Scrutiny Intensifies on Bond Fees

Wall Street Firms' Settlement Draws Spotlight on Murky World Of Pricing in Corporate Issues
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The crackdown on bond pricing may be just getting started.

The National Association of Securities Dealers, as expected, reached settlement yesterday with four Wall Street firms on 18 separate instances of overcharging investors who bought corporate bonds and paying investors too little when they sold. The settlement could represent just the tip of the iceberg of bad bond pricing.

Yesterday's settlements, in which Citigroup Inc., Goldman Sachs Group Inc., Deutsche Bank AG and Miller Tabak Roberts Securities LLC will pay $5 million each in fines and restitution, focused on trading between 2000 and 2002. The NASD is now combing through data since 2002 to look for other instances of excessive markups and markdowns in corporate bonds.

"There's a number of investigations still in the pipeline," said Steve Luparello, executive vice president of market regulation for NASD, the self-regulatory organization for brokerage firms. The NASD is examining more than a dozen similar cases related to bond pricing, he said yesterday.

The settlement shows the perils of investing in corporate bonds, one of the fastest growing but still murky areas for investors to put their savings. In all 18 of the trades covered by the settlement, the NASD found that brokerage firms charged investors markups or markdowns of more than 5%, even though they took no risks on the trades. The four Wall Street firms, which didn't admit or deny the allegations, agreed to pay the fines and improve their supervisory procedures.

Keeping markups at 5% or less long has been considered the rule of thumb in the securities market for sales and purchases of bonds by Wall Street broker-dealers. Some Wall Street firms have maintained that so-called spreads greater than 5% may be appropriate for distressed debt due to the volatility in the market for such speculative bonds. The trades covered by the settlement all involved distressed debt but were found to be inappropriate because they were risk-free to the Wall Street firms involved.

Most of the trades examined by the NASD were made by institutional investors, which indicates that even savvy investors may not have had a great handle on where the best prices were available in a volatile market. The investors might also have included high-yield mutual funds, many of which were heavily invested in the type of distressed debt featured in the NASD case.

The bond market could start getting more transparent and user-friendly by year's end, when regulators will begin publishing near real-time prices for most corporate and municipal bonds. Investors traditionally have had difficulty getting price information on these bonds, in part because most are traded between various Wall Street firms over the counter, not on a centralized exchange that disseminates the information.

Increased transparency "will help reduce the problem" in many parts of the corporate-bond market, but it "will never be solved completely" in distressed bonds, where the high level of volatility and risk will always keep trading costs higher than usual for investors, said Ray Kennedy, a high-yield-bond-fund manager at Pacific Investment Management Co.

In one example cited in the cases, Citigroup bought distressed airline bonds with a face value of $2.5 million for $48 per $100 face value.

Around the same time, according to the settlement, it sold the bonds to a customer at $63.50 per $100 face value. The difference between where investors bought and sold the same bond -- more than 32% -- represented revenue of about $387,500 for Citigroup but a hidden fee for the investor, which wasn't identified by the NASD.

The NASD settlement said markups need to be justified if they exceed 5%, and that some bond markups need justification even if they are below 5%. The NASD's pricing rules require that price markups be fair and reasonable.

Permitted markups may vary based on the type of security involved, its availability and the length of time the bond has been in a dealer's inventory, among other factors.

The NASD alleged that the four firms hurt their big institutional customers with prices that both exceeded regulatory guidelines and couldn't be justified to regulators. Each firm's $5 million penalty includes restitution, amounting to $485,775 at Citigroup, $421,575 at Deutsche Bank, $343,575 at Goldman Sachs and $181,600 at Miller Tabak Roberts.

At Deutsche Bank, the NASD also found that neither the head of the bank's distressed-bond desk nor its high-yield-sales supervisor was properly registered with regulators despite a suggestion by the firm's compliance department to do so.

Miller Tabak Roberts, which specializes in bond trading and research, made three pairs of distressed-bond trades in which it charged markups of 9% to 18%. The NASD said the firm inappropriately used a three-point guideline, instead of the 5% guideline, to determine the size of an appropriate markup.

Representatives for Citigroup, Miller Tabak Roberts and Deutsche Bank said their firms were "pleased" to resolve the matter.

A Goldman spokesman declined to comment.

Treasurys
Shorter Treasury issues were boosted by a two-year note auction, while the 30-year bond fell slightly. The $24 billion of two-year notes was awarded at a yield of 2.797%.

The bid-to-cover ratio, a measure of demand, was 2.36, above the average of the past 10 auctions of 2.13. Indirect bidders, which include foreign central banks and large institutional investors, bought $13.8 billion, or 58%.

At 4 p.m., the benchmark 10-year note was up 4/32 point, or $1.25 per $1,000 face value, at 101 9/32. Its yield fell to 4.587% from 4.601% Tuesday, as yields move inversely to prices. The 30-year bond's price was down 1/32 point at 100 28/32 to yield 5.314%, up from 5.312% Tuesday.

Corporate Bonds
Standard & Poor's raised Yahoo Inc. to investment-grade status. The rating was lifted one notch to triple-B-minus from double-B-plus, with a stable outlook, affecting $750 million of debt. Yahoo's debt outstanding comprises one zero-coupon convertible bond due 2008.

Standard & Poor's cited Yahoo's growing base of paying clients, stronger financial measures and the increasing importance of online advertising.

