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I.  Structure of Industry

-investmt bank

1. business today

a.  activities

1.  wholesale & retail business about distribution 

2.  underwriting & advisory

a.  14-18% of revenues

b.  steady source of income 

3.  asset mgt & related services

a.  for funds - pensions, mutual

4.  trading & principal investmts

a.  global fixed income

b.  equities

c.  currencies

d.  commodities

5.  other

a.  credit cards

b.  banking

c.  retail brokerage

d.  more volatile

· examples

a.  Merrill - 40.8% of business

b.  Morgan - 39.9% of business

b.  influenced by 1933 Glass Stegal Act - separation of banks & securities (bonds alright)

1.  de facto repeal

2.  Fed permits bank participation in securities via subsidiaries up to certain %

3.  recent M&A’s - Citicorp of Salomon, First Boston of Alex Brown

c.  trend towards consolidation - consequences

1.  lead to more niche investmt banks

2.  lead to more asset mgrs

3.  pressure on spreads & costs

4.  search for stable sources of income to increase stock prices

5.  mgt relationships - compensation, relationship to e-es

2. investmt banking in late 1980s - Brooks
a.  regulations

1.  state - blue sky laws

2.  SEC & fed laws after 1929 crash - registering of securities, waiting period, material info disclosure, potential civil & criminal liabilities

3.  antitrust case brought by govt - 1950s under triple concept

a.  tranditional bankder - leader underwriter position ensured such a position for issuer in future

b.  historical position - unwritten code as to who would be invited in syndicate

c.  reciprocity - exchanged participation of syndicate members

d.  resulted in more investmt banks & garbage mrkt of late 1960s

b.  activities

1.  financial intermediary - providing access to capital

a.  mrktg new product

b.  underwriting securities - started w/debt then equity

c.  clients - wealthy individuals, corp, govt

2.  trading for own accounts - risk arbitrage

c.  relationship w/clients

1.  less about established relationships but price & value offered

a.  results

1.  lower spreads earned

2.  higher risks

d.  rank of investmt banks

1.  special bracket - 4 (Morgan Stanley, First Boston)

2.  major bracket - 17 (Goldman, Kidder Peabody, Lehman Bros., Lazard)

3. effect of recent volatility of mrkt

a.  stock mrkt

1.  IPO’s down

a.  lower underwriting fees

2.  lower stock prices

a.  bad for M&A

b.  relationship btwn mrkts

1.  increasing spread btwn junk bonds & T bonds

a.  T bonds yield lower - investors want less riskier investmt so willing to take lower yield for less risk

b.  junk bonds yield higher - investors don’t want to invest in such risk at such a volatile time

c.  smller spread better for investors - higher return for given level of risk

2.  correlation of global mrkts b/c of participants

c.  co. internal strategies

1.  consolidation of conglomerates

2.  banks cutting out risky activities & investmts

a.  Travelers

b.  CS First Boston

d.  gen mrkt

1.  decreasing prices of commodities

2.  lawsuits of wrongdoing by investmt banks

a.  Merrill Lynch $437m settlemt w/Orange County

II.  Major Developmts in US & Intl Capital Mrkts 1978-1998

-commercial bank history - Smith
1. Banking Act of 1933 - after stock mrkt crash of 1929

a.  fed reserve system in place

b.  deposit insurance

c.  division of commercial & securities banking

1.  separate securities laws & monitoring by SEC - 1933 & 1934 Securities Act

2.  safety & soundness regulations for commercial banks

2. 1950s

a.  escape into intl mrkts

1.  foreign exchange

2.  money mrkt trading

3. 1970

a.  bank rankings

1.  top 3 US banks - B of A, Chase, Citibank

a.  competition based on service & relationship instead of price

2.  top 30 intl banks - 10 US banks

b.  strategy

1.  asset growth

2.  intl diversification

3.  lending to non-mainstream

c.  squeeze

1.  shortterm lending to businesses uncompetitive b/c new commerical paper mrkt

2.  cost of funding increase b/c competition from money mrkt funds

3.  more low quality borrowers b/c forced to charge higher interest rates to maintain current spread b/c more competition & so drove away top quality borrowers

d.  conflict btwn being growth stock (good return to shareholders) v. public utility (ensuring safety of public deposits)

1.  led to increasing assets & deposits ( dependent on large borrowers & depositors

2.  led to increasing lending spreads - difference btwn lending rates & costs of deposits

e.  recycling petro dollars

1.  oil $ deposits into banks

2.  made loans to 3rd world govts 

a.  only lg borrowers b/c corp were going to capital mrkts

b.  problems there led to restructuring of loans - banks had to make up difference btwn low returns & cost of loans

c.  created secondary mrkt for bad loans

3.  to protect against inflation, loaned money secured w/real estate

4. 1980s

a.  problems

1.  more losses

a.  CMO

b.  securitization - making nonliquid asset into liquid security

2.  more regulation

a.  risk adjusted capital adequacy standard imposed on banks

3.  more competition

a.  intl banks cutting into US mrkt b/c US banks higher losses

· examples

1.  Continental IL - aggressive bank

a.  limited retail deposits so purchased on money mrkt by selling CD’s or borrowing from fed

b.  bankruptcy of another bank to which it had made loans, dried up US retail deposits

c.  replaced deposits from Euromrkt - more expensive

d.  nonperforming loans

e.  bailed out by FDIC but shareholders lost out

f.  reborn but smaller & more focused - kept good & shed bad

2.  other banks forced to merge

b.  recovery strategy

1.  high interest credit cards

2.  increase fees for services

3.  lending for sophisticated deals

4.  originate & syndicate loans

5.  concentrate on middle & local mrkts - ie, commercial real estate

5. 1990’s

a.  squeeze

1.  competition from nonbanks - mainly securities industry

2.  higher capital, insurance requiremts

3.  consequences

a.  demanding higher interest rates

b.  decrease interest rates paid on deposits

b.  recovery

1.  merger of banks to capitalize on economies of scale ( liquidation of overcapacity in banking

a.  problems - clash of culture, etc.

2.  specialization of activities

a.  retail banking - economies of scale, technology & product innovation

b.  wholesale banking & securities - mrkt making, trading, product innovation, global linkages but no FDIC insurance & adding SEC regulation

c.  finance & investmt co. operations - investmts managed for others b/c their experience w/private placemts, project finance, leasing, portfolio mgt, discount brokerage, other custodial services

-investmt banking business history - Smith
1. 1980s 

a. LBO mrkt

1.  Time Warner - Time purchase of Warner in stock swap but Warner shareholders became majority holders so really purchase of Time by Warner

2.  strategy once LBO

a.  reduce debt from proceeds of asset sales or refinancings

b.  Time Warner

1.  Merrill - variable exercise-price rights - selling more stock to mrkt w/first right of refusal to existing shareholders that incentivized to purchase (sliding scale of purchase price for lower subscription)

a.  failed

2.  Salomon - fixed price rights issue - succeeded

a.  juice

1.  buy low & sell high

a.  underwriters entitled to subscribe at discount

b.  purchased rights from existing shareholders who decided not to exercise

c.  resold these shares at slightly higher price to institutional investors

2.  underwriting commission

b.  also involved intl tranche - allocation of modest portion to underwriting of parallel syndicate abroad

b.  mergers

c.  merchant banking

2. 1990s

a.  IPOs resurgence

b.  problems w/investmt banks

1.  bankruptcies of investmt banking firms

a.  Drexel Burnham - Milken - junk bond mrkt collapse

2.  near bankruptcies but for deep pocket parents

a.  Shearson Lehman 

b.  First Boston - Credit Suisse

c.  Kidder Peabody - GE

3.  others hit - Prudential, Merrill, Painne Webber

4.  avoided but layoffs & cost cutting - Goldman, Morgan Stanley, Salomon

· Salomon case study

a.  1980s strong in trading - govt bonds, CMO

1.  bought on margin - borrowing $ to buy, so leveraging your equity

2.  selling short - selling bonds before put in bids

b.  1991 - tried to corner govt bond mrkt 

1.  bidding for more than had orders

2.  broke 35% rule - govered by Treasury Dept & not SEC or Fed

3.  damages - $290m fines, etc.

· elemts of success - best info, seeing opportunities early, have resources, speed & global reach

c.  de-regulation

1.  floating dollar

2.  intl trading controls relaxed

3.  NYSE fixed rate brokerage commissions abolished

4.  Rule 415 - shelf registration

5.  Rule 144a - 8/90 - can sell unregistered securities to accredited investors ($100m under mgt)

· Euro mrkt

1.  bonds in bearer form instead of registered form (tax evasion)

2.  eurobonds not necessary to be registered anywher

d.  face of investmt banking

1.  inefficient mrkts create substantial gain potential

2.  arbitraging, innovative products work to make mrkts more efficient but decreases profit margins so have to be continually ahead of curve to survive

3.  fundamental business now about mrkt making

3.  forced reconfiguration of industry

a.  capital mrkts activity vs. financial advisory

b.  global vs. specialized domestic focus

c.  securities trading & merchant banking - annl fee for fund mgt, % of profits

d.  acting as principal vs. principal/agent

· Goldman case study

a.  global wholesale financial services provider - financial product knowledge & innovation w/effective, aggressive sales mrktg

e.  other players

1.  banks stayed out 

a.  regulation

b.  too competitive

c.  too expensive

· JP Morgan - trading, M&A advisory, underwriting govt issues

· Bankers Trust - corp finance (loan syndication for LBO & restructurings), trading (govt securities & foreign exchange)

2.  banks w/bigger parents

a.  merger rough

1.  reliance on mrkt volatility ( had to be entrep : creativity vs. discipline & control

2.  pay scales, control, culture

· Shearson Lehman - American Express

· DLJ - Equitable Life

· Kidder Peabody - GE

· First Boston - CS

3.  foreign players - not interested, too risky

4.  asset mgrs

· GECC - internal asset mgt subsidiary

-Maher article - new bulge bracket

1. global bulge bracket 

a.  top bracket - Goldman, Merrill, Morgan, JP Morgan

b.  work in M&A advisory, debt & equity financing

c.  other competitors - Chase, CS, Deutsche Morgan, Swiss Bank, Union Bank of Switzerland

1.  competition from full service intl banks

d.  factors of success

1.  foreign presence - foreign exchange, syndication of loans, project finance

2.  size of personnel - client relations, ability to execute

3.  size of capital - lend money, support trading operations, invest in tech, weather downturns

4.  strategy - buy or build

a.  culture major issue

-Copulsky article - Salomon Smith Barney

1. organization

a.  Smith Barney - equity underwriting, retail distribution, healthcare/real estate/lodging

1.  focus on low cost, quick yield in domestic mrkt

b.  Salomon - fixed income, complex transactions, franchises in media/telecom/industrial, global

1.  has upper hand in merger

2. merger benefits - overal banking skill, research & mrkt access good

a.  breadth of products - 4 products - M&A, equity, high-grade, high-yield debt

1.  9 industry groups

· wk - tech, M&A, global banking

· little overlap

b.  global reach - 5 regions - Europe, US, Latin America, Japan-Asia Pacific, Canada

c.  size

III.  Legal Structure of Corp Finance & Capital Mrkts

-not much info

IV.  Legal Structure of Capital Mrkts - How it Affects Transactions

-underwriter requiremt in issue

1. required to research issuer & properly disclose material info to potential investors

2. reasonable basis for belief standard

· 1/98 - SEC suit against CSFB for failing to properly disclose material info in Orange County bond issue fall 1994 settled $800k

-underwriter requiremt as financial advisor

1. due diligence required

2. can’t mislead

· 2/98 - 3 investor suit against Bankers Trust in $1.7m investmt in 1986 LBO of Kroy, Inc. that went bankrupt after the LBO, awarded $48.3m to be trebled under RICO

-MGI, Pharma, Inc. - case study

1. potential wrongdoing

a.  potential misleading of public by implying clinical tests for drug (alleviates side effects of cancer treamts) was further than was

b.  potential insider trading charges

2. co. description

a.  from animal to human pharmaceutical

V.  Capital Mrkts - Corp Debt, Underwriting Procedures

-bond issues - Gary Rose
1. process of creating a bond issue

a.  co decisions

1.  determine need for financing - purpose being for investmts, liquidity, arbitrage

a.  rating important

2.  determine timing - now or w/in 12mos.

a.  file shelf

3.  determine size of issue, maturity

4.  explore options w/investmt bankers

5.  pick banker or ask for bids

b.  decision w/bank & co.

1.  price issue

c.  to mrkt

1.  underwriters syndicate & sell issue

2.  syndicate restrictions lifted

3.  secondary mrkt trading begins

2. pricing factors to consider

a.  quality of bond

b.  terms - indemnification, liquidity, callability

3. underwriting agreemt btwn issuer & underwriter

a.  contents

1.  price at which underwriter will buy bonds

2.  commission

3.  closing - time

4.  representations - by issuer, by underwriters

5.  indemnification

6.  covenants

a.  financial - net worth, A:L ratio, working capital, earnings to fixed charges maintenance

b.  affirmative - restrictions on use of proceeds, preserve corp existence, etc.

c.  negative - limit on capital expenditures, etc.

b.  breaking agreemt - defined by agreemt, usually includes things like following

1.  substantial change of co. rating

2.  suspension of trading

3.  gen moratorium on banking

4.  war

5.  material adverse change in gen mrkt/econ conditions

c.  constitutes trust indenture - bank operates as TRS w/fiduciary duties to investors for whom it is holding the bonds

4. indenture agreemt

a.  name of TRS

b.  form of bond

c.  rights of investors - rank in liquidation

d.  restrictive covenants - liens on operating properyt, sale/leaseback of assets, funded debt, dividend paymts

e.  modification of terms

f.  conditions of default

5. Rule 415 shelf registration

a.  purpose/goal

1.  to effectively compete w/Eurobond mrkt that has easier access to capital, quicker, less regulation

b.  results

1.  compressed process

a.  don’t have to draft new prospectus each time

b.  doesn’t permit enough time to create syndicate each time have new issue beyond first shelf registration

c.  don’t have to register w/SEC until after deal is priced

2.  clients 

a.  no longer passive - prepare shelf registration themselves

b.  some call for competitive bidding - spread business around

c.  example

1.  gen info in prospectus

a.  description of co. - recent events, pro-forma capitalization table

b.  description of security - terms, covenants

c.  underwriter & distribution method

d.  other info - incorp by reference

2.  Proctor & Gamble 

a.  comparison btwn bond issue 1974 vs. 1998 

· similarities

1.  same financial terms

2.  same tech

3.  same info available

· differences - generally greater precision now & more quick moving

1.  size of deal - $300m vs. $750m

2.  time from first phone call to mrkt - 6mos. vs. 1wk

3.  mrktg - 2/3 wks vs. 4/5hrs

4.  # of underwriters - 200 vs. 8

5.  # of total investors - 100s vs. 20

· investor concerns - yield to maturity, costs to issuer, size of offering

6.  due diligence - more stringent now w/SEC filings, disclosure requiremts

3.  Dillard case study

a.  $50m notes at 9.5% purchased by bank for redistribution

b.  assignmt based on prospectus supplemt

1.  main points of deal

2.  main reasons for rating

3.  summary of terms & condition - callability, sinking fund, restrictive covenants, use of proceeds, factors important to investors

6. Goldman info 

a.  organization 

1.  capital mrkts desk - banking clients, fixed income products (debt, preferred stock, etc.)

2.  by industry

3.  by region

b.  client relationships

1.  based on continual dialogue on financing & other needs given their capital structures

2.  client concerns

a.  about timing

b.  about determining spread - reference to secondary trading mrkt

3.  main considerations

a.  quality of distribution - execution ability

b.  quality of products

· league tables - mrkt share

c.  mg syndicates - 5-10 IPOs/wk, 5/day when mrkt good

-Rule 415 - Brooks
1. history - 3/82 in effect

a.  1933 & 1934 Acts required:

1.  requires underwriter to make reasonable investigation of issuer

2.  declaration of effective - 20days must lapse

b.  Euro mrkt taking away business

1.  little regulation

2.  no waiting period

2. content

a.  permits registering once & then issuing piecemeal over 2yrs 

1.  use of short form prospectus & incorp all other info by reference

3. effect

a.  benefits

1.  bank relationship w/clients - shift of power to corp 

a.  de facto competitive bidding for issues b/c banks would be decided last minute

b.  corp could mrkt securities themselves

· underwriting securities no longer profit ctr for bank but important for prestige & corp contacts

b.  costs

1.  potential investmt bank liability - time pressure would not permit sufficient due diligence

a.  but limited to certain size & quality issuers so costs of foregoing due diligence < benefits of efficiency - SEC

b.  more unknown issuers in security

· standard is reasonableness standard

2.  investmt banks & investors have different interests in mrkt when underwriting

a.  bank - other sources of deals, league tables, etc.

3.  lower stock price for shelf issues vs. nonshelf issues

c.  greater explosion of issues in bond mrkt than equity mrkt

d.  benefited top investmt banks - bigger issues required bank of bigger resources

VI.  Capital Mrkts - Securitization & Asset Backed Securities

-current event - Longterm Capital Mgt hedge fund problem

1. terms

a.  long position - own

b.  short position - owe

c.  selling stocks short - selling shares that don’t own yet

d.  spread treading - swaps, foreign exchanges, options

· ie, sell & owe T but own Fannie Mae

e.  black box trading - program that finds arbitrage opportunities

f.  directional bets

2. description

a.  long-term investmt w/high leverage

1.  better when mrkt is going up - leads to high return on equity

2.  can borrow even more w/hedging b/c will have short position w/every long position

3.  investmts in bonds instead of equity b/c less volatile

b.  private

c.  limited to accredited investors - net worth $10m 

1.  wealth individuals

2.  institutions - pension funds, endowmts

· generally not mutual funds b/c then mutual fund would be paying someone else to manage their investmt when that is their job but mutual funds can include hedge funds

3. objective

a.  to do better than mrkt but also as hedge?

4. problems - what owe is worth more & what own is worth less

a.  decreasing investmt opportunities

1.  fund had to return $

2.  decreases spread

3.  increases leverage b/c shrinking equity

b.  margin calls b/c worries of mrkt

1.  decreasing equity

2.  mrkt trouble even in diversification attempt b/c investor is creating correlation - pulling out of 1 area affects many other areas

-securitization/structured finance - turning nonsecurity into a security & credit support from third party, Fabozzi, Modigliani
1. effect

a.  moves asset from balance sheet to mrktable security

b.  benefits

1.  investor - liquid

2.  investor - low credit risk

3.  issuer - large investor base

4.  issuer - no debt on balance sheets

c.  costs

1.  high cost of issuing

2.  fluctuation leading to potential high spreads over Treasuries

2. characteristics

a.  separated from issuer

b.  predictable cash flows - #, historical

c.  credit enhancemt - letter of credit, surety bond, corp guarantee, reserve fund, subordinated interests of other investors

3. types

a.  mortgage backed securities - 95% of securitizations

1.  pooled mortgages & sold off shares that give rights to receive paymts

2.  high credit rating b/c fed guarantee

a.  Freddy Mac - Federal Home Loan Morgage Corp.

b.  Fannie Mae - Federal National Mortgage Association

c.  Ginnie Mae - Govt National Mortgage Loan

3.  separate mortgage servicing fee

· types

1.  passthrough - interest, principal, additional repaymt all go straight to shareholder pro rata

a.  requires proper accounting from shareholders 

b.  interest rate - if goes up, prepaymt risk is low; if goes down, prepaymt risk higher

2. CMO - collaterallized mortgage obligations - train of tranches, paymts trickle down

a.  subordinated interests - certain classes get principal fully paid off before other classes get anything

b.  different maturities - cheaper for investors for longer maturity b/c higher risk

c.  trade at lower yields than pass throughs but higher than Treasuries & AA corp bonds

3.  stripped mortgage-backed securities - 2 classes of investors where one receives all interest & the other all principal

a.  utility - probably better meets risk & return requiremts of portfolio of investmts

b.  asset backed securities - asset backed but no mortgage

1.  asset used as collateral for security

· types

1.  A/R - credit card receivables, lease receivables

2.  loans - auto, bank

-asset-backed securities (ABS) mrkt - Jablansky - 1993

1. look at area

a.  auto loans & credit cards greatest share of ABS

b.  1192 - $216b outstanding

2. economics

a.  spread - cost to issuers of ABS vs. cost of alternate forms of financing

1.  lower spread is good for issuer, bigger is worse

2.  spreads also function of interest rates & other economic fundamentals (unemploymt, consumer confidence, T yields, supply)

a.  lower supply brings spread down

b.  advantage to issuer

1.  less expensive

a.  cost of equity < cost of debt

b.  rating tied to quality of assets & not necessarily issuer

2.  matching A&L (balance sheet) - lower debt but still showing income

3.  access to investmt grade capital mrkts

4.  broader investor base

VII.  Capital Mrkts - High Yield Debt

-junk bonds - Smith, Fridson
1. general bond mrkt

a.  trading - in trading coupon rate doesn’t change but price at which traded at changes ( represents fluctuation of yield to maturity

b.  less risky bonds - slow to decline in response to interest rate changes but quick to rise in response

c.  ways for investors to make $ investing in bonds

1.  decrease in interest rates

2.  ( in credit ratings of co.

3.  upward rerating of bond

· high spread btwn T & junk bonds - decreases as more investors come into picture

d.  investmt grade bonds - A, BBB - 5% of all issues

2. description of junk bonds

a.  not convertible but equity warrants

b.  advantages 

· to issuer

1.  avoid equity dilution

2.  less cost after taxes

3.  less restrictive covenants

4.  longer maturities

5.  increased senior borrowing capacity

6.  institutional support

· to investor

1.  cheap

2.  potential down side limited - amt paid for bond

a.  exposure to risks

1.  call risk - risk that co. will call bond but only issue when co. has other cheaper sources of financing

2.  event risk - bond price already takes some of this into account & can also diversify against this

3.  volatility - affect of mrkt fluctuations tend to be less than other bonds b/c higher nominal rate

b.  can diversify away risk

3.  potential upside high - payoff unlimited

a.  high yield

b.  capital gain potential

c.  disadvantages

· to issuer

1.  higher fixed charges

2.  disclosure necessary

· to investor

1.  default risk

2.  risk of illiquidity

3.  redemption prior to maturity

4.  fluctuation of interest rate

d.  potential issuers

1.  growth co. - telecom, tech

2.  financial sponsored controlled co.

3.  acquisitive co.

4.   middle mrkt co. seeking $ for capital expenditures

5.  co. seeking to extend maturities &/change covenants

e.  credit analysis - PaineWebber
1.  likelihood of default

a.  ratios

2.  recovery in bankruptcy

a.  classes of debt - secured debt, senior debt, subordinated debt

3.  valuations

a.  comparable - industry, high yield, business risk (cash flow stability, industry outlook, competitive position, other), debt service capacity, liquidity

b.  general - ratios (EBITDA, fixed charge, free cash flow), liquidity (A:L), leverage (debt to cap, debt to net worth, debt to mrkt cap), profitability (gross profit as % of sales, EBITDA as of sales, net income as of sales)

3. historical

a.  1970s - Milken & Drexel Burnham

1.  bond mrkt - high volume & low spread for dealers (difference btwn bid & ask price)

· money made by volume & hedging appropriately

2.  junk bond investors mainly insurance co., pension funds & S&L bank trust dept. - matching short-term liabilities & high yield short-term assets

3.  junk bond issuers - fallen angel co. (once well known but fallen into trouble),

· drilling co., casinos, movie-making, entertainmt ventures, airlines

4.  move to Beverly Hills but ran Drexel

b.  1980s

1.  co. raider attempts become large junk bond issuers & investors

2.  academic finance research 

a.  higher return on junk bonds on risk free basis according to this analysis - % default on junk bonds vs. investmt grade bonds subtracted from yield spread btwn T & junk bonds

b.  even if default - traded on mrkt plus recovery from bankruptcy

3.  bank program

a.  finance co. raiders for minor interests

b.  finance junk bonds for LBO

1.  prefinancing commitmt

2.  bridge financing

3.  final sale of long-term securities

c.  merger fees

c.  downfall of firm & junk bond mrkt

1.  insider trading in 1986

a.  1988 Drexel settlemt w/SEC & US attorney for $650m

b.  1989 Milken & others to disgorge $1.8b & imprisoned

c.  other big investors out of junk bonds

2.  mrkt panic over study - cumulative 10yr default rate vs. average annl default rate ( lower junk bond return rates

3.  3 tier of junk bonds emergence

a.  well known

b.  less actively traded, less well known

c.  distressed co.

4.  Drexel 

a.  liquidation of junk bond portfolio - closing of retail brokerage

b.  downsize & restructuring efforts

c.  bankrupt in 2/90

d.  closed doors little after that

5.  wk mrkt conditions, junk bond co. bankruptcies, lg investors pull out

a.  issues of liquidity & quality of junk bonds

VIII.  Capital Mrkts - Private Placemts

-imperfections of capital mrkts

1. different interests btwn stock & debt holders

2. inequal access to info of issuer btwn borrowers & lender

a.  moral hazard - dividend paymt, claim dilution, asset substitution, underinvestmt

b.  understate risk 

-corp debt issuances - continuum of less disclosure & regulation

1. different types

a.  file w/SEC regular way

b.  file w/SEC under Rule 145 - shelf registration

1.  shorter time delay

2.  competitive bids

3.  no need for syndication

4.  due diligence problems

5.  less suitable for equities

c.  Euro bonds 

1.  no regulation but can’t sell to US persons

2.  limited liability for issuer & underwriter

· commercial paper?

d.  issue under - Rule 144A - private placemt

1.  can be underwritten

2.  integrates public, private, foreign mrkts

a.  unregistered securities - foreign issuers use a lot

b.  limited to qualified investors 

1.  liquidity - 0-10bp over public rates

c.  easier covenants

e.  regular private placemt 

1.  not underwritten - best efforts basis

2.  not liquid - min holding period 3yrs, 40-80bp higher, limited to qualified investors

a.  investors - insurance co.

b.  lower rated, subordinated debt

c.  project financing

d.  complex credit structures

3.  strict covenants & terms

f.  banks 

· gen don’t come to banks if have access to other capital mrkts

· SEC more lax & reforms in regulations

1.  make mrkt more efficient - mrkt integration, timing

2.  compete w/Eurobond mrkts

· volatility bad for equity & cash flows but potentially good for options

2. comparisons

a.  size of issue - public bonds $100m > private placemts 10m - 100m > bank loans 

b.  cost of issuance - public > private > bank loans

c.  interest rates - bank  > private > public

1.  floating - loans

2.  fixed - private & public

d.  spread over T - private > public

1.  liquidity premium - monitoring costs

d.  maturities - public 10yrs + > private 9yrs > bank less than 1yr

e.  call protection

1.  public - noncallable

2.  private - prepaymt penalty - PV of stream of paymts @ particular discount rate

g.  covenants - bank > private > public

1.  vary w/amt of available info

2.  more negotiation if covenants are tighter

h.  collateral - bank > private > public

g.  types of securities

1.  private - secured, unsecured, asset backed, senior, subordinated

-sources of capital depending on co. size & info availability

1. sm firm w/out track record - seed money, shortterm commericial loans

2. sm firm w/high growth potential but limited track record - shortterm commercial loans, intermediate commercial loans, mezzanine fund financing, VC

3. med sized firm w/track record & collateral - shortterm commercial loans, intermediate commericial loans, private placemts, public equity

4. lg firms w/known risk & track record - commercial paper, med term notes, private placemts, public debt, public equity

a.  medium term notes - under shelf registration, most issued by financial institutions, displaced CD, maturities of 1-10yrs in tranches, sold on tap issue basis, money mrkt funds are big investors (retail & institutional - taxable & tax exempt)

· factors considered

1.  assets

2.  sales

3.  mrkt value of equity - mrkt cap

4.  ROA

5.  growth of sales

6.  R&D as % of sales

7.  debt : assets

8.  interest coverage ratio

-private placemts 

1. Fed Reserve article- financial intermediation can bring down costs of private financing via monitoring under covenants

a.  issuers

1.  less co. info available

2.  complex financings

3.  don’t want extensive disclosures

4.  sm placemt - not cost effective to do public offering

b.  investors

1.  insurance co. - largest holders, interested in fixed rate, mid to long-term maturities

2.  finance co. - mostly interested in junk bonds, collateralized

3.  pension funds - mostly for quality bonds

4.  banks - not really

5.  other - mutual funds, foreign banks, endowmts, individuals - sm

c.  risks 

1.  credit - monitor 

2.  asset concentration - diversification 

3.  interest rate fluctuations - hedging

4.  liquidity risk - diversification

· ability to handle dependent on - institutional efficiencies, regulations 

2. Bender - Rule 144A
a.  benefits

1.  to issuers

a.  quicker timing possible

b.  attract foreign issuers

c.  no SEC regulation/disclosure

d.  fewer covenants

2.  to investors

a.  liquidity

b.  costs

1.  to investors

a.  insufficient disclosure

b.  lower credit quality issuers?

2.  to banks

a.  time crunch & inability to perform proper due diligence

b.  lower spreads b/c issuers’ mrkt (few issuers w/lots of demand from investors w/lots of money to be invested)

c.  significant changes in private placemt mrkt

1.  more foreign issuers

2.  broaden investor base 

3.  junk bond mrkt 

3. Tibbitts - more variety in private placemt mrkt
a.  other nontraditional

1.  project finance

2.  asset backed finance

-underwriting Phillipines bond issue by JP Morgan

1. determining whether to underwrite or not

a.  credit risk - due diligence, appropriate covenants

b.  legal risks - full disclosure required

1.  defenses

a.  notes in bearer form & not registered

b. notes can’t be sold to US persons or in US

c.  Rule 144A - can sell privately to accredited investors & don’t have to register w/SEC

d.  bank syndicate - foreign & commercial banks

c.  business risk

1.  potential buyers - hedge & junk bond funds, banks, wealthy individuals

2.  difference btwn B rated corp & sovereign bond

a.  country - no recourse on default although generally just restructure (but bad rep preclude from borrowing easily next time)

b.  corp - can go to bankruptcy court

3.  won’t really affect their rep if issue not succeed b/c risk reflected in issue price & selling to parties that can take hit

· driven into it b/c of competition

d.  juice

1.  opportunity to make $ - 125 bp spread

a.  new issue fees

b.  positive carry

c.  swaps to accompany note sales

d.  trading rpfits

2.  reputation - bld league tables, cross-selling

3.  enter emerging mrkt

4.  new product

· junk bonds - usually undervalued, potential for country upgrading, higher price for greater liquidity

2. competitive bank strategy

a.  reassessmts - credit policy, underwriting policy, mrkt for emerging co.

b.  determine - mrkt, competitive position, preferred target list

c.  action - mrktg, follow through

d.  costs

1.  credit & exposures

2.  inability to sell 

3.  customer losses

4.  opportunity costs

5.  extraction costs

-spread btwn T & risky investmts

1. strategy to make $

a.  buy when spread greatest ( risky investmt is cheap (lower demand)

b.  sell when spread lowest ( risky investmt is more expensive (higher demand)

IX.  Capital Mrkts - Investmt Bankers as Traders & Mrkt-Makers

-trading - Smith
1. types

a.  mrkt making (scalpers)

1.  action

a.  quoting bid & ask prices in securities, commodities, foreign exchange, derivatives over counter or on exchanges

1.  trades made through specialists - firms obligated to use own capital to buy & sell securities allocated to them for mrktmaking

2.  juice

a.  high volume to make $ on spread - bid price always lower than ask

b.  short inventory time

3.  function 

a.  providing customers liquidity

b.  hedge function

4.  mostly large financial institutions

b. proprietary trading (aka day traders)

1.  trading for own account as principal

2.  types

a.  program trading - transactions based on price differences btwn securities in cash mrkt & equivalent in derivative mrkts

b.  other model trading

1.  fundamental analysis - change of factors that affect stock price

2.  technical analysis - price patterns

c.  long-term positions

2. trades

a.  instrumts traded

1.  equities - foreign & domestic stock, preferred stock, convertible debentures, warrants, derivatives

2.  fixed-income - foreign & domestic govt, agency, corp, municipal bonds, notes, short-term instrumts, interest rate & currency swaps, derivatives

3.  currencies 

b.  financing positions

1.  use own capital

2.  borrow - from bank, sell asset & then repurchase asset w/interest

3.  can use derivative mrkt

a.  futures - not require cash outlay

b.  options - sm premium

c.  managing trades

1.  mrk to mrkt daily

2.  limits - trading amts, aggregate counterparty & daylight exposure

3.  monitor by superiors

d.  risks

1.  susceptibility to govt influence

a.  tax

b.  regulations by SEC & antitrust rules

c.  can also create opportunities

2.  mrkt conditions - change in mrkt prices

a.  risky in bearish times

b.  competition from other banks

c.  compensation structure - substantial portion of revenue paid out in compensation in good times but e-es don’t also share in bad times

3.  counterparty risk - creditworthiness of party on other side of trade

4.  time zone risk

e.  character of people

1.  mrkt making - like #s, disciplined, action oriented

2.  proprietary - have it or don’t

-scalpers (mrkt makers) in futures mrkt - Silber

1. rules

a.  all bid & offered prices announced publicly

b.  price priority in yelling - highest bid & lowest offer 

c.  no all or nothing trades

d.  bid alive only when spoken

2. terms

a.  selling - hitting bid

1.  mrkt order consumes liquidity

b.  buying - lifting offer

1.  limit order provides liquidity

c.  scratch trades - buy & sell at same price

3. goal - turn inventory over for profit

a.  hypothesis - longer position held, lower the profit

-Bruce Kovner - trader
1. largest interbank currency & futures trader in late 1980s - 87% annl compounded rate of return

2. advice

a.  risk mgt

b.  undertrade

c.  don’t personalize mrkt

-Street Smarts - Smith - bank relationships w/corp clients & institutional investors
1. bank relationship to corp clients - underwriting

a.  causes

1.  more sophisticated internal financial dept

2.  Eurobond mrkt availability

a.  prepriced deals

b.  no registration

c.  not US tax

3.  Rule 415 - shelf registrations

a.  prepriced deals

b.  results

1.  more adversarial relationship w/client - based mostly on price ( risk & spreads 

a.  investmt banks makes less money & take on more risk

b.  banks - separate corp relations & capital mrkts desks

2.  neglect of sm co. & less frequent financers

3.  lower standard of conduct among banks b/c so competitive

2. institutional investors

a.  makeup

1.  pension funds, mutual funds, foreign investors, insurance co., banks

2.  aggressive - dominate secondary mrkts

3.  competitive - for assets to mg 

b.  cause

1.  abolishing min commission rates

c.  relationship to banks

1.  banks - extensive mrkt research

3. wholesalers

a.  banks have always been wholesaler - middleman in financial mrkts 

1.  wholesale - price buy from issuer

a.  self regulation b/c all gen same access to info

2.  retail - price sell to mrkt

a.  more regulation b/c different regulation of info

3.  success - being value additive

a.  distribution capability - mrkt contacts

b.  execution ability

· general 

a.  research & ideas

b.  being first

c.  being consistent

d.  being loyal

e.  being willing

f.  being trustworthy

· defense against risk

a.  being alert

b.  being prudential

c.  being diligent

d.  being tough

b.  mrkt sanctions for breach of rules

1.  stock price

2.  rep - future franchise value

-Salomon Brothers

1. state in 1980s

a.  relationships w/S&L - CMO

1.  bought fixed rate & swapped for variable rate

b.  trading on margin - borrow $ to buy then sell ( spread btwn borrowing & sell price

c.  govt bonds

2. Treasury scandals - 1990s 

a.  scandal - putting phantom orders to try to corner mrkt

1.  $20m revenues - not much

2.  repeated infraction

3.  Treasury bidding process 

a.  only to primary mrkt dealers - 40

b.  then rule - get what bid for at price bid for down list until issue all gone, each bidder limited to 35% of issue

b.  now rule (9/92)- Dutch auction - accepts highest bids & amt & go down list until all issue is gone, price at lowest price of these

b.  consequences

1.  sanctions against Salomon - no participation in mrkt, $290m fine, stock price decrease 30% in 1wk, hurt rep

2.  sanctions against people - fired top (Mozer, Merriweather, Strauss, Gutfreund)

3.  bought out by Travelers

c.  damage control - Warren Buffet stepped in & fired everyone

X.  CFO’s Perspective - Relationships w/Investmt Bankers

-Eurobonds & intl debt issues

1. beginning

a.  lure - investor anonymity, fewer capital controls

b.  restriction - foreign investmt restrictions

2. 1981-1985 boom 

a.  lower rates to issuers - foreign exchange gain, lower yield b/c tax anonymity

3. now

a.  little regulation

1.  listed on UK exchange w/minimum trading standards

2.  min cap requiremt

b.  products 

1.  plain vanilla, 5-6yr maturity

2.  interest rate & currency swaps

· linking US & intl mrkts

3.  asset backed securities

4.  jumbos - by sovereigns w/floating rate

c.  issuers - govt, lg banks

1.  Japanese - issued convertible debentures,debt w/stock purchase warrants

d.  investors

1.  retail

2.  institutional - bais for quality name & shorter maturity

e.  process

1.  pricing 

a.  fixed offer

b.  2-tiered - individual, institutional

2.  syndication

a.  competitive 

-GE relationship w/bankers in RCA acquisition 12/85 $6.5b cash

XI.  Equity Issues - Valuing IPO

-PaineWebber internal presentation on IPO - 1998
1. general

a.  timing - 12-16wks from mtg to pricing

1.  activities in interim - 30day SEC review period, financial audits, 2-3wk road show, mrkt conditions

b.  legal - 1933 Act (S-X, S-K), 1934 Act (Rule 10b-5), Blue Sky, stock exchange requiremts, GAAP

c.  documts

1.  draft registration statemt

2.  file registration w/SEC

3.  prelim prospectus - Red Herring - for road show

4.  final prospectus printed following pricing

5.  other - committmt memo, blue sky memo, institutional/retail sales memo, road show presentation, underwriting agreemt, lock-up agreemts, sales confirmations, closing documts

d.  strategy

1.  offering to correspond w/significant business initiative

2.  goal to general institutional & investor interest

3.  avoide short-term holders

e.  sales pitch

1.  coordinate btwn investmt banking & research/equity capital mrkts 

a.  focus on research, distribution, industry experience, success in prior offerings, league tables, after mrkt trading

b.  info on mrkt strategy, valuation sum, current mrkt conditions

f.  syndication

1.  lead mgr - due diligence, drafting sessions, roadshow, allocating shares, pricing

2.  co-mgr - assist lead mgr

3.  fees - mgt fee, underwriting fee, selling concession, reallowance

4.  typical gross spread for IPO - 7%

2. offering

a.  2 types of shares offered

1.  primary shares - offered by co. & co. gets proceeds

2.  secondary shares - offered by selling shareholders, who get proceeds

a.  demand registration

b.  piggyback registration

c.  clawback - bank ability to reduce # of shares to be registered

b.  size

1.  depends on co. need for capital & ability to use proceeds efficiently - liquidity requiremt, institutional investors

2.  shares offered - dilution to existing shareholders, effect on option plans

3.  greenshoe - 15% overallotmt to cover excess demand

c.  pricing

1.  fair value to co.

2.  institutional & retail investmt

3.  price appreciation in secondary trading

4.  other economic factors

a.  industry trends, co. performance & trading history

b.  multiples - revenue, EBIT, EBITDA, earnings

c.  mrkt gen discount 10-20% at IPOs - risk of unknown mgt, uncertainty of co. performance, compensate initial investors for taking risk of new issue

d.  allocation

1.  allocate enough shares w/out filling order completely ( mrkt perception of scarcity

e.  lock-up

1.  period insiders are prevented from selling shares 

a.  180days from offering date

b.  prohibit derivatives, options, warrants, etc.

c.  lead mgr power to consent to release

f.  use of proceeds

1.  must be disclosed in registration statemt 

2.  generally - acquisition, repaymt of debt, investmt in PPE

3.  avoid - paymt of special dividends, investing in unrelated businedss, lg portion for undefined uses

-Sterigenics - IPO Red Herring - 7/97
1. offering - 2m shares underwritten by PaineWebber

a.  dilution

2. co. - offers K sterilization services in med & non-med mrkts via different processes

a.  strategy

b.  current - services, facilities, mrktg

c.  financials & notes - stocks, option plans

d.  e-es

e.  certain transactions

3. external

a.  mrkt - competition

b.  technology

c.  regulation

XII.  Intl Equity Issues

-Smith - 1997 - intl equity securities
1. growth b/c cross-exchange transactions since 1980s to 1990s

a.  1993 - global equity mrkt cap $14t

1.  less integrated than intl debt b/c similarities (rating, maturity, yield curve)

b.  cause

1.  de-regulation

a.  abolition of fixed rate commission rates - NYSE, LSE

1.  benefits users of services at expense of service providers

2.  better info flows 

a. tech improvemt - computers, contact w/brokers

b.  trained professionals - research info, program trading, indexing, derivative security use to hedge risks

3.  financial reporting more consistent

4.  mrkt changes

a.  more mrkt making ( more liquid, more secondary mrkts

b.  more efficient exchanges 

1.  consolidation of regional exchanges

2.  more futures & options exchanges

· SEAQ - UK

· TSE - Japan

5.  investor changes

a.  traditional players - Swiss (few investmt opportunities at home), UK (long history)

b.  new - US & Japanese institutional investors

1.  pension funds growths

2.  Japanese - pension funds managed by insurance co. & bank trusts

3.  investing according to diversified portfolio theory

a.  bonds are correlated but equity is not due to differences of risk exposure (idiosyncratic risk)

6.  valuation differences

b.  intl - different perceptions of value - undervalued or overvalued according to own nation’s valuation methods

1.  US - set by financial institutions & herd mentality

2.  as mrkts converge more w/info & trading, then these valuational differences should disappear

c.  issues & distribution methods

1.  insured by underwriters - certain # at stated price & commission

a.  private placemts - usually banker’s best efforts basis & not underwritten

2.  distributed by brokers

3.  Euro mrkt - larger mrkt & lower costs

a.  top user is Japanese - convertible debentures (debt issues w/detachable equity purchase warrants)

1.  wanted more $ than domestic mrkt could provide

2.  can’t be done this way in domestic mrkt

4.  US - Rule 144A - lower costs, applies to both debt & equity, attracted foreign investors

5.  global issues - simultaneous offerings in tranches in other mrkts

d.  underwriting methods

1.  US 

a.  bk building - how much & at what price

b.  green shoe option - sell more shares to cover short position (selling shares that don’t own, over selling)

c.  pricing is success if shares are sold out & trade at 10% premium

d.  banker - insuring price right before offering & not that stock price won’t go down in secondary trading

2.  Euro mrkt

a.  can take to mrkt immediately

b.  not really fixed price

3.  UK

a.  offering announcemt, price, agreemt to insure all occur simultaneously

b.  subunderwriting group also - usually institutional investors for diversification purposes

c.  right of first refusal to existing shareholders at discount - right can be sold

d.  risk of time delay for shareholder notification borne by underwriters

e.  issue is success if full subscription (low price?)

e.  cross listing of shares

1.  more foreign co. on US exchanges

f.  proposed common intl regulation

1.  investmt banking industry structure & competition - according to soundness

2.  protection of retail investors - proper disclosure

3.  protection against securities fraud 

· common principles

1.  regulation should be little as possible

2.  min solvency standards for issuers

3.  level playing fields of investmts banks across borders

4.  mrkt surveillance

5.  retail services to be regulated heaviest

· regulators

1.  BIS (bank of intl settlemts)

2.  EU commission

3.  sec regulators

4.  exchange regulators

5.  courts

g.  competition

1.  strengths - offering domestic shares to foreigners, offering foreign shares to domestic

2.  competition basis - distribution & execution ability

3.  other factors - research, mrkt making ability, 

-IPO of Deutsche Telekom 11/96 - rep by Goldman

1. offering - $13.3b for 700m shares on 3 different exchanges

a.  privatization

b.  5 tranches

1.  Ger mrkt - higher transaction costs, sm returns

2. co - 3rd lgest telecom co. in world

XIII.  Convertible Securities

-terms for convertibles (calls & puts)

1. call - co. retain right to call before maturity date

a.  purpose - refinance at lower rates

2. call protection

a.  unconditional call protection - can’t be called before maturity date

b.  conditional call protection - can’t be called before maturity date unless some condition met (stock is trading at premium for specified amt of time)

1.  no call period - hard no call

3. convertible yield - annl interest/dividend paymt divided by mrkt price of convertible

4. convertible yield to maturity - anl return rate of convertible bond when held to maturity

5. equity ( - correlation btwn movemts of stock price & convertible bond price

6. investmt premium - % by which convertible price exceeds bond value

7. investmt value - estimate of convertible value if it were not convertible, just straight bond

8. investmt value % - value of straight bond

9. issuer - some bonds can be exchanged into shares of other’s equity

10. payback - # of yrs for convertible income to offset premium paid

11. stock yield - annl yield on common stock underlying convertible security

-Brian Corp - Equity Related Financing Alternatives - 4/98, PaineWebber
1. reasons to issue converts

a.  sell stock at premium to current price

b.  expand investor base

c.  quick access to mrkt via Rule 144A

d.  tax-efficient sale of shares in another public equity

e.  equity credit

· goal - to create tax deductible debt service of equity

1.  creation of tax & accounting regulations

2. definitions

a.  traditional convert 

1.  security is usually subordinated debt or perpetual preferred

2.  pays cash interest (deductible expense) or dividends (not deductible)

3.  coupon yield above common stock dividend yield but below nonconvert yield

4.  conversion at investor option

5.  conversion price above common stock price

6.  generally callable after several yrs

b.  mandatory convert

1.  preferred share that converts manditorily into common stock after 3/4yrs

2.  offered at common stock price

3.  higher dividend than common stock

4.  call at issuer’s option

5.  treated as equity by analysts

6.  not permitted to be issues under Rule 144A b/c fungible w/common stock

7.  variants

a.  capped appreciation convert preferred - issue price is function of common price at maturity

b.  fractional appreciation convert preferred 

c.  0 coupon convert debt

1.  no coupon 

2.  issued at discount

3.  conversion requires better share price performance than traditional converts

4.  holder’s option to sell at certain value

5.  callable at accreted value after several yrs

3. credit ratings

a.  equity treatmt - optionally converts, perpetual convert preferred

1.  want conversion w/in a few yrs

2.  more equity increases issuer’s ratings

3.  use of proceeds & mgt credibility important

4. continuum of equity to debt

a.  common stock

b.  capped appreciation convert preferred

c.  fractional appreciation convert preferred

d.  traditional convert preferred

e.  nonconvert fixed-rate preferred

f.  traditional convert debt

g.  0 coupon convert debt

h.  debt

-PaineWebber presentation - charts for 1998 & 1997
1. private issuance of converts growing until recently

2. junk bonds issuance of converts slow down recently while was high before

3. greatest % of converts in telecom & not industrial as before

4. convert debt most issuances

XIV.  Derivative Securities 

-derivatives

1. terms

a.  derivative - value tracking value of underlying asset, foward type or option type

b.  option - K to buy fixed amt at fixed time for fixed price for sm fee, price insurance from mrkt price swings of underlying asset, buyer’s loss limited to amt paid for option, seller’s loss unlimited

c.  cap - option that protects buyer from rise in interest rate above certain level

d.  floor - option that protects buyer from decline in interest rate below certain level

e.  exotic options 

f.  foward - OTC K obliging trade at set price, set date, set amt, price fixing K

g.  swap - forward type K where 2 parties agree to exchange streams of paymts over time according to predetermined rule

h.  future - exchange traded forward K, standardized, guaranteed by exchange but parties required to put up margin

2. types

a.  swaps - most important b/c most of derivative volume is here

1.  interest rate swaps

a.  higher volume than currency swap

b.  swap of interest rate obligations 

1.  different rate - fixed, floating

2.  different maturity

c.  party benefiting the most pays the other a fee

d.  loss/gain sm b/c repricing doesn’t involve principal

e.  2 types

1.  coupon swaps - fixed or floating interst rates

2.  basis swaps - floating rates indexed to different references, or different maturities

2.  currency swaps

a.  swap of principal in end & also interest paymts if applicable

b.  more at risk in case of default, etc. - more things have to be revalued, replaced

c.  IBM & World Bank - 1981 first currency swap

1.  borrowing in most advantageous mrkts & then swapping

2.  IBM - better rates in Swiss

3.  WB - better rates in US

d.  French bank borrowing yen & swapping w/ECU ( created synthetic ECU security

b.  options 

1.  talk about in terms of # of K & not notional value

c.  futures

d.  other variations

1.  structured obligations & notes - stripping & combining of interest & underlying principals in different ways

a.  fixed income - PERLS (principal exchange rate linked securities), leveraged swaps, RAVS (restructured asset vehicles), IO (interest only), PO (principal only), inverse floaters

b.  equities - convert preferred stocks or debentures, warrants & options, baskets & other indices, equity swaps, heaven & hell securities

3. effects

a.  integrates global mrkts

1.  different rates

2.  different maturities

b.  not included in bks

4. value 

a.  depends on value ( of underlying asset

b.  cost of replacemt

1.  interest rate swaps - 5% of underlying

2.  currency swaps - 5-6% of underlying

· notional amt - estimated value that doesn’t exist, different from nominal value, amt that is hedged

1.  1995 - $41t

e.  repackaged securities - take low producing asset, put into trust & sell off shares of trust paying fixed income

1.  banker takes spread 

5. risks

a.  counterparty risk - risk of default by other party

b.  liquidity risk - risk that can’t unload

c.  mrkt risk - mrkt price fluctuations of underlying asset

d.  operational risk - risk of losses from inadequate controls on people & from faulty models

e.  settlemt risk - risk that settlemt won’t occur on time b/c of default or technical glitch

f.  systemic risk - risk that disruption at one firm will affect other firms or mrkts

6. role of banker

a.  go w/flow 

1.  should do what others are doing b/c if take time to figure out will have lost out on opportunity

b.  avoid flat end of juice curve

1.  juice curve - income on y-axis, time on x-axis, downward curve from left

a.  high end - where juice is but risky, usually involves leverage, new instrumt intro, etc.

b.  low end - no juice, usually when hedging

c.  customize securities

1.  meet needs of issuer - business needs, risk taking, tax & other regulatory

2.  proprietary solutions to problems

3.  can be sold

4.  can be hedged

-swaps & derivative securities - Smith, 1997
1. swaps

a.  currency

b.  interest rate

c.  swaptions - combo of swap, future, option

1.  right to enter into swap in future

2.  right to terminate swap

3.  right to extend swap

d.  forward swap - paymts accruals commence in some future time

e.  caps & floors - purchase of options on short-term interest rates in order for purchaser to cap top or bottom rate of exposure

f.  collars - combo of cap & floor in one transaction

g.  callable/putable swaption - functions as hedge for swaption

h.  contingent swap

i.  any other variations - amortizing swaps, step up/down swaps, mortgage swaps, commodity swaps

j.  repackaged securities - banker purchases distressed floating rate note, form trust w/notes as collateral, swap for fixed rate, issue fixed rate notes as asset-backed security

2. users of swaps

a.  corp - borrowers, abritrage opportunity seekers

b.  banks - improve lending profits, manage funding gaps, off balance sheet revenue producing assets

c.  investmt mgrs - easier to buy via swap than directly purchasing

· used more on liability side than asset side

3. pricing

a.  premium for less liquidity & noncommodity

b.  PV of paymts

4. effects

a.  benefits

1.  integrate mrkts

2.  better for mrkts

3.  useful to issuers & investors - managing risk, decrease cost of funds, higher return 

b.  disadvantages

1.  administrative costs

2.  counterparty failure

3.  regulatory required capital

5. factors that make possible

a.  competition

1.  service providers - banks, investmt banks, finance co., insurance co., dealers in various countries

2.  product innovation - terms, uses, pricing

b.  telecom

c.  technical competence of banks & clients

6. regulatory issues/proposals

a.  accounting - current rules

1.  disclosure necessary only if material to financial position of co.

2.  income statemt - shows up only as interest expense

b.  capital reserve requiremts - current & potential future exposure

c.  mark to mrkt daily

d.  count only negative exposure

· gen issue - different financial participants subject to different regulations & diff countries have different regulations

-Banker’s Trust - Ken
1. co.

a.  used to be in derivatives but no longer

1.  goal back then - to have cash flow rather than assets & liabilities on bks, to look more like investmt bank

a.  swap mrkt 1983-5 

1.  customized K

2.  were able to pool exposures & balance sheet to even out cash flows

3.  hit lower end of juice curve in late 1980s

b.  options & contingent claims

1.  hit lower end of juice curve in early 1990s

2.  took advantage of uncertainty of mrkt & exotic securities

a.  valuations were difficult

b.  firm compensation structure depended on # of K w/out regards to quality of K for clients

1.  parties - bk runners would sign off on K, sales were intermediaries btwn bk runner & customer

3.  derivative scandal in 1994

a.  making sales pitch on derivatives to uninformed investors

b.  misleading clients

c.  settled out of court for $180m - more than what profitted from these transactions

d.  P&G - sophisticated, issued commercial paper w/bank, bank paid for options in this deal & P&G lost out on these options

e.  Gibson - sm co. suffered misrep by bank & bought into K’s, bank didn’t inform Gibson when option positions were tanking

c.  risks of derivatives desk

1.  lack of control over e-e speculation levels & amts

2.  potential liabilities b/c fiduciary duty to clients when act as agent

3.  rep damage when things go wrong

4.  decline of stock price

2.  today - focus on junk bond trading & mid mrkt equities

-Bankers Trust & Derivatives - case study
1. business

a.  1980s specialist in wholesale financial services - lending/syndication, corp fin & advisory, trading & risk mgt, trust services

1.  LBO

b.  1990s  - derivatives - pricing, innovation

2. issues

a.  not tailoring to client’s needs

b.  breach of fiduciary duty as advisor

c.  misleading customers as to risk & values of their derivatives

3. c.  increasing interest rates - derivatives sold by BT lost value
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