




Investment Banking and 
Brokerage

Lecture 1



Securities

ÅBroadly speaking, two types are issued

ÅDebt securities: fixed schedule of payments 
with no voting rights

ÅEquity securities: Whatever remains after debt 
obligations have been met with voting rights

ÅHybrid: mix of features



Models of finance

Corporation Commercial 
Bank

Deposit Base

Bank loan model

Securities markets

Corporation Investors



Models of finance

Bank Loan Model

ωNo market for bank loan

ωRole of banker is 
substitute for price 
mechanism

ωClose relationship with 
borrower to generate 
information

ωClause in senior debt 
agreement ςbank has 
ŀŎŎŜǎǎ ǘƻ ōŀƴƪΩǎ ƳƻƴǘƘƭȅ κ 
quarterly financials, 
management forecast

Securities Markets Model

ωPrice reflects information 
ǊŜƭŜǾŀƴǘ ǘƻ ŎƻǊǇƻǊŀǘƛƻƴΩǎ 
business

ωIntermediaries that play a 
role in securities markets 
are investment banks

ωInvestment banks arrange 
issuance of new securities



Securities Markets

ÅPrimary markets: newly issued securities

ÅSecondary markets (e.g. NYSE): securities 
trade after they are issued

ïEase with which security can trade is known as 
liquidity

ïLiquidity varies across securities and market 
structures

ïInvestors have incentive to gather information



{ƻƳŜ 5ƛǎǘƛƴŎǘƛƻƴǎΧ

Commercial Banks

ωIntermediary between 
corporation and 
depositors/investors

ωCommits its own capital

ωOngoing monitoring of 
client firm/borrower

ωCompensation is interest 
spread

Investment Banks

ωFacilitates direct 
relationship between 
corporation and investors

ωCore function is to ensure 
adequate pricingof new 
issue, no commitment of 
capital

ωNo ongoing monitoring of 
client firm

ωCompensation is fee based



Regulatory Matters

Commercial Banks

ωBanking Act of 1933 (Glass Steagall): 
Commercial banks prohibited from 
underwriting, selling or distributing 
securities (other than underwriting and 
dealing in municipal government debt 
and foreign debt).

ωBank Holding Act of 1956: defined bank 
ŀǎ άŀƴȅ ƴŀǘƛƻƴŀƭ ōŀƴƪƛƴƎ ŀǎǎƻŎƛŀǘƛƻƴ ƻǊ 
any state bank, saving bank or trust 
ŎƻƳǇŀƴȅέΦ 5ŜŦƛƴŜŘ ŀǎ ŀ .I/ ŀƴȅ ŦƛǊƳ 
holding at least 25% of voting stock of a 
bank subsidiary. 

ωBHC has to register with Fed. 

ωBank Holding Act (1966 amendment): 
Any institution accepting deposits and 
engaging in the business of making 
commercial loans

Investment Banks

ωBanking Act of 1933 (Glass Steagall): 
Investment banks can engage in securities 
and underwriting, but cannot take 
deposits.

ωSecurities Exchange Act of 1933: Governs 
issuance of new securities. Require that 
investors receive significant (or 
άƳŀǘŜǊƛŀƭέύ ƛƴŦƻǊƳŀǘƛƻƴΦ

Prohibit deceit, misrepresentations, and 
other fraud in the sale of securities.

Disclosure of relevant information is 
accomplished through the registration of 
securities with the SEC

ωThe Securities Exchange Act of 1934: 
Governs the trading, purchase and sale of 
securities. 

ωSarbanes Oxley Act of 2002



Securities Act of 1933

ÅFirst major federal legislation to regulate the sale of 
securities
ÅOnly concerns new issue
ïSecurities being offered for public sale for the first time
ïNot secondary trading

ÅRequire that investors receive significant (or 
άƳŀǘŜǊƛŀƭέύ ƛƴŦƻǊƳŀǘƛƻƴ
ÅProhibit deceit, misrepresentations, and other fraud in 

the sale of securities.
ÅDisclosure of relevant information is accomplished 

through the registration of securities with the SEC



Securities Exchange Act of 1934

Å Regulates the secondary markets and many market participants 
Å Creation of the SEC
Å Continuous disclosure for publicly traded securities that are already 

issued and outstanding
Å Regulatory responsibilities of Self-Regulatory Organizations
ïStock exchanges (NYSE and AMEX) 
ïNational Association of Securities Dealers (NASD) for the over-the-

counter (OTC) market
ïLƴ нллтΣ b!{5 ŀƴŘ ǘƘŜ b¸{9Ωǎ ǊŜƎǳƭŀǘƛƻƴ ŎƻƳƳƛǘǘŜŜ ƳŜǊƎŜŘ ǘƻ ŦƻǊƳ ŀ 

new regulatory body, the Financial Industry Regulatory Authority 
(FINRA) 

Å Broker-Dealer Regulation
Å Anti-fraud provisions



Glass Steagall Repeal - Context

ÅDuring 80s, traditional bank loan business to big 
corporations was declining
ÅCompanies were issuing more and more commercial 

paper.  
ÅCommercial banks had to go into securities marketing 

to keep up with loan business. 
ÅBoA acquisition of Charles Schwab (brokerage 

operation) was approved. 
ÅLarge banks started demanding repeal of Glass 

Steagall.



Glass Steagall Repeal (November 1999)

ÅGramm Leach Bliley Financial Modernization Act repealed the core 
provisions of the Glass-Steagall Act and the Bank Holding Company 
Act that separated commercial and investment banking activities

Å Restriction for bank holding companies from affiliating with 
securities firms and insurance companies is gone

Å Establishes two new corporate vehicles for the conduct of financial 
service activities:
ïThe financial holding company 
ïThe financial subsidiary 

Å FHC can own commercial banking, investment banking, and 
insurance subs. 

Å Permits banks, insurance companies, securities firms, and other 
financial institutions to affiliate under common ownership and offer 
their customers a complete range of financial services.



Investment Banking Businesses
Primary Issue Business

ÅKey issue is an information marketplace
ïWhen securities are first issued, investors have little information 
ŀōƻǳǘ ŎƻƳǇŀƴȅΩǎ ōǳǎƛƴŜǎǎ

ïHolders of valuable information will not reveal it for free & they 
may not be able to use it since they are insiders

ïHard to write enforceable contracts over knowledge of this type

ÅRole of investment bank is to overcome this problem
ïInvestors trust investment bank to stand as intermediary and 

using information to establish market conditions and price 
security

ïGeneration and retailing price-relevant information with 
relational contracts

ïInformal market



Investment Banking Businesses
Secondary Issue Business

ÅManaging informational marketplace as part of 
primary issue business gives bank comparative 
advantage

ÅBuying and selling on secondary markets reassures 
client base

ÅSecondary market presence as traders and principal 
investors
ïProprietary trading, which requires commitment of capital

ïLarge principal investment in companies, some of which 
they advise

ÅPlatform for trade execution



Investment Banking Businesses
Advisory and M&A Business

ÅLeverage relationship capital into advisory 
work

ÅAdvises clients on optimal capital structure

ÅM&A advisory 

ïReputationally intensive

ïHighly human capital based



Investment Banking Businesses
Asset Management

ÅManaging and marketing mutual funds and 
hedge funds

ÅPrime brokerage services for institutional 
investors (trade more frequently and in larger 
quantity than retail investors)

ÅGenerates fees from investment advice and 
portfolio management services for wealthy 
individuals and institutional clients

ÅBank has no capital at risk



Goldman Sachs



Goldman Sachs



Goldman Sachs
Investment Banking

ωBroad range of 
investment banking 
services to a diverse 
group of corporations, 
financial institutions, 
investment funds, 
governments and 
individuals

Trading and Principal 
Investments

ωMarket-making and 
specialist activities on 
fixed income and equity 
products, currencies, 
commodities and 
derivatives on these 
products

ωClear client transactions 
on major stock, options 
and futures exchanges 
worldwide

ωProprietary positions: 
principal investments 
directly and through 
funds that GS raises and 
manages through market 
making in, trading of and 
investing in. In addition, 
we engage in. In 
connection with our 
merchant banking and 
other investing activities, 
we make

Asset Management and 
Securities Services

ωinvestment advisory and 
financial planning services

ωOffer investment products 
across all major asset 
classes to a diverse group 
of institutions and 
individuals worldwide

ωProvide prime brokerage 
services, financing 
services and securities 
lending services to 
institutional clients, 
including hedge funds, 
mutual funds, pension 
funds and foundations, 
and to high-net-worth 
individuals worldwide. 



Goldman Sachs



Revenue Mix

Å Commission income: revenue from agency transactions when the 
bank acts as an intermediary (as a percentage of transaction value)

Å Trading income: Realized and unrealized gains and losses when the 
bank makes a market (takes other side of customer trades)

Å Underwriting revenues: gross profits from underwriting securities
Å Interest income: margin interest (when clients borrow to finance 

positions), interest from investment accounts (repos)
Å Dividend, capital gain from proprietary positions
Å Asset management fees (management of portfolio)
Å Advisory fees



Finance
!ƴŎŜǎǘǊȅΧ

ÅBill of Exchange

ÅEscape interest rate prohibition (usury)

ÅAsientos



Finance
²ƘŜǊŜ ƛǘ ŀƭƭ ǎǘŀǊǘŜŘΧ

Florence, Italy

Marseilles, France

Buy Wine Ducats 1,000

Bruges, Belgium

Sell Wine Ducats 2,000



Finance
5ƛŦŦŜǊŜƴǘ ǊƛǎƪǎΧ

Florence, Italy

Marseilles, France

Bruges, Belgium

tǊƛŎŜ ƻŦ ǿƛƴŜ ŎƘŀƴƎŜǎΧ

Shipwreck

Robbery



Finance
{ƻƭǳǘƛƻƴǎΧ

Investors

Ducats 1,000 

2. Sale wine with 
repurchase agreement (but 
repurchase only if 
merchant can bring wine to 
Bruges)

3. Merchant hired to take 
wine to Bruges

1. Buy wine



Finance
{ƻƭǳǘƛƻƴǎΧ

Investors

Ducats 1,000 + ? 
4. Repurchase agreement 
immediately before sale in 
Bruges



Finance
{ƻƭǳǘƛƻƴǎΧ

5. Sells wine for hopefully 
Ducats 2000
6. Travels home



Risk allocation

ÅRisk borne by investors:

ïTime value of money (interest component)

ïRisk of shipwreck (insurance component)

ÅRisks borne by merchant:

ïChange in prices (speculation component)

ïRobbery (insurance component ςcould be 
eliminate with bill of exchange)



Ancestry
Bill of exchange

Å .ƛƭƭ ƻŦ ŜȄŎƘŀƴƎŜ άƭŜǘǘǊŜ ŘŜ ŎƘŀƴƎŜέΥ Lh¦ ƛǎǎǳŜŘ ōȅ ōŀƴƪ ŀƭƭƻǿŜŘ 
beneficiary to obtain cash from different bank in a different location

Å Banks would ultimately net and settle obligations between them

Bank A

Bill of exchange
100

Cash
100

Bank B

Presents bill of 
exchange

Cash
100

Owes 100



Broker-Dealer

Inventory

Lender

Security

$100

Å Sale of security with agreement to buy back in future at higher price

Å Economically equivalent to a secured loan (security is collateral) with $10 
interest

Å Reverse repo is same transaction from perspective of buyer (lender)

Å Typically short term and safe (secured)

REPOS

$110



ÅFor investment banks, repos are (were?) used to finance 

long positions (inventory of securities), obtain access to 

cheaper funding costs

ÅCommercial banks meet short-term liquidity needs through 

the Fed Fund market 

VBank can borrow another bankôs excess reserves held 

with Federal Reserve on an overnight basis

VAlso, emergency window lending facility with Fed (for 

banks which are members of Federal Reserve System)

ÅGoldman Sachs and Morgan Stanley recently converted to 

Bank Holding Companies to have access to Fed funding 

facilities in when repo funding markets were tight!

REPOS



Investment Banking and 
Brokerage

Lecture 2: Equity Research & IPO



Equity Research

ÅPurpose of equity research is to assist in:
ïSelling stocks in primary markets

ïBuy/sell in secondary markets

ÅThree types of clients:
ïIssuing companies (pressure to deliver positive earning 

forecasts)

ïIndividual investors (pressure to deliver accurate forecasts)

ïInstitutional investors (looking for expertise, non public 
information, investment ideas)

ÅResearch is critical to franchise of investment bank



What do research analysts do?

Åά{Ŝƭƭ ǎƛŘŜέ ŀƴŀƭȅǎǘǎ
ïFollow a number of stocks in a given industry

ïAnalyze and advise portfolio managers

ïProduce written reports including earnings 
forecasts (12 months) and target prices
ÅDiscounted cash flow based valuations

ïBuy-sell recommendations based on the 
difference between current price and targeted 
price

ïDevelop in-depth understanding of industry



Ratings

ÅIntermediate-term investment ratings based on 
expected total return within 12 months:
ïStrong buy: 20% minimum
ïBuy: 10% minimum
ïNeutral: 0% minimum
ïSell (negative return)

ÅLong-term investment ratings
ïStrong buy: 40% minimum
ïBuy: 20% minimum
ïNeutral: 0% minimum
ïSell (negative return)



Concerns over Ratings

ÅIssue with conflict of interest

ïRating stocks with best interest of investor in mind

ïRating stocks with best interest of the company in 
mind

ÅDo analysts always do their homework?

ïDo analysts really dig into the financial 
statements?

ïDo analysts take representations from 
management with critical eye?



Conflict of Interest

Å SEC action against Jack Grubman (top analyst with Salomon Smith Barney) 
http://www.sec.gov/litigation/complaints/comp18111b.htm

Å Accusation that Grubman gave high ratings on telecom companies in 
exchange for investment banking fees to Salomon

Å Accusation that Grubman published fraudulent research to promote 
investment banking client

Å Issue is investment banking fees come at the expense of retail clients
Å To add insult to injury: Grubman upgraded AT&T to help get his children 

into the 92nd St. Y preschool!
ï9Ƴŀƛƭ ǘƻ ŀ ŦǊƛŜƴŘΥ ά¸ƻǳ ƪƴƻǿ ŜǾŜǊȅƻƴŜ ǘƘƛƴƪǎ L ǳǇƎǊŀŘŜŘ ¢ ώ!¢ϧ¢ϐ ǘƻ ƎŜǘ ƭŜŀŘ 

for AWE [AT&T Wireless tracker]. Nope. I used Sandy to get my kids into 92nd 
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 self on T. [AT&T's CEO] never knew that we both (Sandy 
ŀƴŘ Lύ ǇƭŀȅŜŘ ƘƛƳ ƭƛƪŜ ŀ ŦƛŘŘƭŜΦ ά

http://www.sec.gov/litigation/complaints/comp18111b.htm


Global Analyst Research Settlement
2003

Å Global Analyst Research Settlement between SEC, NYSE, NASD, New York Attorney 
General and 10 firms: 

ï Bear Stearns

ï Credit Suisse First Boston

ï Goldman

ï Lehman

ï J.P. Morgan

ï Merrill Lynch

ï Morgan Stanley 

ï Citigroup 

ï UBS 

ï Piper Jaffray




