparently
then spoke to AT&T’s CEO about the questionnaire. AT&T asked Grubman to re-send
the questionnaire, and Grubman wrote Weill: “Maybe this time we can actually make

some progress in closing the deal with [AT&T’S CEQ].” On July 19, 1999, AT&T sent an

»

;eleven-pagére’sponse to Grubman.

99. On August 5, 1999 Grubman and Weill traveled to AT&T’s ‘headquarters for a meeting
with AT&T’s CEO that Weill had arranged. On August 19, 1999, Grubman wrote to
AT&T’s CEO: |

I am writing to follow up on our meeting with Sandy. .- . Ithought 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, technical, and operational questions that investors are
demanding answers to regarding the roll-out of the bundled service
platform 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 L. . . . As I
indicated to you at our meeting, I would welcome the role of being a
“kitchen cabinet” member to you.

100 Grubman sent a copy of his August 19, 1999 Jetter to Weill, SSB’s head of 1nvestment

bankmg, and the SSB investment banker covering AT&T.

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

101. In September 1999, Grubman began his efforts to get his children admitted to the

prestigious and competitive preschool at the 92‘?d Street Y in New York City.

33 ~ REr 66768

Decision No.




~N

(e ]

10

11

12
13
14
15
16
17
18
19
20
21
22
23
24
25

26

102.

103.

104.

105.

g
- Docket No. S-0353ZA-03-0000

On October 20, 1999, the AT&T Board of Directors began discussing whether to issue a
tracking stock for its wireless unit. That day, Weill attended an all-day meeting of the
AT&T Board, at which AT&T’s management presented a number of strategic
alternatives, including issuing a tracking stock for AT&T’é wireless business.

On October 29, 1999, Weill and Grubmari had a 14 minute telephone conversation during
which they discussed the stafué of Grubman’s “fresh Jook” at AT&T. In that conversation
or one shortly thereafter, they also discussed Grubman’s desire to send his chi]dren to the
92™ Street Y preschool in New York City. '

By November 2, AT&T had taken its first stepg £o;7vards issuing a tracker stock for its
wireless unit. That day, an investment banking firm 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. |
On November 5, 1999, Grubman sent a memo to Weill entitled “AT&T and 92™ 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
of AT&T’s cable operations and in Basking Ridge with AT&T’s network operations
personnel. Grubman also sought Weill’s assistance in getting his children admitted to the
92™ Street Y preschool. Noting the difficulty in getting into the school, Grubman stated
that “there are no bounds for what you do for your children. . . . it comes down to ‘who
you know.’” In the last paragraph of his memo, Grubman concluded: “Anyway, anything
you could do Sandy would be greatly appreciated. As I mentioned, I will keep you posted

on the progress with AT&T which I think is going well.”

Grubman Kept Weill Apprised of His Reevaluation of AT&T in November
1999; AT&T Management Recommended That AT&T Issue a Tracking Stock
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During November 1999, Grubman intensified his “fresh 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 an unprecedented number of telephone calls on November 3,
11, 17, 22, 24 and 30.

On the moming 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

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

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

upgrading AT&T.

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

Grubman announced on November 29, 1999 that he was upgrading AT&T from a Neutral |
(3) to a Buy (1) rating. The same'day, Grubman sent an e-mail to the SSB publications

department, with a copy to Research Management, stating:

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 Weill’s
deadline (before the AT&T meeting.)

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:
(1) the “real economics” of AT&T s cable strategy and (2) AT&T’s ab111ty 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 TPO.
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110. After issoing 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 92"d St. Y preschool.

111. Roughly a year after the upgrade, on fanuary 13, 2001, in an e-mail to a friend, Grubman

stated:

~ You know everyone thinks I upgraded T [AT&T] to get lead for
AWE [AT&T Wireless tracker]. Nope. I used Sandy to get my kids
into 92™ St Y pre-school (which is harder than Harvard) and Sandy
needed [the AT&T’s CEO’s] vote on our board to nuke [John] Reed
in showdown. Once coast was clear for both.of us (ie Sandy clear ,
victor and my kids confirmed) I went back to my normal negative R
self on T. [AT&T’s CEO] never knew that we both (Sandy and I)
played him like a fiddle.

112. The following day, Grubman e-mailed the same friend: “I always viewed T [AT&T] as a

business deal between me and Sandy.”

6. After the AT&T Upgkrade, Weill Helped Facilitate the Admission of
Grubman’s Children to the 92nd_ St. Y Preschool

113. After Grubman issued his November 1999 report on AT&T, Weill helped gain admission
for Grubman’s children to the 92™ St. Y preschool. On or about December 17, 1999,
Weill called a member of the 92™ St. Y board and told her he would be k“ve’ry
appreciative” if she would help Grubman, a “valued employee” at Citigroup. Weill did
not explicitly offer a donation to the Y during this phone call. By indicating that he would
be “very appreciative,” he understood that he was implicitly offering such assistance.

114. In March 2000, Grubman’s children were admitted to the Y preschool. Subsequently, the
board member called Weill, suggested a donation be made to the Y and may have
suggested the amount. - Weill agreed. Weill was one of three corporate officers who
approved charitable donations from Citigroup or the Citigroup Foondation. During a

subsequent conversation with the president of the Citigroup Foundation, Weill indicated
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that the Foundation should make a $1 million donation to the Y /and instructed the
F oundation president to work with the Y to develop a suitable program With the donation.
The program that was subsequently developed consisted of a series of 10 events per year
that had culiural, artistic, and educational aims. Weill, the president of the Foundation,

" and another Citigroup corporate ofﬁoer approved the donation on July 24, 20004 a\nd.the
ﬁfsf installment of the donation ($200,000) was sent to the Y in September 2000. The

- president of the Foundation understood the donation was a “thank you” for the admission

of the Grubman children to the preschool at the 92rld St. Y.

7. After Grubman’s Upgrade of AT&T, AT&T Selected SSB as a Lead
Underwriter in the AT&T Wireless IPO :

115. Grubman’s upgrade of AT&T assisted SSB in being selected as a lead underwriter and
joinf book-runner for the IPO of a tracking stock for AT&T’s wiréless subsidiary.

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

117. In January 2000, SSB competed to be named a lead underwriter and book-runner for the '
offering. In its pitch book, it highlighted the experiénce, prominence; and support for
AT&T of Grubman and the SSB wireless analyst. Among other things, SSB’s pitch book
contained numerous statements about Grubman’s views regarding the positive impact the
wireless tracking stock would have on AT&T’s shares, as well as promises about the role

| he would play in marketmg the deal to investors. |

118. In evaluatlng the various proposals from SSB and other investment banks AT&T

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

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

*  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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respected analyst, had a "strong buy" on AT&T stock, and was a "stfong supporter” of the
company, AT&T gave him the highest ﬁvossible score in the internal matrix it used to rank
the competing investment banks. In February 2000, based in large part on this positive |
evaluation of Grubman, AT&T named SSB as one of three joint book-runners for the
AT&T Wireless IPO. The IPO occurred on April 27, 2000. It was the largest equity
offering ever in the United States, and SSB earned $63 million in fees as lead undertriter

for the offering.

8. - Grubman Downgraded AT&T

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

to the 92™ St. Y preschool, and after AT&T anhounced disappointing earnings, Grubman

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

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

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

120. Institutional investors viewed Grubman’s report/as a “virtual downgrade” because of his

unfavorable comparisons of AT&T to WorldCom. An internal AT&T document aiso

reported that Grubman was privately making comments to invéstors that weré
considerably more critical than those in his written reports.

121. Grubman subsequently dengrac}ed AT&T twice in October 2000: on October 6 he

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

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

9. SSB’s Policies Were Not Reasonably Designed To Prevent The Potential
Misuse Of Material, Non-Public Information
122. During the relevant period, SSB had general policies in place requiring its employees to

obtain approval before becoming a director of another company and to keep‘non-public
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information about that company confidential. SSB did not, however, have adequate

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

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

123

124.

125.

analyst who covered that company would not result in the misuse of material, non-public
information by the research analyst. For example, one such step SSB could have taken
would have been to require that a company be placed on its watch list if a pgrson
associated with SSB served as a director of that company. Such a procedure would have
helped SSB to monitor whether a research analyst, before publishing research on a
company, had received mater;al non-public infonl;ation on it from a person associated ;
with SSB who also served as one of the company’s outside diféctors. |

SSB Failed to Supervise Adequately the Activities of Its Research Analysts

1. SSB Failed to Respond Adequately to Red Flags Regarding Research

. Members of research management received copies of research reports and call notes when
they were issued and routinely reviewed research. Based on this review, complaints from
SSB employees and customers, and otherwise, SSB was aware of problems with its
research. Indeed, as described in Section B above, members of resea;rch managementﬂ
themselves expressed reservations about SSB’s research. Nevertheless, SSB did not take
steps to supervise the activities of {ésearch analysts adequately. |

By early 2001, one vof Grubman’s supervisors believed that Grlibman’s ratings wére
inconsistent with the performance and prospects of the some of the companies he covered.
Moreover, on July 2, 2001, a Director whd provided Research Management Suppdrt sent
an e-mail to all reséarch persohnel, and othérs, warning that the models SSB analysts,
including Grubman, used to predict future revenues and earnings and generate targetk
prices “must make sense” (emphasis in original) and must be “smell tested.” He
criticized these m‘odels' for | uSihg v“aggressive inputs to arrive at a predetermined
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valuation/outcome.” He concluded by noting that, “Clearly, projected long-term

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

‘thoughtful reappraisal.” (Emphasis in original.) At least one recipient of this e-mail

thought he was referring to Grubman (“Amen! You should have cc’d this to Grubman
Jjust to make sure.”) Thé author of the e-mail did not disabusekthe recipient of ’this
assumption: “No cdmment on that, at least not in writing.”

The same person specifically criticized Grubman’s research in a later e-mail ‘to‘ a senior
member of research management, implying that the_reseafch had been compromised by
investment banking concerns and acknowledging that SSB’s lax supervision of Grubmarn
was at least partly to blame. He focused in particular 6n Grubman’s coverage of

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

Explaining this isn’t easy. My candid opinion is that, until quite
recently, Jack Grubman’s team had not yet come to terms with the
debacle in this sector. While share prices plummeted, they remained
convinced of the 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. He noted that

Grubman’s

[e]xcessive optimism led to unattainable target prices that should
have been brought down miich more quickly and earlier, than they
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 projected 2010 revenue
and EBITDA to $8.7BB and $3.2BB from $10.68BB and $4.4BB
respectively. How anyone could think those levels could be attained
I cannot explain.  This only underscores the absurd assumptions
pervading many [discounted 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
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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 of MFNX, 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 Analysts

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

130.

131

created a conflict of interest between investment banking and research, that investment
banking pressured research énalysts, and that investment banking concerns had the
potential to affect, and, as described above with respect to Grubman, did affect, the
decisions of research analysts oh ratiﬁgs and coverage. Nevertheless, SSB failed to take
adequate steps to prevent such pressure or ensure that SSB;é research was independent
and objective.

SSB was aware that investment blankers' pressured Grubman t6 maintain positive ratings
or change negative ratings on companies. Moreover, on November 17, 2000, shortly after
SSB was named in a private securities action relating to the AT&T Wireless IPO,

Grubman e-mailed the head of Global Equity Research:

I think all legal stuff on 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.

SSB Engaged in Improper Spinning and IPO Distribution Practices

. SSB engaged in improper spinning practices whereby it provided preferential access to
valuable TPO shares to the executives of corporations from which SSB sought or had

obtained investment banking business. During the years 1999 and 2000, SSB eamed over

~ $6.6 billion in investment banking revenue. Obtaining this investment banking business
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was critical to SSB’s success. For example, investment banking fees comprised over 21%
of SSB’s revenue in 1999, and Qvef 22% in 2000. |
132. SSB  failed to appropriately administer numerous Issuer Directed Share Programs
(“DSPs”) it managed during this same period. Further, SSB engaged in sighiﬁcant “as of”
trading in IPOs and failed to ensure that its distribution of IPO 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 fuhction was to
open and service accounts for'high net worth individuals who were founders, officers or
directors of current and potential banking clients (“Executive‘ Accounts”). The two RRs
had begun servicing these types of accounts at Salomon Brothers and continued to
perform 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:
e SSB gave each of thesé two RRs special compénsation, 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;

e - SSB provided office space for one of the two RRs on SSB’s equities trading floor in

New York;

e SSB treated the business of the two RRS, designated “Private Wealth Management,” as
if it were a separate SSB branch office (“PWM Branch”) for the purpose of

determining IPO allocations, when it was actually only 2 brokers;’

> 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 referred to as the “PWM
Branch.” : o
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e SSB provided the two RRs with unique access to hot IPO shares to distribute to the

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

and

e SSB provided the two RRs with access to IPO shares for distribution to the Executive
accounts from (i) the SSB Branch retail allbcation, with PWM being treated as a
“branch office”; and (ii) the institutional pot, In some cases, the two RRs were able to

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

2. SSB Provided Preferential Treatment to Executive Accounts in the Allocation of Hot

IPOs

134. SSB distributed its IPO shares by dividing the firm’s allocation between its retail and
institutional clients.  Generally, SSB iallocated to its retail clients, as a group,
approximately 20-30% of the firm’s allotment in any specific IPO, with a majority of the
\remaining shares designated for al‘locations to institutional clients. Those shéres set aside
for retail clients were designated as the “retail retention,” and the remaining shares were
designated as the “institutional pot.” |

135. The retail shares were distributed to specific accounts through SSB’s branch managers.
For every IPO, ‘SSB gave each branch manager a specific number of shares, and the
mankager determined which retail brokers received shares and how many shares each retail
broker received. The retail broker then determined the allocation of shares among his or
her retail accounts, subject to the branch mﬁnager’s final approval.

136. The PWM Branch and its clients, however, were treated differently. As noted; the two
RRs’ client base consisted primarily of high net worth individuals whose companies were
potential investment banking clients or had provided investment banking business to SSB,

“and these two individual brokers were designated as a special branch with a separate
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profit and loss assessment. The PWM Branch received favorable treatment in the

 allocation of hot IPO shares. Although SSB’s written procedures for the distribution of

137.

138.

IPO shares specifically prohibited favoritism ‘fbr, the personal accounts of corporate
executives, SSB in fact provided preferential treatment to Executive Accounts in
connection with the distribution of hot IPO shares throughout the relévant period.
a. Special Access to Retail and Institutional Shares

While other SSB retail branc;hes were ordinarily limited to receiving IPO ‘shares for
clients from the ’retail retention, in many instances the two RRs in the PWM Branch
obtained shares from both the retail retention andA tlié ’institutional pot. This arrangements
enabled them to consistently provide the Executive Accounts with larger numbers of
shgres in lucrative hot IPOs than were allocated to other retail accounts.

For example, from June 1996 through August 2000, WorldCom’s then-President and

‘CEO received IPO allocations in 9 offerings from Salomon a.nd 12 offerings from SSB.

* He made profits of $10,612,680 and $923,360 respectively, totaling $11,536,041 on these |

139.

IPO allocations. From 1996 through 2000, WorldCom paid $75,955,000 in investment
banking fees to SSB. ’ ;

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.
During this same period, these two brokers geﬁerated less than 3% of this combined
group’s commission revénue and had less’ than 5% of the’ group’s as:sets under
management. -In 5.3% of the IPOs during this period, the two PWM brokers alone
received a greater IPO allocation than the total shares distributed to SSB’s ten largest
branches. |

b. PWM’s Solicitation of Syndicate for Additional IPO Shares
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140. In addition to the arrangement that provided the two PWM brokers with special access to

141.

142.

143.

large numbeérs of IPO shares for its client base, these two RRs aggressively solicited the
Syndicate Department for additional shares in order to give preferential treatment to
founders, officers, and directors of investment banking clients. PWM brokers regularly
requested additional shares from Syndicate, while retail brokers did so rarely. This
occurred as eariy as 1996 and continued throughout the relevant petiod. For exampie, in
a June 7, 1996 facsimile to the Syndicate Department, one of the RRs réquested shares in
the McLeod USA IPO for “Salomon Brothers Investment Banking Reiationships to
receive preferential treatment.” | '
c. Special Access to DSP Shares

As well as obtairﬁng hot IPO shares for Executive Accounts from the retail retention and
institutional pot, a PWM broker sought acéess, on bat least one occasion, to shares reserved
for an Issuer’s Directed Share Program for allocation to Executive Accounts.®

In a July 6, 1999 letter, one of the two PWM Branch RRs solicited the President and CEO
of Focal for the inclusion of various favored Execﬁtive Accounts in Focal’s DSP. Of the
seventeen listed PWM clients who were Focal boﬁdholders requesting équity shares, at -
least thirteen were telecom company executives. One of these seventeen PWM clients, the
former CEO of McLeod USA, received IO0,000 shares through Focal’s DSP.

SSB also directly allocated issuers’ DSP shares to the Executive Accounts. When trades
through an Issuer’s DSP program could not be confirmed, SSB used those shares for its

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

RRs was assigned by SSB to administer the KQIP DSP. KQIP began trading in the

¢ In each IPO, 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.
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aftermarket on November 9, 1999. Several days later, the issuer’s CFO contacted kthe
PWM RR and stated that 20,000 shares of IPO stéck were leftrover from the DSP, and
asked if the RR would like to ailocate the shares to one of his clients. The RR took the
DSP shares and in turn gave them to another broker who had assisted him with the KQIP
kDSP for allocation to that broker’s féﬂ/ored custbmers. 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 IPO price.l On November 16, 1999, the broker allvocated the -
remaining 15,000 shares of KQ]P IPO stock to the same customer at the IPO price. On
December 24, 1999 the customer sold all 20,000 s‘ha.res of KQIP for a profit of $832,540. «
Additionally, several Executive Accounts serviced by the PWM brokers received IPO
shares from a signiﬁcant number of DSPs. For example, DSP shares were allocated in
more than one-third of the SSB IPOs awarded to the former Executive Vice President of
Qwest Communications International from May 1998 ‘kthrough September 2000.
Likewise, DSP shares were allocafed in half of the SSB IPOs awarded to the President of
Qwest Communications International from June 1999 through September 2000.
3. Both SS’B and Executives of the Firm’s Investment Banking Clients Profited

Significantly From SSB’s Spinning Practices

. The spinning practices engaged in by Salomon before the merger with Citigroup, and thén
by SSB after the merger through tile PWM Branch proved very lucrative to both the firm
and the executives of the firm’s ihvestment banking clients. Executives of five telecom
companies made approximately $40 miilion in profits from approximately 3.4 million IPO

shares allocated from 1996 — 2001, and SSB eamed over $404 million in investment

banking fees from those companies during the same period
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1 v
2
3
i 4
5
: Global
6 0 37,000 $0 $254,000 $0 $121,049,000
Crossing A
7
8 Metromedia
g | Fiber ' 3,000 98,300 $11,000 | $1,511,000 $5,243,000 $43,865,000
. 10 Network
1 McLeodUSA 198,500 459,500 $4,849,000 $4,582,000 $23,071,000 $48,810,000
12 ]
13 [ @vest 254,654 838,822 $1,272,000 $7,763,000 $13,998,000 $32,810,000
14 WorldCom 1,236,400 262,000 $20,146,000 (8273,000) $17,631,000 $97,857,000
15
16 || Totis 1,692,554 1,695.622 $26,278,000 $13.837.000 $59.943.000 $344,391,000
17 S
() 4.  SSB Could Not Rely on Its Records to Determine if [POs Were Fully
18 Distributed
19 . ' , ;
20 146. SSB’s record keeping and its system of assessing whether the IPO distribution was
21 completed were totally inadequate. The records failed to timely and accurately record the
5 firm’s distribution of IPO shares to its clients. As a result, the firm could not rely on
23 these records to ensure that the distribution was complete. This faulty record keeping was
\ 2% particularly evident in the areas of “as of” trades and the distribution of DSP shares.
| - ‘
95 These “as of” trades frequently provided immediate profits to the recipients.
. [13 b
26 |1 a. “As Of Tradgs
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In the Metromedia Fibér offering, SSB booked approximately 68% of all allocations on
an “as of’ ‘basis two days or more after the IPO date and well after Secondary market
trading had 'b’egun ’in‘each stock. In the Juniper Networks offering, over 80% of all
allocations booked by SSB were booked on an “as of” basis two days or ’more after the
IPO date. In at least 10 offerings, over 10% bf the offering was ’booked on an “as of”
basis two or more days after the IPO date.

SSB placed a number of these “as of” IPO trades in Executive Accounts. In addition,

~ SSB’s inadequate record keeping led to the appearance that certain IPO allocations were

149.

sold short in violation of industry regulations. F01: 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 former President and CEO were marked on the
day after the IPO, Friday, 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 INPR
shares on June 25 at 12:03 p.m., at priégs of $100 and $100.31 per shére, fér a profit of
$264,125. The CEO sold the remaining 1,000 shares of JNPR on April 4, 2000 at $210
per share, following a 3:1 Stock split, for a total profit of $860,125.

Similarly, thé former Chairman of Qwest Communications also received se\"eral “as of”
IPO allocations that traded at a substantial profit in the aftermarket. For example, SSB
booked 5000 JNPR IPO shares into the acco‘unt of the Qwest Ché.irman on June 29, 1999,
even though the IPO trade tickets were time stamped at 3:12 p.m. on Juné 25, one day
after the IPO date. AAt 11:59 am. on June 25, the Qwest Chairman sold 2000 shares of
JNPR for a profit of $132,063, even though the tickets for the IPO trades had not ye.t,béen

written and time stamped, once again giving the appearance that the IPO shares were sold
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short. In addition, on June 5, 2000, SSB booked 10,000 shares of ONI Systems Corp.
(“ONIS”) IPO stock into’ this same client’s account at fhe PO price, even though ONIS
had begun trading in the aftermarket on June 1, 2000. The Qwest Chairman ultimately
sold the ONIS IPO stock for a profit of more than $562,000. |
b. Directed Share Programs

150. In many instances in which SSB was retained to administer the issuer’s DSP, a large
number of allocations were booked into customers’ accounts after the stock began trading
in the secondary market, resulting in a substantial number of “as of” trades. Some of
these instances resulted directly from SSB’s failnré t—o ensure that orders for DSP shares
were confirmed prior to the start of secondary market trading. In fact, one of the PWM
brpkers acknowledged that, if he could not conﬁfrn 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 ;ecord keeping left the firm
unable 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 appropriately 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 nurnerous DSPs, SSB

had no written pronedures Or supervisory system in effect to ensure the appropriate
administration of these programs and the complete and timely distribution of bSP shareé.

5. SSB Failed to Supervise Reasonably the Activities of the PWM Branch and

Others to Pnevent Spinning
152. SSB failed to have supervisory prOceduresy and systems in place to (i) prevent spinning;
(i1) create records it could reasonably rely upon to assess whether or not the distribution

of IPO shares was kcompleted in compliance with applicable law; and (iii) ensure that
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issuers’ DSP programs were managed in conformance with all applicable industry rules
and regulations. , ‘ |
By‘ establishing the PWM Branch and providing the two RRs with several special
considerations, including the ability to obtain significantly larger hot IPO allocations than
other brokers, SSB ensured favorable treatment for the Executive Accounts. Moreover,
SSB management failed to adequately supervise the allocation process and specifically
failed to take steps to ensure that the PWM Branch complied with SSB’s i)olicy
prohibiting favoritism for the personal accounts of corporate executives. SSB also failed
to accuratcly and timely record its distribution of IPO shares and failed to have a system
to ensure that IPO distributions were completed, and recorded as completed, prior to the
initiation of aftermarket trading. Finally, SSB failed to adopt written supervisory
procedures and a supervisory system sufficient to ensure that the firm appropriately
administered DSPs.
IL.

CONCLUSIONS OF LAW
The Commission has jurisdiction over this matter pursuant to Article XV of the Arizona
Constitution and the Securities Act.

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 |.

omissions of material facts about the companies covered, contained recommendations that

~were contrary to the actual views of its analysts, overlooked or minimized the risk of

investing in these coinpanies and predicted substantial growth in the companies’ revenues
and eamings without a reasonable basis:

e Focal: Reports issued on February 21, 2001 and April 30, 2001; and
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\ 1 o Metromedia Fiber: Reports issued on April 30, 2001, June 6, 2001, and June 28, .
2 || 2001. |
3 As aresult, SSB violated A.R.S. §44-1991(A).
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 Communications, Level 3 Communications, XO Communications, ~Adelphia
8 Business Solutions, and Williams Communicat?ons_ Group that did not disclose the
. 9 pressure exerted by investment banking on Grubma.n not to downgrade those stocks, did-
10 not disclose other relevant facts, and did not provide a sound basis for evaluating facts
11 regarding these companies business prospects! In addition, certain of the reports for
12 Williams and Focal contained exaggerated or unwarranted statements or clélirns 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 A.R.S.§44-1961(A)(13) by publishing the following misleading reports, as
16 described in pafagraphs 78 - 92: | |
® 17 e Focal: Reports issued on April 10, 2000, April 18, 2000, April 26, 2000, and July 31,
| 18 2000. | |
19 e Level 3: Report issued on April 18, 2001. ‘
20 e WCG: Reports issued on May 1, 2001, August 1, 2001, and September 21, 2001.
21 e  XO:Reports issued-on April 26; 2001, and July 25;2001.
242 o Adelphia: Report issued on May 14, 2001. | |
2 e RCN: Report issued on May 3,2001.
4 4. SSB Published a Misleading Recommendation on AT&T
25 , :
26
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As described in the Findings of Fact above, SSB did not, in the November 1999 research
report upgrading AT&T, disclose that Grubman’s objectivity had Beeﬁ compromised by
the facts described above in paragraphs 93 - 122. This would have been rhaterial to
investors.  As a result, such report was misleading and SSB violated AR.S.§44-
1961(A)(13) by engaging in the above described cbnduct.

SSB’s Business Practices Created Conflicts of Interest

As described in the Findings of Fact above, SSB’s business practices allowed investment
bankers to wield inappropriate inﬂﬁence over researgh analysts. SSB failed to manage, in
an adequate or appropriate manner, the conﬂicts>of interest these practices generated:
These SSB business practices fostered the flawed research réports described Sections I.E
and LF above. Accordingly, SSB violated A.R.S.§44-1961(A)(13) by engaging in the
above described conduct. |

SSB’s Policies Were Not Reasonably Designed To Prevent The Potential Misuse Of

Material. Non-Public Information

As described in the Findings of Fact above, dﬁring the relevant period SSB did not
maintain written policies and procedures reasonably deéigned to prevent the sharing and
misuse of material, non-public information between an affiliated person of SSB who
served as a director of another company and an SSB résearéh analyst covering that
company. By reason of the foregoing, SSB violated A.R.S.§44-1961(A)(13) _by engaging
in the above described conduct.

SSB Engaged in Spinning

As described in the Findings of Fact above, SSB provided favorable and profitable
allocations of hot IPO shares to officers of existing or pbtential investment banking clients
who were in a position to direct their companies’ investment banking business to SSB.

The officers sold the shares provided to them for substantial profit. Subsequently, the
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1 companies for which the officers worked provided SSB with investment banking business. i
2 As a result of these actions, SSB Violated A.R.S.§44-1961(A)(13) by éngaging in the
3 above described conduct. |
| 4 8.  SSB Maintained Inaccurate Books and Records in Connection with its Spinning Activities
| 5 and [PO Distribution Practices
6 As described in the Findings of Fact above, SSB alléwed its employees to engage in “as
7 of” trading and otherwise failed to maintain accurate books and records with respect to
| 8 spinning. SSB also failed to maintain adequate books and records to ensure that its
: ‘ 9 distributions of IPO shares were completed prior t.o the initiation of secondary market »
10 trading. As a result, SSB violated A.R.S.§44—1961(A)(13) ‘By engaging in the above
11 described conduct. |
12 9. SSB Failed to Supervise
13 As described in the Findings of Fact above, SSB failed to establish and maintain adequate
14 procedures to protect research analysts from conflicts of interest from its investment
15 banking operation. Moreover, SSB failed adeqﬁately to supervise /the activities of its
16 research analysts: in failed to respond to indications that SSB research was misleading and.
. 17 failed to have a system to provide reasonable assurances that its research reports complied
18 with applicable law. SSB also failed adequately to supervise the employees engaged in
19 spinning. Finally, SSB failed to establish and maintain adequate procedures to ensure the
20 proper administration of Issuer Directed Share Programs. As a result, SSB violated
| 21 A.R.S.§44-1961(A)(13) by engaging in the above described conduct.
J , 22 10. SSB’s conduct is grounds for administrative penalties’ under A.R.S.§§ 44-1961(B)(1) and
| = 44-2036. | |
24, 11. SSB’s conduct is grounds for a cease and desist order pursuant to A.R.S. §§ 44-
25 1961(B)(2) and 44-2032. | |
26

12. SSB’s conduct is grounds for an order requiring SSB to take affirmative action to
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correct the conditions and practices giving rise to this action pursuant to A.R.S.§§ 44-

1961(B)(3) and 44-2032.

I
ORDER

On the basis of the Findings of Fact, Conclusions of Law, and Respondent Citigroup Global’s
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 Fact or Conclusions of Law, the Comrﬁission
finds that the following relief is appropriate, in the public iﬁtérést, and necessary for the protection ,
of investors.
THERFORE, IT IS HEREBY ORDERED:

1. Thi§ Order concludes theAInvestigation by» the Commission and any other action that the
Commission could commence under applicable Arizona law on behalf of Arizona as it
relates to Respondent Citigroup Global, or its affiliates aﬁéing from or relating to the
subject of the Investigation. |

2. Pursuant to A.R.S. § 44-1961(B)(2) and (3) and A.R.S. § 44-2032, Citigropp Global will
CEASE AND DESIST from violating AR.S. § 44-1991 and AR.S. § 44-1961(A)(13) in
connection with the reséarch and stock allocatiori practices referenced in this Order and will
comply with the undertakings of Adglendurﬁ A, incorporated herein by reference.

3. Pursuantto AR.S. § 44-1961(B)(1) aﬁd AR.S. § 44-2036, Citigroup Global shall pay an
administrative penalty in the amount of $2,371,926.00.

4. Respondent Citigroup Global agrees that it shall not seek or accept, directly or indirectly, |
reimbursement of indemnification, including, but not limited to payment made pursuant to
any insurance policy, with regard to all penalty afnounts that Respondent Citigroup Global
shall pay pursuant to this Order or Section II of the SEC Final J udgment, regardless of
whether such penalty amounts or any part thereof are added to the Distribution Fund
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Account referred to in the SEC Final Judgment or otherwise used for the benefit of
investors. Respondent Citigroup Global further agrees that it shall not claim,‘ assert, or
apply for a tax deduction or tax credit with regafd to any state, federal or locél tax for any
penalty amounts that Respondent Citigroup Global shall pay pursuant to this Order or
Section II of the SEC Final Judgment, regardiess 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 investbrs. Respondent Citigroup Global
understands and acknowledges that these provisions are not intended to imply that the
Commission would agree that any other amounts Respc-mdent Citigroup Global shall pay
pursuant 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.

If payrﬁent is not made by Respondent Citigroup Global or if R_espondent Citigroup Global
defaults in any of its obligations set forth in this Order, the Commission may vacate this
Order, at its sole discretion, upon 10 days notice to Respondent Citigroup Global and

without opportunity for administrative hearing.

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”
means Respondent Citigroup Global, or any of its officers, directors, afﬁliates,’current or
former employees, or other persohs that would otherwise be disqualified kas a result of the

Orders (as defined below).

Acceptance, Waiver and Consent, this Order and the order of any other State in related

proceedings against Réspondent Citigroup Global (collectively, the “Orders”) shall not
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disqualify any Covered Person from any business that they othermse are qualified, licensed
permltted to perform under the applicable law of Arizona and any disqualifications from
relying upon this state’s registration exemptions Or safe harbor provisions that arise from

the Orders are hereby waived.

. For any person or entity not a party to this Order, this Order does not prohibit, limit or

create: (1) any private rights or remedies against Respondent Cmgroup Global; (2) ﬁabilify
of Respondent Citigroup Global; or (3) defenses of Respondent Citigroup Global to any
claims. Nothing herein shall be construed to prohibit the use of any e-mails or other

documents of Respondent Citigroup Global or of others.
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9. Nothing herein shall preclude Arizona, its departments, agencies, boards, commissions,
authorities, political subdivisions and corporations, other than the Commission 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 and/or punitive damages, administrative, civil,
criminal, or injunctive relief against Respondent Citigroup Global arising from or relating
to the subject of the Investigation. ‘

IT IS FURTHER ORDERED that this Order shall becdm’e _effective immediately.

BY ORDER OF THE ARIZONA CORPORATION. COMMISSION

e N

CHAIRMAN COMMISSIONER COMMISSIONER
“~COMMISSIONER COMMISSIONER

IN WITNESS WHEREOF, I, BRIAN C. McNEIL,
Executive Secretary - of the Arizona Corporation
Commission, have hereunto set my hand and caused the
official seal of the Commission to be affixed at the
Capitol, in the City of Phoenix, this ST day of
_Fe\o(‘ua(‘\{ ,2004.

‘BHIAN C. MENEIL
Executive'Secretary,

DISSENT

DISSENT

This document is available in alternative formats by contacting Yvonne McFarlin, Executive
Assistant to the Executive Secretary, voice phone number 602-542-3931, E-mail
ymcfarlin@cc.state.az.us.

(PAH)

Necicinn Nn
7
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CONSENT TO ENTRY OF ADMINISTRATIVE ORDER BY CITIGROUP GLOBAL

Citigroup Global 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 ahd appeal in this matter, and has
waived the same.

Citigroup Global admits the jurisdiction of the Commission, neither admits nor deni;:s the
Findings of Fact and Conclusions of Law contained in this Order; and consents to entry of this Order
by the Commission as settlement of the issues contained in thig Order. | | |

‘Citi group 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 voluntaﬁly;

ﬁ‘/ﬂ/& felo S m krepresents that helshe- is feseca/ Cownse/ of Citigroup

Global and that, as such, has been authorized by Ciﬁgroup Global to enter into this Order for and on
behalf of Citigroup Global.

Dated this 7/ day of 5%71&;, L2 2003,

Citigroup Global

Title: _fenera [ Counser

SUBSCRIBED AND SWORN TO before me this 4l day of Sogl \le/a&% ,200 7

b Weg,

Notary Public MARK A. RHODES

Notary Public, State of New York
No. 31-4964241

My Commission expires: Qualified in New York County
, : Commission Expires March 261994
MB«V [3 2006 Weey (3,2006
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Addendum A

Undertakings

The firm shall comply with the following undertakings:

1.

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 responSIblhty for Investment
Banking or investment banking activities.

a. . As used throughout this Addendum, the term “firm” 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.”

. As used throughout 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 performing similar functions) or
employees in common with the firm (which, for purposes of this
Section I.1.b, shall not include the investment adviser affiliate) who
can influence the activities of the firm’s Research personnel or the
content of the firm’s research reports; provided that the firm (i)
maintains and enforces written policies and procedures reasonably
designed to prevent the firm, any controlling persons, officers (or
persons performing similar functions), or employees of the firm from
influencing or seeking to influence the activities of Research personnel
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of, or the content of research reports prepared by, the investment
adviser affiliate; (i1) 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.

. As used throughout this Addendum, the term “Investment 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. 1t also includes all
firm personnel who are directly or indirectly supervised by such
persons and all personnel who directly or indirectly supervise such
persons, up to and including Investment Banking management. .

. As used throughout this Addendum, the term “Research” means all
firm personnel engaged principally in the preparation and/or
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.

. As used throughout 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 1SSuers:

1. reports discussing broad-based indices, such as the
Russell 2000 or S&P 500 index; ‘
2. reports commenting on economic, political or market
2
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(including trading) conditions;
3. technical or quantitative analysis concerning the demand
’ and supply for a sector, index or 1ndustry based on trading
volume and price;

4. reports that recommend increasing or decreasing holdmgs
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 previously-
issued research reports, provided that such summaries -or
listings do not include any analy31s of individual
companies; and -

ii.  the following communications, even if they include information
reasonably sufficient upon which to base an investment decision
or a recommendation or rating of individual securities or
companies:

1. an analysis prepar ed for a current or prospectwe mvestmg
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 own dedricated legal and
compliance staff, who may be a part of the firm’s overall comphance/]ega]
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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. Physical Separation. Research and Investment Banking will be physically

expenses will be determined by the firm’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 of the firm 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 firm’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.

<

separated. Such physical separation will be reasonably designed to ®
prevent the intentional and unintentional flow of information between
Research and Investment Banking.

. 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. Investment 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 firm 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 firm may rely on, among other things, evaluations by the
firm’s investing customers, evaluations by the firm’s sales personnel
and rankings in independent surveys. In assessing accuracy, the firm
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, if any, against those of other firms, 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; (i1) Research management’s
assessment of the analyst’s overall performance of job duties, abilities
and leadership; (i11) the analyst’s seniority and experience; (iv) the
analyst’s productivity; and (v) the market for the hiring and retentlon

of analysts.

‘ e. ’Thev criteria to be used for compensation decisions will be determined
: by Research management and the firm’s senior management (not
imcluding 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 (i1) 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 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
designed to ensure that compensation decisions have been made in a
manner that is consistent with these requirements.

6. Evaluations. 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 terminate coverage of
f o 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
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by the firm, companies meeting a certain market cap threshold). -

coverage decisions (e.g., a given industry sector, all issuers underwritten

. Termination of Coverage. When a decision is made to terminate coverage

of a particular company in the firm’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 1s 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 1s 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 termination of coverage; ‘and the rationale ‘
for the decision to terminate coverage. :

. 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, pal'tlclpate
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.

10.Firewalls Between Research and Investment Banking. So as to reduce

further the potential for conflicts of interest or the appearance of conflicts

of interest, the firm must create and enforce firewalls between Research .

and Investment Banking reasonably designed to prohibit all

communications between 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.

~ 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
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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. Inresponse 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 subgroup thereof in connection with the review of

e 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.

¢. 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 of Investment Banking
personnel, but to the extent communicated to Investment Banking
personnel, such communication 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 inrvestment banking mandate, or in
connection with a block bid or similar transaction, Research personnel
may (i) communicate their views on the structuring 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
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 (i1)
' “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

7 .
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- 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 business and
plans (including those of Investment Banking and Research) and other
matters of general firm interest are discussed. Research and
Investment Banking personnel may communicate with each other with

respect to legal or compliance issues, provided that mtemal ]egal or
compliance staff is present.

g. Communications between Research and Investment Banking personnel
 that are not related to investment banking or research activities may
take place without restriction. '

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.

b. Investment Banking personnel are prohibited from directing Research
personnel to engage in marketing or selling efforts to mvestors with
respect to an investment banking transaction.

12.0versight. An oversight/monitoring 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, 1f any, contained in the firm’s
research reports;

b. conduct periodic reviews of research reports to determine whether:
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changes in ratings or price targets, if any, should be considered; and
c. monitor the overall quality and accuracy of the firm’s research reports; ’

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

II. - Disclosure/Transparency and Other Issues

1. 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 the text of the report or summary or listing, that: .

a. “Smith Barney is a division of Citigroup Global Markets Inc. (the
“Firm”), which does and seeks to do business with companies covered
“1n its research reports. As a result, investors should be aware that the
Firm may have a conflict of interest 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 HI
below): “Customers of the Firm 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 [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 the conclusion of each quarter (beginning with the first full calendar
o quarter that commences at least 120 days following the entry of the final
' - judgment), the following information, if such 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
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certification of the report pursuant to Regulation AC, date of report, o
rating, price target, period within which the price target is to be achieved, N
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 and third sentences of
this Section I1.3, the restrictions and requirements set forth in Sections 1
[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 that is both (i) prepared by the firm,
and (i1) that relates to either (A) a U.S. company, or (B) 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 quarter 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
Research made available by the firm 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, 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 principal equity trading
| market. Also notwithstanding the foregoing, Section 1.1 [Disclosures] of
this Addendum will also apply to any research report (other than the .
Independent Research made available by the firm pursuant to Section I1I
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 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 1its customers.

a. For purposes of this Section I1.3, the firm will be deemed to have
furnished a research report to 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 I1.3, a “U.S. company” means any
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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 II.3, the calendar quarter in Wthh 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 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
firm’s legal or compliance staff any attempt to influence the contents
of a 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],
I1.7{Coverage}, I.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 I1.7 [Superseding Rules and Amendments] of
this Addendum will be effective within 60 days of the entry of the final
judgment, and Sections I1.1.b [Disclosures (subpart b)] and III
- [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

11
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President of NASAA, and the New York Attorney General’s Office to
conduct a review to provide reasonable assurance of the
implementation 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 implementation and effectiveness of
the firm’s policies and procedures, and its recommendations of other
policies or procedures (or amendments to existing policies or
procedures) as are necessary and appropriate to achieve compliance
with the requirements and prohibitions of this Addendum. The report
will be produced to the firm 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.

. 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.F.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. ]

. 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 recommended policy or

procedure is, under the circumstances, unreasonable, impractical

and/or not designed to yield benefits commensurate with its cost, or the

firm may suggest an alternative policy or procedure designed to

achieve the same objective, and submit such explanation and/or

alternative policy or procedure in writing to the Independent Monitor

and to the Staff of the SEC. The firm and the Independent Monitor

12
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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. 1f 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.

. 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 permitting and requiring the firm’s employees and
agents to supply such non-privileged information and documents as the
Independent Monitor may reasonably request.

. 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 (i1) 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 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, directors, 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, attorney-client, 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 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 non-

13
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‘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 terms of the settlement
set forth in this Addendum, except for Section IV [Investor Education], as _
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 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 term in Section 1 or II of this
Addendum that has not been superseded (as set forth above) within five
years of the entry of the final judgment, it is the expectation of Citigroup
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 term, 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 firm ‘
of any other applicable legal obligation or requirement.

1. 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.5
[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 order to procure and make available
Independent Research (as defined below) to the firm’s customers in the
U.S. as set forth below. There is, however, no requirement that there be at
Jeast three Independent Research Providers for the Common Stock of each

Covered Company (as those terms 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
Independent Consultant (as discussed below) will use its reasonable
efforts 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 Common Stock of a Covered
Company, the firm 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 firm takes reasonable steps to request that
the Independent Consultant procure such coverage promptly.)

1. For purposes of this Section IIl, 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 firm’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. ‘

i1. 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 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 111 are effective, the
publicly reported, average daily dollar volume of U.S.
trading in such company’s Common Stock (measured by -
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 of the last day of such

15 Decision No. 66768




calendar quarter exceeded $150 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 111, Independent Research means (i) a
research report prepared by an unaffiliated person or entity, or (i) a
statistical or other survey or 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 survey or analy31s 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 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 “Non-.
Participating Institutional Customer”); (i) 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 firm or for the exclusive or sole use of the firm

~or its customers, or research reports that have been customized in any
material respect for the firm 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 firm with respect to the Common Stock of the Covered Company
that is the subject of the order. -

J 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 firm on
the Common 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 of Independent 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, the 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 of the 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

17

Decision No. 66768




firm 1s 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 I11.1.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. 1f, during the period that the firm’s obligations to procure and make -
| available Independent Research under this Section 11 are effective, the
| firm terminates coverage of the Common Stock 6f a Covered
Company, the firm, through its Independent Consultant, 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 firm’s obligations under this Section III).

j- The firm will not be responsible or liable for (i) the procurement
decisions of the Independent Consultant (as discussed in Section II1.2
[Appointment of Independent Consultant to Oversee the Procurement
of Independent Research] of this Addendum) with respect to the
Independent Research, (11) 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 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 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 arisinig 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
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the Independent Consultant has carried out such duties in bad faith or
with willful misconduct. The firm will indemnify the Independent
Consultant for any liability arising from the Independent Consu]tant 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 the criteria set forth in SectionIII.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 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 of NASAA,
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
NASAA, the New York Attorney General’s Office and the ﬁrm and shall
be subject to these same conditions.

3. Selection of Independent Research Providers. The Independent
Consultant will seek to procure 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.

19

Decision No. 66768




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
securities), or has a business or other relationship with the firm 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 firm, etc.); Lo
|

c. the extent to which the Independent Research Provider has a client
base and revenue stream broad enough to ensure its independence .
from the firm; -

d. the utility of the Independent Research Provider’s Independent
Research to the firm’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.1.b(ii), the extent to which the
Independent Research provides customers with a means of comparing
the firm’s research reports to those published by other persons and
entities, including persons and entities having no association with
investment banking activities; i

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 five-
year period set forth in Section III.1 above for the firm 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 firm and its registered representatives to inform the
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firm’s customers of the availability of Independent Research:

a. Disclosure to customers as required by Section IT1.1.c [Obligatibn to
Make Available subpart ¢] of this Addendum. ~

“There is also independent, third-party research available on this
company, which you can get at no cost [from our website/hyperlink] 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 1II.1.g. [Obligation to Make Available subpart g]
_of this Addendum. L

. “Independent, third-party research on certain companies covered by
the firm’s research is available to customers of the Firm at no cost.
Customers can access this research at [our website/hyperlink] or 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 of NASAA,
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

1. General. The firm 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 earmarked for investor
education. Of this money, a total of $12,500,000 shall be paid pursuant
Citigroup Global’s agreement with the SEC, NYSE and NASD. The
remainder of the funds earmarked 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 of NASAA, 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. Asreferenced in Section IV.1 above, Citigroup Global shall pay the
amount of $12,500,000 in five equal annual installment payments as
designated by the NASAA Board of Directors to the Investor

- Education Fund (“the Fund”) to be held as a separate fund by the
Investor Protection Trust, 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 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 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 of NASAA, 10 G 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 such funds, and no part

of the funds shall be returned 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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. No principal or income from the Fund shall:

. Monies in the Fund may also be used to pay any taxes on income .

. All fees, costs, and expenses incurred by the Investor Protection Trust

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.

(i) - inure to the general fund or treasury of any State;

(i)  be utilized to pay the routine operating expenses of NASAA; or

(iii) be utilized to pay the compensation or expenses of state officials
or state employees except such expenses as are necessary to
fulfill the purposes of the Fund.

earned by such Fund. Citigroup Global 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.

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 investor education plan, shall be paid out of the
Fund.
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