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A recent federal court action brought by the Australian

Securities and Investments Commission against the

world’s largest financial services group has refocussed

attention on conflicts of interest in investment banking

and comes at a time of rapid industry change.1 This arti-

cle provides a brief historical perspective of the nature

of investment banks and the incidence of conflicts of

interest, describes the relevant regulatory framework

and some of the questions raised by the legal proceed-

ings, outlines observable trends in the industry, and dis-

cusses the more pressing issues facing the industry.

Although the litigation will test Australian law, the con-

sequences of it and the focus of this article are interna-

tional in scope.

The nature of investment banking and 
the potential for conflicts
The term ‘investment bank’ is applied to an organisation

that performs certain specialised financial intermediary

functions. Coined in the United States early last century,

the expression may be a misnomer in Australia since the

firms typically do not perform the banking functions of

accepting deposits and making loans to the retail public.

In an earlier time, they were also commonly known as

merchant banks or money market corporations.2

The forebears of investment banks were great bank-

ing dynasties, formed around powerful American and

European families such as JP Morgan, Lehman, Roth-

schild and Warburg. Then investment banks fulfilled

the role of close confidant and trusted advisor to cor-

porate management, being valued for their financial

markets knowledge and business acumen; they contin-

ue to perform this role today. Indeed, the ability to

advise top corporate management is seen as a measure

of a firm’s connections and influence, which are great-

ly prized in the industry.3

The traditional investment banking functions are

securities underwriting and corporate advisory services.4

Securities underwriting involves the firm underwriting

— or assuming risk associated with — the issue of debt

or equity securities by companies. Generally speaking,

corporate advisory services, sometimes also referred to

as financial advisory services or corporate finance,

involve advice to corporate management in transactions

of strategic significance, such as mergers and acquisi-

tions (M&A) and restructurings.5

In response to the internationalisation of capital mar-

kets, regulatory changes and client forces, many invest-

ment banks in recent decades have supplemented these

traditional functions with myriad other financial prod-

ucts and services. These include securities and deriva-

tives trading on behalf of clients, investment research,

financing, asset management, equities and derivatives

trading on the firm’s own account (also known as pro-

prietary trading) and principal investments (such as pri-

vate equity operations).6 Leading examples are Goldman

Sachs, Merrill Lynch and Morgan Stanley.7 In a related

trend, major commercial banks began venturing into tra-

ditional investment banking territory, by buying and

building investment banking divisions.8 Citigroup,

Deutsche Bank and UBS exemplify this development.9

As the industry has consolidated these firms have

grown significantly in size and expanded their global

reach. They are now often referred to as integrated

investment banks, financial services conglomerates or

global investment banks and represent concentrations of

vast economic power, offering multiple products and

services to a substantial number of clients in major finan-

cial centres worldwide. This description of their busi-

ness structure is necessarily general, and different firms

will offer a different range of services and their units will

function with varying degrees of operational autonomy.
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A consequence of this evolution is that opportunities

— and perhaps also incentives — exist for an investment

bank to prefer the interests of one client over those of

another or even to prefer its own self-interest. In their

regulatory filings, many investment banks acknowledge

the increased risk of conflict created by their organisa-

tional structure.10 Indeed, it has been said that conflicts of

interest are an inevitable consequence of the integrated

business model and may be inherent in it.11 A conflict of

interest arises where an investment bank is in the posi-

tion where a conflict or overlap exists between the inter-

ests of its client, on the one hand, and either its self-inter-

est or the interests of another client, on the other hand.

As The Economist recently said of one integrated

investment bank — controversially perhaps: 

‘… [the investment bank] now finds itself on so many

sides of a deal simultaneously that the mind boggles.

[Its] [private equity] arm competes with clients (and

counts them as customers), and its proprietary arm may

trade against them. At the same time as it represents a

firm, it could be shopping it for sale, attempting to buy

it itself, or competing for an acquisition on behalf of

another client.’12

It has been suggested, however, that this business

structure is a response to client needs and that ‘it can be

the very expertise which attracts a customer to a firm

that may create the potential for conflicts to occur’.13

Even so, the incidence of conflicts of interest in

investment banking has provoked widespread political

and regulatory concern in recent years. Following the

dotcom frenzy in the United States at the turn of this

century, attention focussed on research analyst conflicts

— the conflict between interests of potential investors to

whom independent research reports about companies

were provided and firms’ self-interest in generating

lucrative underwriting and corporate advisory engage-

ments from the same companies. Egregious examples of

investment banks skewing their research reports in an

attempt to generate underwriting or advisory business

garnered international attention.14 At this time, tradi-

tional investment banking services represented a sub-

stantial source of revenue for major investment banks,

and this allegedly provided an incentive for the behav-

iour. The conduct, in turn, reflected the adage that the

M&A tail wags the investment banking dog.15

The intervening period — the past few years — has

seen a pronounced shift in both the revenue drivers of

many integrated investment banks and, correspondingly,

the apparent focus of regulators. Today, much of total

investment banking revenue comes from sources outside

a firm’s traditional investment banking activities.16 In

particular, the functions of proprietary trading and prin-

cipal investing assume greater significance.17 For exam-

ple, in 2005 Goldman Sachs earned 15 per cent of its

total revenue from traditional investment banking activ-

ities, compared with 66 per cent from trading and prin-

cipal investments.18 Merrill Lynch’s second-quarter

results for 2006 show that it earned nearly as much from

running its private equity funds as it did from tradition-

al investment banking functions.19 In a further sign of

the times, Morgan Stanley recently announced that it

had formed what it referred to as an ‘all star’ team of

dozens of bond traders to trade exclusively on the firm’s

account20 and also that it would be resuming its private

equity operations, which it had divested in 2004 amid

concerns about conflicts of interest.21

Although traditional investment banking services

remain lucrative (especially for investment bankers them-

selves) there has been a corresponding diminution in the

importance of this work to the integrated firms.22 It is

interesting to observe that while the value of M&A for

the first six months of 2006 averaged over US$10 billion

per day — the highest ever recorded23 — investment

banking fees were significantly lower than for the corre-

sponding period in 2000 during the technology boom.24

The contemporary regulatory agenda reflects these

developments. ASIC’s current focus — which is shared

by its United Kingdom counterpart, the Financial Ser-

vices Authority25 — appears to be on the potential con-

flict between the interests of (or a duty owed to) corpo-

rate advisory clients and a company’s self-interest in pro-

prietary trading. In a recent speech, a managing director

of the FSA explained that ‘[t]he more that investment

banks make money from buying and selling securities on

their own account rather than from traditional invest-

ment banking activities, the more potential there is for

conflicts of interest to arise and possibly be abused’.26

Whereas five years ago investment banks stood accused

of sacrificing retail client interests at the altar of corpo-

rate advisory interests, today it is the interests of corpo-

rate advisory clients that apparently need protection

from the self-interested conduct of investment banks.

The last few years have also seen the growing promi-

nence of independent financial advisory firms, in Aus-

tralia and abroad. These firms typically focus on the tra-

ditional investment banking functions, particularly the

provision of corporate advisory services, and are regu-

larly seen advising on the highest profile transactions.

They are ‘frequently being called into big deals by CEOs

seeking a counterpoint to the advice of integrated

firms’.27 According to Thomson Financial, a research

firm, independent advisory firms advised on 55 per cent
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of the 20 largest merger transactions announced in

2005.28 Their business structure, which diminishes the

prospect of conflicts arising, has been suggested as a rea-

son for this trend.29 At the same time, contrary to per-

ceptions, some independent firms can match the scale of

corporate advisory services of the integrated investment

banks.30 Prominent examples of these firms include New

York-based Greenhill & Co and, in the Asian region,

Australia’s Caliburn Partnership.

It is interesting to observe that, like integrated firms,

some so-called independent advisory firms have also suc-

cumbed to the temptations of principal investing, with

the result that they now have both advisory arms and pri-

vate equity arms. Accordingly, just as it would be wrong

to assume that a firm wearing the independent advisory

label is small compared with the advisory units of inte-

grated banks, it would be wrong to assume that this busi-

ness model generates no temptations for client disloyalty.

Recent regulatory focus on research analyst 
conflicts of interest
Before turning to the Australian regulatory regime, it is

instructive to consider the incidence of research analyst

conflicts during the recent dotcom boom. The US expe-

rience, alluded to above, is well known: investigations

launched in early 2002, including by the New York State

Attorney General Eliot Spitzer, disclosed systemic con-

flicts in investment banking and resulted in a landmark

settlement in April 2003. In the wake of these events,

the Australian financial regulator assessed the incidence

in this market of this type of conflict of interest.

In its report released in August 2003, ASIC

explained that it reviewed the activities of research ana-

lysts at eight investment banks in Australia for the pur-

pose of ‘a campaign to examine [their] independence’.31

Although it found that there was ‘an unreasonable level

of reliance by investment banks on their staff both to

identify and then manage and disclose [conflicts]’, ASIC

concluded as follows:

‘It is important to say that generally the review has

not identified the same corporate failings or misconduct

as had occurred in the USA, nor did it indicate that any

of the misleading selling practices being investigated in

the USA are present domestically.’32

This conclusion has often provided a basis for con-

trasting the Australian experience of investment banking

conflicts with the United States’ experience. For exam-

ple, it provided an explicit basis for the Chief Executive

Officer of the Australia Stock Exchange to assert that the

issue of research analyst conflicts ‘has not been an area

for misconduct in Australia,’ which ‘reflects well on

those who operate in our markets’.33 A reason cited for

this was that ‘companies, in Australia, have ethical cul-

tures and reflect that culture when appointing [invest-

ment banks]’ which are, in turn, conscious of the need

for untainted reputations.34

In fact, the eight investment banks in the review faced

nothing like the intrusive scrutiny that their US counter-

parts did, and ASIC’s report says nothing about whether,

at the time of the reported abuses in the US, similar — or

different — practises were occurring in Australia. The

report acknowledged that whereas US regulatory author-

ities ‘specifically selected an earlier period for review and

investigation prior to … enhanced compliance proce-

dures [being] implemented in 2002’, ASIC focussed on

existing procedures, even though by that time many

investment banks had revised them in light of the earlier

US regulatory action.35 Given that ASIC’s review was lim-

ited to a period largely subsequent to the US investiga-

tions and rule changes, its conclusion is hardly surprising.

Regulatory framework in Australia
In response to what was referred to in the CLERP 9

reform process as ‘a general unease in Australia about …

the management of conflicts of interest when providing

financial services’36 the federal legislature introduced

into the Corporations Act 2001 (Cth) the statutory

obligation on financial services licensees, which include

investment banks, to have in place adequate mechanisms

for the management of conflicts of interest.37 Introduced

with effect from January 1, 2005, the obligation supple-

mented the existing statutory duty on licensees to pro-

vide financial services ‘efficiently, honestly and fairly’,

which is also considered to impose some form of conflict

response obligation on investment banks.38

ASIC was tasked with sending a strong message on

conflicts, which the parliamentary committee reviewing

the reforms said that the new statutory conflict manage-

ment obligation failed to do.39 In taking up that chal-

lenge, ASIC released Policy Statement 181, which sets

out its ‘general approach to compliance with the statu-

tory obligation to manage conflicts’.40 According to the

statement, arrangements to manage conflicts will be

‘measures, processes or procedures’ that control, avoid

or disclose conflicts41 and will depend on the nature,

scale and complexity of the licensee’s business.42 ASIC

asserts that many conflicts of interest may be managed

by a combination of internal controls and disclosures,43

but that other conflicts ‘have such a serious potential

impact on a licensee or its clients that the only way to

adequately manage [them] will be to avoid them’.44 In

the latter case, merely disclosing conflicts, imposing



internal controls or adopting Chinese walls will not dis-

charge the statutory obligation.45

It appears from ASIC’s stance in the federal court pro-

ceedings that such a serious conflict exists when an invest-

ment bank providing corporate advisory services to a

client is also undertaking proprietary trading in a way

inconsistent with that client’s interests. The conflict is

thus between the interests of (or a duty owed to) a firm’s

corporate advisory client and its self-interest. In fact,

ASIC also asserts that the relationship can be fiduciary in

character, such than an obligation to avoid conflicts of

interest arises.46 A consequence of this is that Chinese

walls between the advisory and trading units of a firm

may be ineffective to prevent the conflict arising.47 Leav-

ing aside the question of informed consent, it follows that

the investment bank in this context — providing corpo-

rate advisory services to a client on a strategic transaction

— is faced the stark choice of either terminating the cor-

porate advisory engagement or not trading on its own

account in a way inconsistent with its client’s interests.

In its policy statement, ASIC asserts that the fiducia-

ry obligation co-exists with the statutory obligation,48

but what this means in practice is clearly something with

which investment banks have struggled.

These issues do not directly concern confidential

information, which is protected separately (outside

statute and fiduciary doctrine) by the duty of confidence.

The competence of investment banks in providing these

services is also not in issue. Instead, the focus is on the

degree of loyalty — of faithful service — that investment

banks must give in certain contexts.

Other observable industry trends
Two further industry trends are observable. The first

relates to the riskiness of the business of integrated invest-

ment banking. This reflects the growing importance to

integrated firms of proprietary trading and private equity

operations. In general terms, some investment banks are

taking riskier positions and so face the prospect of losing

significantly greater sums of money than they did in the

past. Indeed, this trend, which has fuelled record profits

of major investment banks in recent years, has been

described as ‘the biggest game of risk ever to play out on

Wall Street’49 and is reflected in the ‘value at risk’ statistic

disclosed by many firms.50 Goldman Sachs has been

described as ‘a hedge fund with an investment bank stuck

on’.51 Whether or not this description is accurate, the

admiration and copy-cat strategies it has inspired are curi-

ous. Some might remember the similar description given

to another company, infamous for its demise, as ‘more of

a hedge fund than an energy company’.52

The second trend is the heightened sensitivity of var-

ious parties to investment banking conflicts. Take as an

example the reported decision of Industrial & Commer-

cial Bank of China to drop an investment bank from

underwriting its proposed initial public offering (IPO)

after the investment bank was selected to underwrite the

IPO of one of the bank’s competitors. This was seen as

an indication of the investment bank’s concern ‘to avoid

any perception of conflicts of interest among their

[underwriters]’.53 Similarly, after being much criticised

for engaging a conflicted investment bank to advise it in

its merger with Archipelago, the New York Stock

Exchange is reported to have carefully avoided giving

that firm major roles in subsequent transactions.54

Shareholders are also sensitive, as evidenced by

recent United States litigation in which shareholders

have brought derivative actions alleging that directors

breached their duty of care to the company by engaging

an investment bank which was in a position of conflict

with the company’s interests.55 Perhaps this explains the

growing vigilance of corporate management. Courts

have shared this concern. In In re Toys ‘R’ Us, Inc, Share-
holder Litigation,56 the Court of Chancery of Delaware

was critical of directors of Toys ‘R’ Us, which was being

bought-out by a consortium of private equity funds, for

permitting its financial adviser to provide funding to the

consortium, even though the merger agreement had

already been executed. While the directors had not

breached their fiduciary duties in doing so, the practice

— of a sell-side adviser providing finance on the buy-

side of a deal — ‘tends to raise eyebrows by creating the

appearance of impropriety, playing into already height-

ened suspicions about the ethics of investment banking

firms,’ the court said.57

Investment banks themselves appear careful to avoid

the perception of conflicts.58 Some integrated investment

banks have spun off business units in order to diminish

the prospect of conflicts.59 Others have voluntarily with-

drawn from transactions citing concerns over perceived

conflicts: witness the withdrawal of an investment bank

as adviser to the Nasdaq in its proposed transaction with

the London Stock Exchange.60 At the same time, the lure

of profits from activities such as proprietary trading and

private equity operates as a powerful counter-force to the

sensitivities of investment banks to conflicts of interest.61

Pressing issues facing the industry
Against this backdrop of rapid industry change, a num-

ber of pressing issues confront financial regulators and

investment banks. This article concludes by offering

brief observations on a number of them.

40 Commercial Law Quarterly December 2006-February 2007
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To begin with an obvious question: precisely why

should financial regulators concern themselves with con-

flicts of interest in investment banking? ASIC has sug-

gested that conflicts of interest risk diminishing public

confidence in the financial system and ‘pose a threat to

investor protection’.62 Conflicts may also undermine the

integrity of advice or services provided63 and thus dam-

age the interests of investment banking clients that turn

to these firms for advice. It may also be that the eco-

nomic power wielded by investment banks is reason

enough for regulators to keep an eye on them.

The question of how and to what extent conflicts in

investment banking should be regulated is a more con-

tentious issue. Under the Australian regulatory regime

— consisting of a statutory obligation, supplemented by

policy guidance from ASIC — investment banks have

primary responsibility for deciding how to respond to

conflicts of interest. Two points can be made. First, the

statutory obligation imposes a broad standard of con-

duct, rather than prescribing or proscribing specific

conduct, and, as one would expect for a dynamic indus-

try like investment banking, ASIC’s policy statement

does not provide concrete guidance on how the obliga-

tion applies to the full range of conflict situations.64 Sec-

ond, the regime is self-regulatory in the sense that indi-

vidual firms adopt their own conflict-response arrange-

ments without (apparent) regular oversight or monitor-

ing by the financial regulator. This characteristic of the

regime is unsurprising, and perhaps even desirable, in

view of the burdens that regulatory oversight would

impose on both investment banks and the resource-con-

strained regulator.

It must be acknowledged, however, that a regime

that relies for its effectiveness on the integrity of the

firms regulated (which in turn rely on the personal

integrity of those they employ) may not inspire public

confidence. This would be an unreasonably harsh obser-

vation if relatively recent events had not impugned the

integrity and tarnished the reputations of investment

banks in the public consciousness.

Perhaps the most pressing question confronting the

industry is what the conflict management obligation

actually requires. Can all conflicts be managed by using

measures such as Chinese walls or must some conflicts

be avoided outright? So, for example, when an invest-

ment bank is engaged to provide corporate advisory

services to a bidder in a proposed takeover, should the

investment bank avoid any real and sensible possibility

of conflict with the interests of that client? In other

words, are corporate advisory clients entitled to the

loyal service of their interests or is it naïve to expect

loyalty from organisations that are ‘designed to max-

imise the fee take rather than provide devoted attention

to any one client’?65

For reasons explained by the author elsewhere,66 the

statutory conflict management obligation should be

interpreted to require investment banks, as financial ser-

vices licensees, to avoid positions of conflict in some sit-

uations. This interpretation is supported by the Explana-

tory Memorandum for the CLERP 9 Act67 and appears

to reflect best practice in other jurisdictions.68

A related issue is the role of fiduciary doctrine in this

analysis. It has been argued that, in the context of cor-

porate advisory services, the relationship between an

investment bank and its client is fiduciary in character

such that the obligation to avoid conflicts of interest

exists.69 This question, will also be considered in the fed-

eral court proceedings referred to above.

There is also the difficult question of whether, like

the fiduciary obligation, the statutory obligation can be

contractually attenuated or displaced by the parties.

However, unless such a contractual mechanism can be

considered an ‘arrangement’ for purposes of the statute,

it is unlikely that the statutory duty could be so limited

since a contract will not limit an obligation imposed by

statute without legislative authority.70

A further question is whether the integrated or con-

glomerate structure of many investment banks ought to

be considered in interpreting the conflict management

obligation. Should regulators simply accept that the

business model makes some conflicts unavoidable?

While the commercial context will necessarily be rele-

vant to applying the obligation, courts will be cautious

in moulding the content of the obligation to the con-

tours of firms in such a rapidly changing industry.

Now to the sensitive topic of proprietary trading

and principal investing: what limits should there be on

a firm’s ability to engage in these activities? The Cor-

porations Act 2001 (Cth) requires persons who carry on

‘financial services business’ in Australia to ‘have in place

adequate arrangements for the management of conflicts

of interest that may arise wholly, or partially, in relation

to ... the provision of financial services’.71 Proprietary

trading and principal investing are outside the scope of

the statutory obligation since they do not involve the

provision of ‘financial services’ under the statute.72

However, they will be caught by the statutory obliga-

tion if they are implicated in conflicts involving aspects

of an investment bank’s activities that are within its

financial services business — because the conflict will

then be considered to arise ‘partially’ in relation to

financial services activities.73 It follows that a firm will



have no obligation to manage a conflict of interest

between a duty owed to (or the interests of) a corporate

advisory client and its self-interest in proprietary trad-

ing, unless the provision of corporate advisory services

is part of the firm’s financial services business for pur-

poses of the statute.74

A sedate response to all the excitement about con-

flicts in investment banking (and an answer to many of

the questions raised above) is that markets will discipline

any errant behaviour by investment banks. After all, isn’t

it true that ‘how [investment banks] handle… conflicts

determines how long they will keep clients’?75 A prag-

matic reply is that this appeal to the law of the jungle

would not appease the Senator Sarbanes of this world or

those who regard many conflicts of interest as being hid-

den from the view of clients.

Finally, and perhaps of most significance to invest-

ment banks, what are client perceptions of investment

banking conflicts? What particular conflicts do clients

worry about, why do they worry, and what degree of

concern do they have? It may be that the future

prospects of independent financial advisory firms are

intertwined with the answers to these questions.
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