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State of Research in the early 70’s
•chickens don’t sweat
 
Barre Littel (deceased)
He taught me the securities business from an investor’s perspective.  
•eccentric and brilliant
•while we were engaged in serious research, it was not uniformly accepted on the trading desk
 
Together we built an inflation based credit scoring model called the Financial
 Quality Profile that assessed a company’s ability to maintain its property, plant and equipment and replace its inventory out of real excess cash flow (this was done during the Volcker high inflation years).  The model and results received wide press coverage and was the subject of 3 cover stories in Forbes & Business Week.  We presented our findings to the Joint Economic Committee of Congress about tax policy regarding the amount of accelerated depreciation recovery basic industry needed.  The devastation of inflation on capital goods and basic industry is enormous.  Companies in heavy industry generally cannot earn enough to modernize and maintain fixed facilities.
 
When I created the high yield asset management business at Nomura, Barre was one of my first hires.  He trained many of our people, including David Crall, the current CIO of NCRAM.
 
Dr. Tony Vignola, Head of Fixed Income Research at Kidder Peabody
He was a monetary economist and my boss.  I was a corporate credit analyst, two very different specialties.  In 1985-86 he came to me and wanted to know what I would like to do the next year.  I told him that I wanted to build a High Yield department at Kidder with sales, trading, research & investment banking as one unit reporting to me.  He said that was a little more aggressive than he expected but would discuss it with Max Chapman, the Head of Fixed Income.  Max, Tony & I met and after much discussion, we created a HY Team jointly run by a senior banker, the firm’s head trader and me.  In two years, we were the most profitable unit in the firm.
Max Chapman
Max supported the credit research business.  He became President of Kidder Peabody and after GE acquired it, he was replaced with a new CEO.  Max left Kidder Peabody and ended up as CEO of the US Americas of Nomura.  He recruited me and supported the High Yield Asset Management Company until he left.  While at Kidder and at Nomura, he placed a premium on the role of research in running a securities business.  Capital would not be allocated without it being fully vetted by research.  This was true for high yield underwritings and Merchant Banking Investments.
 
Lessons learned:
 
There is no substitute for Ethical Behavior
There is no excuse for an analyst who tells his clients to buy a security based on his analysis and tells friends and family to sell it or avoid it because it’s bad.  That being said, it is unfortunate that sell-side analysts cannot opine on investment banking deals as they are professionals in this area and can be value added.  Many of the corporate problems (defaults, distressed sales, exchanges, etc.) may have been avoided had credit analysts been involved at the beginning.  This was done successfully before the Analyst Scandal and should be done regularly in a controlled way.
 
Trading
To avoid conflicts of interest, front running, etc., analysts should not trade in securities they are involved in.  The negative consequences are too great.  Mistakes happen and good people can slip up and be out of a career.  I have seen this happen.
 
Gifts – Warrants from Drexel
Gifts are dangerous.  The early buy-side pioneers in high yield learned that the hard way.  Many of the largest high yield investors received equity warrants in  LBO’s, in their personal accounts from Drexel.  The SEC did not like that.
 
Other lessons:
Take yourself seriously, especially your work product.   There are a lot of pressures on an analyst; political, business, ego.  Whatever the pressure, always do what you think is right and your client has to be your anchor.  An example from my early days.
 
 
Ethical Behavior can result in positive outcomes
 
Coleco Example – Coleco is a toy company that made Cabbage Patch Dolls, etc.  They also had a disastrous run with the Atari Computer.  Returning from vacation, I typically review all research reports that went out.  I noticed that we had published a stellar report on Coleco.  After receiving the report and the primary materials such as the prospectus, I realized the analyst had missed the fact that the company had warned of a loss in Q4 and the following Q1.  The analyst had only looked at a great Q1, Q2 & Q3 earnings and straight-lined the projections from Q4 and the next year:
 
1.     The analyst was removed from covering that company and subsequently removed from research
2.     I issued an errata report
3.     I personally called every single client that received the original report to explain the error.
 
A funny thing happened.  Rather than having angry clients, I made a large number of positive, professional relationships that I have to this day.  I became the “go to” analyst on difficult credit situations.  Never hide your head in the sand, but stand up and admit your mistakes when they happen.
 
Things that have worked as CEO of a successful Asset Management Company:
 
People:
In both companies that I founded, the key was staffing.  I have found that what worked best for me was hiring the brightest young graduates from the best schools and training them in credit analysis through classroom study and mentoring.  They are smart, cheap, energetic and enthusiastic.  Over the past 30 years, many of these young analysts have become leaders in the investment community.  Many have told me that their success was based on the training they received with me.  A few notables are:
 
Joe Amato – President of Neuberger Berman
Bob Stansky – Fidelity, former Manager of Magellan Fund
Joel Greenblatt – Author of “The Little Book that Beats the Market” 
and a partner at Gotham Capital
Alex Kirk – Former Head of High Yield and subsequently Head of all Proprietary Trading at Lehman
 
 
Legacy
Perhaps my greatest legacy is not the financial innovations I have been involved in nor the terrific asset management company that I built, but it is the large number of creative people who I have had the pleasure of molding over so many years.  I am delighted that so many of you are here today.   You may not know this but I learned as much from you as you have from me.  I have wanted to have some form of reunion and today is that day.
 
At Nomura, the team I built followed my philosophy and is excellent.  Two people that I would like to mention that helped me build a great team at Nomura are David Crall and Rob Schwartz who are here today.  David Crall was mentored by Barre Little in 1992-93 and is currently CIO at NCRAM.  Rob Schwartz, effectively the Chief Operating Officer of NCRAM handled all the non-investment decisions of the firm allowing the company to run smoothly so that the investment people could generate great performance.
 
A few words about the High Yield Market 
The more things change, the more they stay the same
 
High Yield reached its early stages of infamy in the late 80’s when Drexel Burnham used its network for hostile takeovers and Greenmail.  Names such as Ichan, Peltz & May, and Trump were viewed with dismay by targets and the US Government.  The government put its heavy hand on stopping hostile deals by stopping high yield financing.  
 
•Federal Reserve
•IRS
•Justice Dept.
•NAIC
•FDIC
 
This resulted in high defaults of 89/90.  Milken went to jail, Drexel went bankrupt and high yield was OK once again.
 
Today, the market is dominated by private equity deals and LBO’s.  Names like Ichan, Peltz & May and Trump; also former Drexel bankers such as Leon Black at Apollo are involved in takeovers.  Fully fifty percent of all high yield issuance is for M&A and probably more when you consider refinancings.  
The default rate jumped to nearly 4% in 08 and 13% in 09 and a large number of those defaults were private equity deals.  In between these two high default, highly leveraged periods was the 2000 Telecom bubble funded mostly with high yield debt based on aggressive business plans.
 
High yield is an enabling asset class.  It has contributed to the over-leveraging of American companies which in turn has led to the decline of credit worthiness of many US corporations.  Former AAA rated companies have gone bankrupt with this over-leveraging.
 
Private Equity Sponsors
Rather than reinvest in the business, private equity sponsors suck out excess cash flow.  Cash goes to pay down debt and interest and dividends to the sponsor.  There is less room left to reinvest in the business and fund future growth and add employees.
 
The High Yield Market can be a risky place to invest.  Inherently lower issuer quality and high financial leverage exaggerate the financial effects of economic cycles.  Due its position out on the risk spectrum in addition to the aggressive players involved (hedge funds, private equity, proprietary trading desks), the High Yield Market is especially susceptible to booms and busts.  However, despite some of these pitfalls, long-term investors in the market have enjoyed competitive risk-adjusted returns when compared to other asset classes.  As a result, high yield has become an important asset class for allocators to consider when constructing diversified portfolios.
 
One cautionary note, however, is that trends in corporate finance are moving to push subordinated debt or even senior unsecured debt down the capital structure, making them far more risky.  I would urge high yield managers who find themselves in this situation to demand returns similar to being a partner in a highly leveraged transaction.
