





Investment Banking and
Brokerage
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A Broadly speaking, two types are issued

A Debt securities: fixed schedule of payments
with no voting rights

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

A Hybrid: mix of features
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Models of finance
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wNo market for bank loan wPrice reflects information
wRole of banker is NEf S@Fyad G2 02NL2N
substitute for price business
mechanism wlntermediaries that play a
wClose relationship with role in securities markets
borrower to generate are investment banks
information wlnvestment banks arrange
wClause in senior debt iIssuance of new securities

agreementc bank has
 00Saa 2 oty
quarterly financials,
management forecast



Securities Markets
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A Primary markets: newly issued securities

A Secondary markets (e.g. NYSE): securities
trade after they are issued
I Ease with which security can trade is known as
liquidity
I Liquidity varies across securities and market
structures

I Investors have incentive to gather information
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w Intermediary between wFacilitates direct
corporation and relationship between
depositors/investors corporation and investors

wCommits its own capital wCore function is to ensure

wOngoing monitoring of adequatepricingof new
client firm/borrower ISSue, no commitment of
wCompensation is interest capital
spread wNo ongoing monitoring of
client firm

wCompensation is fee based



Reqgulatory Matters
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wBanking Act of 1933 (GlaSgeagall: wBanking Act o agall:
Commercial banks prohibited from Investment banks can engage in securities
underwriting, selling or distributing and underwriting, but cannot take
securities (other than underwriting and deposits.
dealing in municipal government debt wSecurities Exchange Act of 1933: Governs
and foreign debt). issuance of new securities. Require that
wBank Holding Act of 1956: defined bank investors receive significant (or
Fa alye yFEaAa2yrt ol y1 AyY3 O SSNER2F G AEFOG AA2YYT 22NN | O
any state bank, saving bank or trust Prohibit deceit, misrepresentations, and

O2Y LI yeédd 5SFAYSR | & Iotherfrdud ih tHebsalefoh S¥dUrities.
holding at least 25% of voting stock of a Disclosure of relevant information is

bank subsidiary. accomplished through the registration of
wBHC has to register with Fed. securities with the SEC
wBank Holding Act (1966 amendment): wThe Securities Exchange Act of 1934:
Any institution accepting deposits and Governs the trading, purchase and sale of
engaging in the business of making securities.

commercial loans wSarbanes Oxley Act of 2002



Securities Act of 1933

A First major federal legislation to regulate the sale of
securities

A Only concerns new issue
I Securities being offered for public sale for the first time
I Not secondary trading

A Require that investors receive significant (or
GYFOGSNRIFEEOD AYT2NXYIGAZY

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

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



Securities Exchange Act of 1934

A Regulates the secondary markets and many market participants
A Creation of the SEC

A Continuous disclosure for publicly traded securities that are already
Issued and outstanding

A Regulatory responsibilities of S&egulatory Organizations

Stock exchanges (NYSE and AMEX)

National Association of Securities Dealers (NASD) for thetloger
counter (OTC) market
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new regulatory body, the Financial Industry Regulatory Authority
(FINRA)

A BrokerDealer Regulation
A Anti-fraud provisions



Glass Steagall Repe@ontext

A During 80s, traditional bank loan business to big
corporations was declining

A Companies were issuing more and more commercial
paper.

A Commercial banks had to go into securities marketing
to keep up with loan business.

A BoA acquisition of Charles Schwab (brokerage
operation) was approved.

A Large banks started demanding repeal of Glass
Steagall.



Glass Steagall Repeal (November 199

A Gramm Leach Bliley Financial Modernization Act repealed the core
provisions of the GlasSteagall Act and the Bank Holding Company
Act that separated commercial and investment banking activities

A Restriction for bank holding companies from affiliating with
securities firms and insurance companies is gone
A Establishes two new corporate vehicles for the conduct of financial
service activities:
I The financial holding company
I The financial subsidiary
A FHC can own commercial banking, investment banking, and
Insurance subs.

A 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

A Key issue is an information marketplace

T When securities are first issued, investors have little mformatlon
Fo2dzi O2YLJ yeé Q3 0dza Ay Saa

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

I Hard to write enforceable contracts over knowledge of this type

A Role of investment bank is to overcome this problem

I Investors trust investment bank to stand as intermediary and
using information to establish market conditions and price
security

I Generation and retailing prieeelevant information with
relational contracts

T Informal market



Investment Banking Businesses
Secondary Issue Business

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

A Buying and selling on secondary markets reassures
client base

A Secondary market presence as traders and principal
Investors

Q’ Proprietary trading, which requires commitment of capital

{ Large principal investment in companies, some of which
they advise

A Platform for trade execution



Investment Banking Businesses
Advisory and M&A Business

A Leverage relationship capital into advisory
work

A Advises clients on optimal capital structure

A M&A advisory

I Reputationally intensive
I Highly human capital based



Investment Banking Businesses
Asset Management

A Managing and marketing mutual funds and
hedge funds

A Prime brokerage services for institutional
Investors (trade more frequently and in larger
guantity than retail investors)

A Generates fees from investment advice and
portfolio management services for wealthy
Individuals and institutional clients

A Bank has no capital at risk




Goldman Sachs

Business Segment/Component

Primary Products and Activities

Investrment Banking:
Financial Advisory

Underwriting

Margars and acqguisibons advisony Sericas
Financial restreclunng advisory sannces

Equity and debt underwriting

Trading and Principal Investments:
Fixed Income, Currency and Commodities

Equities

Principal Invesimenls

Commodities and commodily derivalives,
including power generation and ralated
activilias

Credit products, including trading and investing
in cradit dervatives, imnvastmeni-grade
corporate securities, high-yield securities, bank
and secured loans, municipal securnfias,
amanging markal and distressed dabt, public
and privala equity sacunbes and real astale
Currencies and currency derivabives

Interasl rale products, incleding mnteras! rate
derivalives, global government securilies and
monay market instruments, including matchead
book positions

Morigage-related securities and loan products
and other assal-bacsed nstrumants

Equitg,.- sacunbes and darivatives

Securities, futures and oplions clearing
SBrvices

Market-making and specialist activities in equity
securities and options

Insurance activities

Principal invasirmants in conneclion with
marchant banking activities

Investment in the ordinary shares of Industrial
and Commarcial Bank of China Lirmited




Asset Management and Securities Services:
Asset Management

Securities Services

* Investment advisory services, financial planning
and investment products (primarily through
soparately managed accourts and commingled
vehicles) across all major assel classes,
including money markels, fixed income,
equities and allernative investrments (including
hedge funds, private equity, real estale,
currancies, cormmaodilies and assel allocation
sirategias), for instlutional and individual
investors (including high-net-worth clients, as
wall as refail elients through tird-party
ehannels)

» Managemenl ol merchant banking lunds

* Prime brokerage
* Financing sernces
« Securities lending




Goldman Sachs
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wBroad range of
investment banking
services to a diverse
group of corporations,
financial institutions,
investment funds,
governments and
individuals
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wMarket-making and

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

wClear client transactions

on major stock, options
and futures exchanges
worldwide

wProprietary 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

a ) a ary/ a

winvestment advisory and
financial planning services

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

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



Goldman Sachs

Segment Operating Results

[fO _'_/ ,ﬁﬁa (in millions) S

2008 007 06
( Investment Metrevenues ............... %5185 & 755 § 5629
Banking Operating expenses . ........ il 4 G 4 02
Pra-lax earmings . . . .......... 5 2042 5 25T s 1,567
Trading and Principal Met revenues .. ... .. ... 29083 531,226 525562
Investments Operating expenses . _17.9598
Pra-tax earings/{loss) . $13,228\ $10.600
Asset Managementand Netrevenues ............... $ 7974 57206 % 6474
Securities Services Operating expenses .. ........ 4,939 ,
Pra-lax earnings . . ... ........ 3 035 1,843 2438
Total Melrevenues ............... $22,222 345087 3537665
Operating expenses ** ........ _19886 28383 23105

Fre-tax eamings . . .. ... .. ... ﬁEIEEﬁE §1?IEI}¢ %14IEE{|

! Oparating expenses include net pravisions for a number of Itigatian and regulatory proceedings of $(4) million
537 milliar and 545 milion far the years enced Novemoer 2008, Novembar 2007 and Novembar 2005, raspactivaly,
that have not baen alocated 1o our segmants



Revenue Mix

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

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

Underwriting revenues: gross profits from underwriting securities

Interest income: margin interest (when clients borrow to finance
positions), interest from investment accounts (repos)

A Dividend, capital gain from proprietary positions
A Asset management fees (management of portfolio)
Advisory fees



Finance
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A Bill of Exchange
A Escape interest rate prohibition (usury)
A Asientos



Finance
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Bruges, Belgium
Sell Wine Ducats 2,000

,T

Florence, Italy

Buy Wine Ducats 1,000

R s /

Marseilles, France




Finance
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Bruges, Belgium

Marseilles, France
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Shipwreck
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{_Q_& T M 2. Sale wine with

repurchase agreement (but
repurchase only if
merchant can bring wine to
Bruges)

Ducats 1,000 ﬁ
Q 3. Merchant hired to take

wine to Bruges

1. Buy wine
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4. Repurchase agreement .,
immediately before sale in Ducats 1,000 + *
Bruges /
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6. Travels home




Risk allocation

A Risk borne by investors:
I Time value of money (interest component)
I Risk of shipwreck (insurance component)

A Risks borne by merchant:
I Change In prices (speculation component)

I Robbery (insurance componeqtould be
eliminate with bill of exchange)



Ancestry
Bill of exchange

A. Attt 2F SEOKIy3S at SGUNBE RS OKI y=
beneficiary to obtain cash from different bank in a different location
A Banks would ultimately net and settle obligations between them

Owes 100
>
*T—37 ¥
A
Bill of exchang Cash Presents bill of Cash
100 100 - exchange 100
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REPOS
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S&gurity

Inventory

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

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

Reverse repo is same transaction from perspective of buyer (lender)
Typically short term and safe (secured)



REPOS

AFor investment banks, repos are (were?) used to finance
long positions (inventory of securities), obtain access to
cheaper funding costs
ACommercial banks meet short-term liquidity needs through
the Fed Fund market
VBank can borrow another ban
with Federal Reserve on an overnight basis
V Also, emergency window lending facility with Fed (for
banks which are members of Federal Reserve System)
AGoldman Sachs and Morgan Stanley recently converted to
Bank Holding Companies to have access to Fed funding
facilities in when repo funding markets were tight!



Investment Banking and
Brokerage

Lecture 2: Equity Research & IPO



Equity Research

A Purpose of equity research is to assist in:
I Selling stocks in primary markets
I Buy/sell in secondary markets

A Three types of clients:

I Issuing companies (pressure to deliver positive earning
forecasts)

I Individual investors (pressure to deliver accurate forecasts

I Institutional investors (looking for expertise, non public
iInformation, investment ideas)

A Research is critical to franchise of investment bank



What do research analysts do?

Ad{ Sttt aiARSe¢ lylfeaula
I Follow a number of stocks in a given industry
I Analyze and advise portfolio managers

I Produce written reports including earnings
forecasts (12 months) and target prices
ADiscounted cash flow based valuations
I Buysell recommendations based on the
difference between current price and targeted
price
I Develop indepth understanding of industry



Ratings

A Intermediateterm investment ratings based on
expected total return within 12 months:

I Strong buy: 20% minimum
I Buy: 10% minimum

I Neutral: 0% minimum

I Sell (negative return)

A Longterm investment ratings
I Strong buy: 40% minimum

I Buy: 20% minimum

I Neutral: 0% minimum

I Sell (negative return)



Concerns over Ratings

A Issue with conflict of interest
I Rating stocks with best interest of investor in mind
I Rating stocks with best interest of the company In
mind
A Do analysts always do their homework?

I Do analysts really dig into the financial
statements?

I Do analysts take representations from
management with critical eye?
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Conflict of Interest

SEC action against Jack Grubman (top analyst with Salomon Smith Barne
http://www.sec.goV/litigation/complaints/compl18111b.htm

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

Accusation that Grubman published fraudulent research to promote
Investment banking client

Issue is investment banking fees come at the expense of retail clients

To add insult to injury: Grubman upgraded AT&T to help get his children
Into the 92nd St. Y preschool!
i 9YFAE G2 | FTNASYRY G, ,2dz (Y286 SOSNE?

for AWE [AT&T Wireless tracker]. Nope. | used Sandy to get my kids into 92nc
St Y preschool (which is harder than Harvard) and Sandy needed [the AT&T's
CEOQ'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) | went back
to my normal negative self gn T. [AT&T's CEQ] never knew that we both (Sanc
YR LU LXIFT@SR KAY fA{S I FARREISO® a



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

Global Analyst Research Settlement
2003

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

| Bear Stearns

i Credit Suisse First Boston
I Goldman

I Lehman

I J.P. Morgan
I Merrill Lynch

i Morgan Stanley
i Citigroup

I UBS

I Piper Jaffray






