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Financial Theory

Trading War"*

A Bk

What is the difference between a
global investment bank and a giant hedge
fund? Very little nowadays, it seems.
Both play financial markets. The per-
ceived investment skills of hedge funds,
which aim to generate handsome returns
in bad as well as good markets, are the
reason why they have attracted about
USD! trillion from investors. Investment
banks, too, have long made money from
trading on financial markets. 3o it may
seem that there is little cause for con-

Cerm.

In fact, there are real reasons to wor-
ry. Investment banks have always run
trading desks of their own, but they
once earned far more from other kinds of
business-raising money for companies by
selling securities to investors; giving ad-
vice on everything from tax to mergers;
and acting as intermediaries in deals,

* Souree; The Economist .
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Financial Theory

from which they would take a fee. This
spread of businesses offered them some
stability and security. They are still in
but new technology
and a flood of capital into the banking in-
dustry have meant that many are far less

these businesses,

profitable than they were even a few
years ago. For that reason, many invest-
ment banks—and eommercial banks with
investment-banking arms—have decided
that trading is, after all, a wonderful
business. They already seem to have for-
gotten the lessons of the late 1990s,
when many reduced their trading activity
because thought it too risky.

More worrying still is the fact that
the bets which banks are now making in
their trading operations are much bigger
because markets are less volatile. In such
markels bigger bets are necessary to
meet profit target. And in consequence
the biggest worry of all is what happens
to the world’s financial system il and
when a large bank or fund runs into
trouble as a result of trading losses. Be-
cause banks and hedge funds tend to pur-
sue similar trading strategies, any sud-
den change in financial markets could
cascade through the banking and hedge
fund industry. It has happened before.
In 1998, many banks were pushed to the
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edge when Long-Term Capital Manage-
ment, a giant hedge fund, fell apart; a
financial meltdown was avoided only
when the Federal Reserve co-ordinated a
bailout by the fund’s bankers. The lever
of speculation is greater now than it was
then.

Strangely, precisely how much
greater is hard to say. Trading positions
have certainly increased hugely over the
past two years, and Deutsche Bank! has
been at the forelront of this trend. The
risk-management formulas used by
banks, and approved by regulators, have
allowed banks to increase their trading
positions using the same amount of capi-
tal as market volatility has fallen. On top
of that, they have bet more capital. Yet
the truc extent of their risks has been
disguised by a peculiarity of regulation;
banks are required to say what they earn
from their own trading operations, but
do not have o describe the mature of
their investments in other firms. And
they have declined to say how much of
their capital is invested in hedge funds,

thus disguising the extem of their risks.

Most, perhaps all, of the banks now
making living by trading in the capital

Financial Theory
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Financial Theory

market are “too big to fail”: that is,
they can count on a government bail-
out. Many also get cheap finance from
deposits that are insured by the govern-
ment. For both of these reasons, the
temptation for them—and those of their
employees that get fat bonuses from
trading—is literally to bet the bank. A
first step to reining in these bets would
be to force banks to disclose their full ex-
pasure to trading by revealing how much
of their capital is invested in hedge

funds.

A second, complementary step, mis-
takenly rejected by the regulators who sit
on the Basel committec, which sets mi-
nimur capital standards for international
banks, would be to force banks to raise a
significant portion of their capital in the
form of subordinated debt, rather than
equity. The idea is simple: holders of
bank shares benefit from bumper profits,
and so are likely to tolerate banks taking
on bigger risks. Holders of subordinated
debt, who come low down the pecking
order of creditors, gain little from higger
profits, but could lose everything if a
bank has to be bailed out. They are, in
other words, just the sort of risk-averse
investors to keep a hawk-like eve on trig-
ger-happy traders.
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Finance Observation

Investors Seek Medical Advice”
et A m bR KB

By Gregory Zuckerman and Geeta Anand

Abstract: Doctors earn extra money
by talking to hedge funds

Caring for patients isn’t encugh for
some doctors. Leaders in the field of
medicine are tending to a new group of

clients: big health-care investors.

Eric Topol, a vocal of Merck &Co. s
Vioxx arthritis drug and chairman of
cardiovascular medicine at the prestigious
Cleveland Clinic, recently quit as an ad-
viser to a hedge [und alter news emerged
that the hedge fund made big money bet-
ting against Merck shares.

Dr.

hedge fund is just one example of a little-

Topel’s involvement with the

noticed phenomenon that has been going
on for years, but now seems to be pick-
ing up, say people in the health-care and
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investment worlds., Incrcasingly, hedge
funds and other investment [irms are
turning to well-respected medical experts
1o help them with investmenl idcas.

A1l times, doctors interact directly
with hedge funds and others, charging
them for a short phone chat about a pro
duct, or serving as on-call advisers for
the investors. Dr. Topol dealt directly
with the hedge fund, Gerson Lehrman
Group LLC of Greenwich, Connecticut.
Dr. Topol says he didn’t invest in the
hedge fund and never discussed Merck
with the fund.

Some fast-growing brokerage and
consulting firms, such as Leerink Swan
& Co. in Boston and Gerson Lehrman
Group in New York, specialize in intro-
ducing doctors to investors, or asking
doctors a series of questions on behalfl of
investors. Large securities firms also link

doctors with investors.

There is nothing illegal about giving
guidance 1o an investment firm, and
many doctors have bgen doing it for
years to pick up a few extra dollars.

Finance Observation
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Finance Observation

Many investors take steps to ensure that
the doctors don't know about their in-
vestment positions, and simply ask the
doctors for their views about industry
trends or drugs on the market. Dr. Topol
emphasizes that his concerns about
Vioxx, which eventually were borne
out, weren’t influenced by his relation-
ship with Great Point. He also says he
wasn’'t aware the hedge fund was short-
selling Merck’s shares. Great Point

didn’t return calls requesting comment.

But the growing contacts between top
doctors and big investment finms raise
potential conflicts of interest. For exam-
ple, a doctor might be tempted to he
more negative in his public comments
about a company’s drug or medical pro-
duct if he is on retainer or is an investor
in a firm that he knows has been betting
against the company. Such negative
comments could affect the ocutlook for
the drug as well as the stack of the com-
pany in question. At the same time,
leaders in the field of medicine some-
times have early and confidential access
to the views or learnings of the U. S.
Food and Drug Administration. For in-
stance, members of FIJA advisory com-
mittees get agency analyses of key prod-
ucts weeks hefore the regulators’ findings
become public. The physicians being

8
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paid by investors might feel tempted to
hint at their knowledge, or share their
own leanings before an FDA committee
vole.

Turning to doctors for investment
ideas comes as some big firms have
soured on research by Wall Street’s ana-
lysts, and have started to do more of
their own digging. Talking 1o a doctor,
much like speaking with executives in
other industries, allows an investor to
better understand trends in the health-
care business. Un the heels of investiga-
tions into the securities business, ana-
lysts no longer receive carly word from
cutnpanies about how they are doing.
Meanwhile, health-care stocks, especial-
iy smaller companies and many biotech
shares, have become among the most
volatile in the market, adding pressure
on tnvestors to get the first work on de-

velopments.

Those companies that act as match-
makers between doctors and investors are
hotter than ever. Gerson, a closely held
research boutique backed by Bessemer

Venture Partners!

that specializes in
linking experts in medicine, technology
and other fields with investors, has dis-
cussed putting itself up for sale for sever-

al hundred million dollars. The firm says

Finance Observation
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it has a network of 60, 000 doctors
world-wide that it hooks up with in-
vestors. Almost a dozen other boutique
firms also do work linking medical ex-
perts and investors, and large brokerage
firms also are doing more of this work.

“Investors have always wanted to talk
to doctors; we provide them a platform
to do it efficiently,” says Alexander
Saint-amand, president and chief opera-
ting officer” of Gerson. The six-year-old
firm works with mutual funds, venture-
capital firms and hedge funds. “There
are no financial incentives for doctors to
be pro or con about a product or health-
care company they discuss with an in-
vestor, ~ Mr. Saint-amand says. “They
usually are just talking about a drug
that’s in the marketplace. ”

Some doctors says they are wary of
potential conflicts. Robert Califf, a car-
diologist and professor of medicine and
director of the Duke Clinical Research
Institute, says he consults with many
drug companies developing new medi-
cines. But Dr. Califf says he stays away
from advising hedge funds. *Advising
hedge funds is the ultimate in risk,” he

10
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says. “If you reveal something propri- Zafn TE, X ¥ AF|
etary, that's treacherous if somebody TS MW, KRBESHE
trades on it.” T
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