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Preface

The world of finance has dramatically changed following the global financial meltdown
of 2007-2009 and ongoing financial challenges during 2010-2012. Market participants
have been significantly impacted and attitudes toward risk, transparency, regulation,
and compensation have changed. Investment banks, hedge funds, and private equity
firms are at the epicenter of a transformed financial landscape, forging new roles and
seeking new ways to create value within a paradigm of lower risk and greater regulation.
This book provides an overview of investment banks, hedge funds, and private equity
firms and describes the relationships between these organizations: how they both com-
pete with and provide important services to each other and the significant impact they
have on corporations, governments, institutional investors, and individuals. Together,
they have reshaped global financing and investing patterns, attracting envy and awe
but also criticism and concern. They dominate the headlines of the financial press
and create wealth for many of their managers and investing clients. This book enables
readers to better understand these heavily interconnected organizations and their
impact on the global financial market by detailing their historical development and
principal activities, the regulatory environment, and the risks and opportunities that
exist in the postcrisis world.

Ultimately, the objective of this book is to demystify investment banks, hedge funds,
and private equity firms, revealing their key functions, compensation systems, and
unique role in wealth creation and risk management, as well as their epic battle for
investor funds and corporate influence. After reading this book, the reader should better
understand financial press headlines that herald massive corporate takeovers, corporate
shareholder activism, and large capital market financings, and be able to discern the
myriad strategies, risks, and conflicts in the financial market landscape. The inclusion
of case studies and spreadsheet models provides an analytical framework that allows
the reader to apply the book’s lessons to real-world financing, investing, and advisory
activities.

Target Audience

The target audience for this book includes MBA, MSE and Executive MBA students, and
upper-level undergraduates who are focused on finance and investments. Investment
banking classes can use this book as a primary text, and corporate finance and invest-
ments classes can use it either as a secondary text or as a principal text when
focused on hedge funds and private equity. In addition, professionals working at

xvii
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investment banks, hedge funds, and private equity firms can use the book to broaden
their understanding of their industry and competitors. Finally, professionals at law
firms, accounting firms, and other firms that advise investment banks, hedge funds,
and private equity firms should find this book useful as a resource to better understand
and assist their clients.

Distinguishing Features

This book is unique for two reasons. First, it is a product of a long career working for and
with investment banks, hedge funds, and private equity firms, in addition to seven years
of teaching students about these institutions. Second, by addressing all three of these
institutions in the same book, and focusing on their simultaneous competition and
cooperation with each other, the book provides a more holistic view of the changing
boundaries and real-world impact of these institutions than has previously been
available.

I wrote this book following a twenty-year career as an investment banker at Goldman
Sachs, J.P. Morgan, and UBS, and an additional four years at O’Connor & Associates, a
large hedge fund that is now part of UBS. As an investment banker, in addition to com-
pleting numerous M&A, debt and equity financing, equity derivative, and convertible
transactions with corporate clients, I worked with private equity firms (financial spon-
sors) as they acquired companies and pursued exit strategies through recapitalizations,
M&A sales, and IPOs. Since 2005, I have been a professor of finance at Northwestern
University’s Kellogg School of Management, where I have had the privilege of teaching
what I learned during my pre-academic career while completing ongoing research into
the ever-changing landscape of investment banks, hedge funds, and private equity.
Teaching these subjects in classrooms has provided greater objectivity and the opportu-
nity to refine concepts and make them more relevant to students. This book is therefore
a blend of practitioner experience and academic experience, creating a new educational
offering that more fully opens the door to understanding the key participants in the
global financial and advisory markets.

Case Studies

The inclusion of ten cases facilitates greater understanding of the concepts described in
the chapters. These cases focus on recent actual financial and advisory transactions and
include a summary of risks, rewards, political considerations, impact on corporations
and investors, competition, regulatory hurdles, and other subjects that are linked to
chapter topics. The cases include questions for students and case notes and teaching
suggestions for instructors. In addition, several case studies include spreadsheet models
that allow readers to create an analytical framework for considering choices, opportunities,
and risks that are described in the cases. The cases are assembled together at the end of
the book, but are all linked to preceding chapters. As a result, cases are designed to be used
in conjunction with chapter reading to reinforce concepts and enhance learning.
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The World Has Changed

During 2008, Bear Stearns collapsed into a fire sale to JPMorgan Chase; Lehman
Brothers declared bankruptcy; Fannie Mae and Freddie Mac were placed into U.S. gov-
ernment conservatorship; the U.S. government assumed majority control over AIG and
injected more than $100 billion to keep it afloat; Countrywide and Merrill Lynch both sold
themselves to Bank of America under duress; Wells Fargo bought Wachovia at the brink of
bankruptcy; Washington Mutual went into receivership with its branches absorbed by
JPMorgan Chase; Goldman Sachs and Morgan Stanley became bank holding companies;
and banks all over the world had to be rescued by their respective governments. In the
United States, this included the rapid provision to banks of over $200 billion of equity cap-
ital by the U.S. Treasury as part of a larger $700 billion rescue program, guarantees of debt
and asset pools by the FDIC totaling many hundreds of billions of dollars, and an unprec-
edented expansion of the Federal Reserve’s balance sheet by trillions of dollars as it
provided credit based on almost any type of collateral. All of this occurred as the world
experienced the most significant globalized downturn since the Great Depression in the
1930s. The global markets rebounded somewhat during 2010-2012, but financial anxiety
continued as regulators sought to shore up financial institutions by requiring an increase
in capital and a reduction in risk.

The investment banking business, in many ways, will never be the same. Leverage
has been reduced, some structured financial products have ceased to exist, and regula-
tion has increased. However, the fundamental business remains the same: advising
corporations and investors, raising and investing capital, executing trades as an interme-
diary and principal, providing research, making markets, and providing ideas and capital
directly to clients. As investment banks reinvent some aspects of their business and
learn to live in a world of decreased leverage and increased regulation, new opportu-
nities loom large while issues such as public perception, compensation, and risk man-
agement must be carefully worked through.

Hedge funds and private equity funds suffered significant reversals during 2008, with
hedge funds recording investment losses of over 19% on average and private equity
firms acknowledging similar potential losses to their investors. Although these results
were undesirable and caused some investors to abandon funds, the global equity mar-
kets fared even worse, with the major U.S. stock market indices dropping by more than
38% and other equity and nongovernment debt indices throughout the world posting
similar, or greater, losses. Hedge funds and private equity have had to adjust to a chang-
ing landscape and re-explain their value proposition while contending with downsizing
in the number of funds, assets under management, and return expectations. Reinven-
tion and patience were the watchwords during the global financial crisis as these funds
fought to hold on to as many limited partners as they could while considering new
investment strategies for a credit-deficient world. During 2009-2012, many hedge funds
and private equity firms bounced back, with positive returns for most hedge funds and a
refocus on smaller and less leveraged investments the hallmark of private equity invest-
ment activity.
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Investment banks, hedge funds, and private equity firms have redefined their roles
and developed new processes and business plans designed to maintain historical posi-
tions of power and influence. The world has changed, but these institutions will con-
tinue to have a significant impact on global capital markets and M&A transactions.
This book projects how they will achieve this and the resultant impact on corporations,
governments, institutional investors, and individuals.

Structure of the Book

The book is divided into three parts. The first part comprises ten chapters that focus on
investment banks. The second part includes five chapters that discuss hedge funds and
five chapters that review the activities of private equity firms. The third part of the book
includes ten cases that focus on recent transactions and developments in the financial
markets. These cases are cross-referenced in the preceding chapters and are used to
illustrate concepts that benefit from more rigorous analysis.

Part One: Investment Banking
This part includes ten chapters that provide an overview of the industry and the three
principal divisions of most large investment banks, including descriptions of the M&A
and financing activities of the Banking Division; the intermediation and market making,
as well as principal activities, of the Trading Division; and the investment gathering and
money management activities of the Asset Management Division. In addition, the other
businesses of large investment banks and the activities of boutique investment banks
are reviewed. Other chapters focus in more detail on financings, including the activities
of capital markets groups and the underwriting function, and discussion of IPOs, follow-
on equity offerings, convertibles, and debt transactions. The role of credit rating agen-
cies, prime brokerage groups, research, derivatives, and exchanges is also explored.
Finally, regulations, leverage, risk management, clearing and settlement, international
investment banking, career opportunities, and the interrelationship between investment
banks, hedge funds, and private equity are discussed. The capstone chapters in this
part of the book drill deeply into M&A, convertible securities, and investment bank
innovation.

Part One is designed to be used as the text for a full course on investment banking.
It should be used in conjunction with cases in Part Three that are specifically referenced
in Part One chapters. Part Two’s hedge fund and private equity chapters may be used as
supplemental material.

Part Two: Hedge Funds and Private Equity

The first five chapters of Part Two focus on hedge funds, including an overview of
the industry; a focus on selected hedge fund investment strategies; shareholder activ-
ism and the impact of hedge fund activists on corporations; risk, regulation, and
organizational structure of hedge funds; and a review of performance, risks, threats,
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and opportunities, as well as the changing value proposition offered by hedge funds to
their limited investor partners. Finally, hedge fund competition with investment banks
and private equity is reviewed, as well as the symbiotic relationship between all three
parties.

The last five chapters of Part Two examine private equity from the perspective of
those firms that principally focus on leveraged buyouts (LBOs) and other equity invest-
ments in mature companies. These chapters provide an overview of private equity; an
explanation of an LBO model and how it drives decision making; the impact of private
equity on corporations, including case histories of more than a dozen LBO transactions;
a description of organizational structures, compensation, regulation, and limited part-
ner relationships; and a discussion of private equity issues and opportunities, diversifi-
cation efforts, IPOs, historical performance, and relationships with hedge funds and
investment banks.

Part Two is designed to be used as the text for a full course that focuses on hedge
funds and private equity. It should be used in conjunction with cases in Part Three that
are specifically referenced in Part Two chapters. Part One’s investment banking chapters
may also be used as supplemental material.

Part Three: Case Studies

This part contains ten cases that are referenced in different chapters in Parts One and
Two. The cases enable students to drill deeper into the subject matter of the chapters
and apply concepts in the framework of real transactions and market developments.
Case questions (and teaching notes for instructors) are provided, as well as several
spreadsheet models that enable students to manipulate data. The cases focus on the fol-
lowing: the dramatic change in the global investment banking landscape that occurred
during the 2008 financial crisis; Freeport McMoRan’s acquisition of Phelps Dodge, which
focuses on M&A, risk taking, and financing activities; Proctor & Gamble’s acquisition of
Gillette, including the advisory role of investment bankers and discussion of corporate
governance and regulatory issues; the divergent CDO investment strategies of two hedge
funds, which in the first case resulted in excellent returns and in the second case caused
bankruptcy; the acquisition through a bankruptcy court process and management of
Kmart and Sears by ESL, one of the world’s largest hedge funds; activist hedge fund
investor Pershing Square’s impact on the capital and organizational structure of McDo-
nald’s Corporation; the LBO of Toys “R” Us, focusing on the role of private equity funds
and investment banks; and Cerberus’s investments in Chrysler and GMAC (GM’s captive
finance subsidiary).

New Content in the Second Edition

The second edition reflects the most significant developments for investment banks,
hedge funds, and private equity funds during 2009-2012 in relation to regulatory and
tax considerations as part of ongoing global financial reform. In addition, developments
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in the global competitive landscape are addressed and significant new content that
focuses on international markets is included in many chapters. All time-sensitive exhi-
bits have been updated, reflecting current information and considerations. Basically, this
edition brings the reader up to date through 2012 on all of the key issues and considera-
tions that impact investment banks, hedge funds, and private equity funds as key parti-
cipants in the global financial markets.
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1:::
Overview of Investment Banking

The material in this chapter should be cross-referenced with the following cases: Invest-
ment Banking in 2008 (A) and Investment Banking in 2008 (B).

Investment banking changed dramatically during the 20-year period preceding the global
financial crisis that started during mid-2007, as market forces pushed banks from their tra-
ditional low-risk role of advising and intermediating to a position of taking considerable risk
for their own account and on behalf of clients. This high level of risk-taking, combined with
high leverage, transformed the industry during 2008, when several major firms failed, huge
trading losses were recorded, and all large firms were forced to reorganize their business.

Risk-taking activities of investment banks were reduced following large losses that
stemmed primarily from mortgage-related assets, bad loans, and an overall reduction in rev-
enues due to the financial crisis. This led to an industry-wide effort to reduce leverage ratios
and a string of new equity capital issuances. By the end of 2008, five U.S.-headquartered
“pure-play” investment banks (which did not operate deposit-taking businesses, unlike
large “universal” banks such as JPMorgan Chase, which operated a large investment bank,
a deposit-taking business, and other businesses) had undergone significant transforma-
tions: Goldman Sachs and Morgan Stanley converted into bank holding companies; the
U.S. Federal Reserve (Fed) pushed Bear Stearns into the arms of J.P. Morgan to avoid a bank-
ruptcy; Lehman Brothers filed for bankruptcy protection after the Fed and Treasury Depart-
ment ignored its pleas for government support; and Merrill Lynch, presumably to avoid a
similar bankruptcy filing, agreed to sell their firm to Bank of America at a substantial dis-
count to historical prices (see Exhibit 1.1).

Historically, through 1999, U.S. banks with deposit-taking businesses (commercial/
retail banks) were barred from operating investment banking businesses. This rule was
created by the Glass-Steagall Banking Act of 1933, which was enacted after the stock
market crash of 1929 to protect depositors’ assets. In 1999, the Gramme-Leach-Bliley
Act overturned the requirement to keep investment banks and commercial banks sepa-
rate, and led to the formation of U.S.-headquartered universal investment banks, includ-
ing J.P. Morgan, Citigroup, and Bank of America. Two of the main arguments for rejoining
these two businesses were (1) to provide for a more stable and countercyclical business
model for these banks, and (2) to allow U.S. banks to better compete with international
counterparts (e.g., UBS, Credit Suisse, and Deutsche Bank) that were less encumbered
by the Glass-Steagall Act. As a result, Citigroup, which was created through the 1998
merger of Citicorp and Travelers Group (which owned the investment bank Salomon
Brothers), did not have to divest Salomon Brothers in order to comply with federal regu-
lations. J.P. Morgan and Bank of America followed the lead of Citigroup in combining busi-
nesses to create universal investment banks. These universal banks rapidly developed a
broad-based investment banking business, hiring many professionals from pure-play

Investment Banks, Hedge Funds, and Private Equity, Second Edition 3
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4 CHAPTER 1  OVERVIEW OF INVESTMENT BANKING

EXHIBIT 1.1 TRANSFORMATION OF PURE-PLAY/NON-DEPOSIT-TAKING INVESTMENT BANKS

* Bear Stearns: sold to JPMorgan Chase on March 16, 2008"
¢ Lehman Brothers: filed for bankruptcy protection on September 14, 2008
Sold U.S. operations to Barclays on September 16, 2008
Sold part of European and Asian operations to Nomura on September 22, 2008
» Merrill Lynch: sold to Bank of America on September 14, 2008?
* Goldman Sachs: converted to bank holding company on September 21, 2008
¢ Morgan Stanley: converted to bank holding company on September 21, 2008

Note 1: Initial price of sale at $2 per share was increased to $10 under a revised agreement on March 24, 2008.
Note 2: Date of announcement; deal completed on January 1, 2009.

investment banks and strategically using their significant lending capability as a platform
from which they were able to capture investment banking market share.

Postcrisis Global Investment Banking Firms

As of the beginning of 2012, the surviving nine key global firms that encompass both
investment banking and deposit-taking businesses and operate throughout the world
included J.P. Morgan, Bank of America, Citigroup, Credit Suisse, UBS, Deutsche Bank,
Barclays, Goldman Sachs, and Morgan Stanley. See Tables 1.1, 1.2, 1.3, and 1.4 for a sum-
mary of financial results, financial measures, and market capitalization for these nine firms.

Other Investment Banking Firms

In addition to these nine key global investment banks, other large banks compete effec-
tively in regional markets worldwide and, in some countries, have a larger market share for
investment banking business than the nine designated global banks. Examples of banks in
the category of large regional investment banks include HSBC, Société Générale, BNP
Paribas, CIBC, MUF]J, Sumitomo Mitsui, Mizuho, Nomura, and Macquarie. Other smal-
ler firms that engage in investment banking business are called boutique banks. Bou-
tique banks principally focus on M&A-related activity, although some may conduct
additional services such as a fee-based financial restructuring business, a small money
management business, or alimited amount of proprietary investments. Retail brokerage
firms are securities firms that narrowly compete with large investment banks in relation
to retail client investments in stocks and bonds. They generally do not conduct a full
investment banking business. See Table 1.5 for a sampling of banks that compete in each
of these areas.
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Table 1.1 Financial Results

2011 Net Revenues 2011 Net Earnings 2011 Return on 2011 Price/Tangible

Firm (in millions) (in millions)’ Equity (ROE)? Book Value®
Bank of America $93,454 $1,446 0.04% 0.44
Barclay54 $48,761 $4,824 5.6% 0.44
Citigroup $78,353 $11,067 6.3% 0.53
Credit Suisse® $29,579 $2,203 4.9% 1.08
Deutsche Bank® $45,994 $5,720 8.2% 0.72
Goldman Sachs $28,811 $4,442 3.6% 0.76
JPMorgan Chase $97,234 $18,976 10.2% 1.01
Morgan Stanley $32,241 $4,110 3.9% 0.59
uBs® $31,555 $4,774 8.6% 0.98

Note 1: Earnings exclude discontinued operations and extraordinary gains.

Note 2: Return on common equity computed by dividing net earnings to common shareholders from continuing operations by common
shareholders’ equity. Excludes extraordinary gains.

Note 3: Book value of common shareholders’ equity adjusting for goodwill and intangible assets. Market capitalization as of
December 31, 2011.

Note 4: Calculated at 2011 average USD/GBP rate of 1.6041.

Note 5: Calculated at 2011 average of CHF/USD rate of 0.8866.

Note 6: Calculated at 2011 average of USD/EUR rate of 1.3842.

Source: Capital 1Q; Bloomberg L.P.

Table 1.2 Financial Measures

Credit 2011 Total Assets Average 2011 Daily VaR Number of
Firm Rating’ (in millions) (in millions)? Employees
Bank of America A— $2,129,046 $166.8 282,000
Barclays® A $2,430,190 $91.4 141,100
Citigroup A— $1,873,878 $221.0 266,000
Credit Suisse® A $1,118,394 $84.7 49,700
Deutsche Bank® A+ $2,804,760 $104.0 100,996
Goldman Sachs A— $923,225 $113.0 33,000
JPMorgan Chase A $2,265,792 $101.0 260,157
Morgan Stanley A— $749,898 $129.0 61,889
uBs? A $1,512,966 $83.5° 64,820

Note 1: S&P rating for long-term debt in respective 2011 annual or Q4 2011 quarterly reports.

Note 2: Barclays, Goldman Sachs, JPMorgan Chase, Morgan Stanley, and UBS's average daily VaR are calculated using a 95% confidence
level. Morgan Stanley estimates its average daily VaR at $249 million at a 99% confidence level. Credit Suisse employs a 98% confidence
interval, while Bank of America, Citigroup, and Deutsche Bank estimate VaR using a 99% confidence level.

Note 3: Assets calculated at USD/GBP rate of 1.5543 on December 31, 2011; VaR calculated at average USD/GBP rate of 1.6041.
Note 4: Assets calculated at CHF/USD rate of 0.9381 on December 31, 2011; VaR calculated at average CHF/USD rate of 0.8866.
Note 5: Assets calculated at USD/EUR rate of 1.2961 on December 31, 2011; VaR calculated at average USD/EUR rate of 1.3842.
Note 6: Figure for quarter ended December 31, 2011.

Source: Respective 2011 10-K filings; Bloomberg L.P.
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Table 1.3 Leverage and Average ROE

Leverage (Assets/Equity) Avg. ROE'
Firm YE-08 YE-09 YE-10 YE-11 2008-2011
Bank of America 10.3 9.6 9.9 9.3 —-0.3%
Barclays? 433 23.6 23.9 24.0 7.9%
Citigroup 13.5 12.0 11.5 10.4 —7.9%
Credit Suisse 24.8 21.3 24.0 255 3.6%
Deutsche Bank* 69.0 39.5 37.8 3 4.3%
Goldman Sachs* 13.5 11.8 11.6 12.9 12.4%
JPMorgan Chase 13.0 12.3 12.0 12.3 7.0%
Morgan Stanley* 13.0 14.6 12.3 10.7 5.8%
UBS? 49.7 27.6 254 24.5 —10.9%

Note 1: ROE calculated based on net income from continuing operations available to common equity holders divided by average common
shareholders’ equity.

Note 2: Barclays, Deutsche Bank, and UBS financials are presented under IFRS standards. All other banks are presented according to U.S.
GAAP. A major difference between IFRS and U.S. GAAP is the accounting for derivatives, nonderivative trading assets, and reverse repos/
borrowed securities. The former shows gross exposures while the latter shows values on a net basis.

Note 3: YE-11 leverage numbers for Deutsche Bank were unavailable at the time of publication. As of September 30, 2011, the most recent
asset-to-equity ratio for the German bank was 42.98.

Note 4: Goldman Sachs and Morgan Stanley reclassified their fiscal years in 2008. YE-2008 numbers are LTM on November 28, 2008.
Source: Capital 1Q; author estimates

Table 1.4 Share Price and Market Capitalization

End of 2010  End of 2011 End of 2010 Market = End of 2011 Market
Firm SharePrice’  SharePrice’> % Change Cap (in millions) Cap (in millions)
Bank of America $13.34 $5.56 -58.3% $134,536 $56,355
Barclays $16.52 $10.99 -33.5% $50,311 $33,518
Citigroup $47.30 $26.31 -44.4% $137,407 $76,923
Credit Suisse $40.41 $23.48 -41.9% $47,931 $28,247
Deutsche Bank $52.05 $37.86 -27.3% $48,380 $35,191
Goldman Sachs? $168.16 $90.43 -46.2% $90,861 $46,182
JPMorgan Chase $42.42 $33.25 -21.6% $165,827 $126,342
Morgan Stanley® $27.21 $15.13 -44.4% $41,165 $29,162
UBS $16.47 $11.83 -28.2% $63,093 $45,334

Note 1: Closing prices as of December 31, 2010.

Note 2: Closing prices as of December 31, 2011.

Note 3: Morgan Stanley and Goldman Sachs were formerly pure-play investment banks, but are now considered universal investment
banks since they converted to bank holding companies.

Source: Bloomberg L.P.

Investment Banking Businesses

Although each investment bank takes a somewhat different approach, the basic busi-
nesses of most large investment banks consist of (a) an investment banking business man-
aged by the Investment Banking Division that principally focuses on capital raising and
mergers and acquisitions (M&A) transactions for corporate clients and capital raising
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Table 1.5 Investment Banking Firms
Global Investment Large Regional Boutique Investment Retail Brokerage
Banks Investment Banks Banks Firms'
® Bank of America BNP Paribas ® Broadpoint Gleacher ® Charles Schwab
® Barclays CIBC ® Evercore Partners ® Commonwealth
® Citigroup HSBC ® Greenhill & Co. ® Financial Network
® Credit Suisse Macquarie ® Houlihan Lokey ® E* Trade
® Deutsche Bank Mizuho ® Jefferies & Co. ® Edward Jones
® Goldman Sachs MUFG ® Keefe, Bruyette & Woods @ LPL Financial
® JPMorgan Chase Nomura ® |azard ® Royal Alliance
® Morgan Stanely Royal Bank of Canada ® Moelis & Co. ® Scottrade
® UBS Royal Bank of Scotland ® Perella Weinberg ® TD Ameritrade
Société Générale Partners
® Standard Chartered Bank ® Robert W. Baird & Co.
® Sumitomo Mitsui ® Rothschild
® Wells Fargo ® William Blair

Note 1: Retail brokerage firms generally do not provide a full range of investment banking products and services.

for government clients; (b) a sales and trading business managed by the Trading Division
that provides investing, intermediating, and risk-management services to institutional
investor clients, research, and also participates in nonclient-related investing activities;
and (c) an asset management business managed by the Asset Management Division that
is responsible for managing money for individual and institutional investing clients (see
Exhibit 1.2).

Within the nine large global investment banks, Goldman Sachs and Morgan Stanley are
examples of more narrowly focused investment banks. They operate each of the busi-
nesses described before and recently added deposit taking as a new business, following
their transformation to bank holding companies. However, they do not participate in
the noninvestment banking businesses that the other global firms conduct. JPMorgan
Chase (whose investment banking business is separately branded as J.P. Morgan) and
Citigroup are examples of more broadly focused financial organizations that operate a
large investment banking business but also conduct noninvestment banking businesses.
See Figures 1.1 and 1.2 for an overview of the principal businesses of Goldman Sachs and
JPMorgan Chase, respectively.

Investment Banking Division

The Investment Banking Division of an investment bank is responsible for working with
corporations that seek to raise capital through public or private capital markets, risk-
manage their existing capital, or complete an M&A-related transaction. In addition, at
some firms, this division has increasingly provided financing through direct investments
in corporate equity and debt securities, and provided loans to corporate clients. Finally,
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EXHIBIT 1.2 PRINCIPAL BUSINESSES OF INVESTMENT BANKS

Investment Banking Business
Arranges financings for corporations and governments

Advises on mergers and acquisitions (M&A) transactions

Trading Business

Asset Management Business

Debt
Equity
Convertibles

Client Trading
Sells and trades securities and other financial assets as an intermediary on behalf of
investing clients
Operates in two business units: (1) Equity and (2) Fixed Income, Currency, and
Commodities (FICC)"'
Provides research to investing clients

Proprietary Trading and Principal Investing®
Investment activity by the firm that affects the firm’s accounts, but does not involve
investing clients
Focused on investments in equity (public and private), bonds, convertibles, and
derivatives in a manner similar to the investment activities of hedge funds and private
equity funds

Offers equity, fixed income, alternative investments, and money market investment products
and services to individual and institutional clients

For alternative investment products, the firm coinvests with clients in hedge funds, private
equity, and real estate funds

Note 1: Fixed income refers to an investment such as a bond that yields a regular (or fixed) periodic return;
currency refers to foreign exchange (FX); commodities refers principally to energy- and metals-based
commodities.

Note 2: At some firms, Principal Investing is included within the Investment Banking Business.

this division helps government-related entities raise funds and manage risk. Individuals
who work in the Investment Banking Division are called “bankers” and are assigned to
work in either a product group or a client coverage group (see Figure 1.3). The two key
product groups are M&A and Capital Markets. Within the M&A product group, bankers
typically specialize by industry (and at some investment banks, they work within the
industry coverage group).

Within the Capital Markets Group, bankers specialize by working in either Debt Capital

Markets or equity capital markets. Client coverage bankers are usually organized into
industry groups, which typically focus on the following industries: healthcare, consumer,
industrials, retail, energy, chemicals, financial institutions, real estate, financial sponsors,



Investment Banking

Investing and Lending

We provide a broad range of investment banking services

to a diverse group of corporations, financial institutions,
investment funds, and governments. Services include advisory
assignments with respect to mergers and acquisitions,
divestitures, corporate defense activities, risk management,
restructurings and spin-offs, and debt and equity

underwriting of public offerings and private placements,

as well as derivative transactions directly related to

these activities.

Investment Banking— Net Revenues (in millions)

2010 | 54810
2009 $4,984
2008 $5,453

Institutional Client Services

We facilitate client transactions and make markets in
fixed income, equity, currency, and commodity products,
primarily with institutional clients such as corporations,
financial institutions, investment funds, and governments.
We also make markets and clear client transactions on
major stock, options, and futures exchanges worldwide
and provide financing, securities lending, and prime
brokerage services to institutional clients.

We invest in and originate loans to provide financing

to clients. These investments and loans are typically
longer-term in nature. We make investments, directly
and indirectly through funds that we manage, in debt
securities, loans, public and private equity securities,
real estate, consolidated investment entities, and power
generation facilities.

Investing and Lending—Net Revenues (in millions)

I 57,541

$(10,821)

Investment Management

We provide investment management services and offer
investment products (primarily through separately
managed accounts and commingled vehicles, such as
mutual funds private investment funds) across

all major asset classes to a diverse set of institutional
and individual clients. We also offer wealth advisory
services, including portfolio management and financial
counseling, and brokerage and other transacton
services to high-net-worth individuals and families.

Institutional Client Services— Net Revenues (in millions)

2010 N 521796

2009
2008

$32,719
$22,345

Investment Management— Net Revenues (in millions)

2010 NN 55014

2009
2008

$4,607
$5,245

JPMorgan Chase

FIGURE 1.1 Goldman Sachs business segments. Source: Extracted from Goldman Sachs 2010 Annual Report.

Investment Fil:::lat'::al Card Commercial Trse:::zi::d Asset
Bank . Services Banking . Management
Services Services
Businesses: Businesses: Busir B Businesses: Businesses:
¢ Investment * Retail Banking * Credit Card * Middle Market * Treasury * Private Banking
Banking - Consumer o Merchant Banking Services e Investment
- Advisory and business Acquiring ¢ Commercial * Worldwide Management:
- Debt and zgnkglg (inclu- Term Lending Securities - Institutional
i ing business i :
equity Ioags) o Mid-Corporate Services - Retail
underwriting Bankin . i )
* Mortgage g Highbridge
* Market-Making Banking, Auto, * Real Estate
and Trading and Other Banking
- Fixed income Consumer
- Equities Lending
¢ Corporate - Mortgage
Lending production

* Prime Services
* Research

and servicing

- Auto, student,
and other loan
originations
and balances

Real Estate

Portfolios:

- Residential
mortgage
loans

- Home equity
loans and
originations

FIGURE 1.2 JPMorgan Chase business segments. Source: Extracted from JPMorgan Chase 2010 Annual Report.
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Geographical

Coverage Groups

(Relationship Management)

Convertible
Mergers and
Acquisitions

Derivatives

Equity Capital Markets
Investment
Grade
FX, Debt Risk Mgmt., and

Credit Rating Advisory Derivatives

Product Groups

| |
i 01

Debt Capital Markets

Private
Placements

Securitized Products

i
"

FIGURE 1.3 Investment Banking Division.

media and telecom, and technology and public finance, among others (see Exhibit 1.3).
Exhibit 1.4 provides a summary of the product groups in Morgan Stanley’s Investment
Banking Division.

Client Coverage Bankers

Bankers assigned to industry teams are required to become global experts in the industry
and understand the strategic and financing objectives of their assigned companies. They
help CEOs and CFOs focus on corporate strategic issues such as how to enhance

EXHIBIT 1.3 MORGAN STANLEY INDUSTRY COVERAGE

Basic Materials Industrials

Consumer Products Power and Utilities
Communications Real Estate

Energy Retail

Financial Institutions Technology

Financial Sponsors Transportation

Healthcare

Source: “Industry and Regional Coverage,” Morgan Stanley, May 22, 2011; www.morganstanley.com.
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EXHIBIT 1.4 MORGAN STANLEY PRODUCT GROUPS

MERGERS AND ACQUISITIONS

Morgan Stanley’s Mergers and Acquisitions (M&A) department devises and executes
innovative, customized solutions to our clients’ most challenging issues. The M&A team excels
in domestic and international transactions, including acquisitions, divestitures, mergers, joint
ventures, corporate restructurings, recapitalizations, spin-offs, exchange offers, leveraged
buyouts, and takeover defenses, as well as shareholder relations. Morgan Stanley applies its
extensive experience with global industries, regions, and banking products to meet our clients’
short- and long-term strategic objectives.

GLOBAL CAPITAL MARKETS

Morgan Stanley’s Global Capital Markets (GCM) group responds with market judgments

and ingenuity to clients’ needs for capital. Whether executing an IPO, a debt offering, or a
leveraged buyout, GCM integrates our expertise in Sales and Trading and in Investment
Banking to offer clients seamless advice and sophisticated solutions. We originate, structure,
and execute public and private placement of a variety of securities: equities, investment grade
and noninvestment grade debt, and related products. With fresh ideas and distribution
capabilities in every major market, GCM works to help clients get the most value from each
stage of a transaction. GCM also is continually developing capital market solutions to enable
clients to mitigate strategic, operational, credit, and market risks.

SECURITIZED PRODUCTS GROUP

The Securitized Products Group (SPG) engages in a wide array of activities that include
structuring, underwriting, and trading collateralized securities across the globe. SPG makes
active markets and takes proprietary positions in the full range of asset-backed, residential
mortgage-backed, commercial-backed, and collateralized debt obligation securities in both the
cash and synthetic markets. In addition, SPG originates commercial mortgage and single-
family loans through conduit and loan purchase activities, and advises clients on securitization
opportunities. Bringing together Morgan Stanley’s Fixed Income and Investment Banking
divisions, SPG draws on their expertise in finance, capital markets, trading, and research to give
clients the best of securitization finance.

Source: “Industry and Regional Coverage,” Morgan Stanley, May 22, 2011; www.morganstanley.com.

shareholder value. This sometimes leads to an M&A transaction in which clients sell the
company or buy another company. These bankers also help companies to achieve an opti-
mal capital structure, with the appropriate amount of cash and debt on their balance sheet.
This often leads to a capital markets transaction in which the company issues equity or debt,
or repurchases outstanding securities. In short, client coverage bankers develop an in-depth
understanding of a company’s problems and objectives (within the context of their indus-
try) and deliver the full resources of the investment bank in an effort to assist their clients.
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They are the key relationship managers and provide a centralized point of contact for cor-
porate clients of the investment bank.

A financing or M&A assignment usually results in a partnership between client cover-
age bankers and product bankers to execute the transaction for a corporate client. Other
investment banking services can also be introduced by the client coverage banker to the
company, including risk management and hedging advice in relation to interest rate,
energy, or foreign exchange risks; credit rating advice; and corporate restructuring advice.
There are product bankers who are responsible for each of these product areas (which
are a much smaller source of revenue compared to the capital markets and M&A product
areas). Sometimes, the role of the client coverage banker is to encourage a corporate
client not to complete a transaction if it goes against the best interests of that client.
The banker’s mission is to become a trusted advisor to clients as they complete appropri-
ate transactions that maximize shareholder value and minimize corporate risk.

In order for client coverage bankers to be helpful to their corporate clients, bankers must
first develop strong relationships with corporate CEOs and CFOs, and subsequently with
clients’ corporate development and treasury groups. The corporate development group
usually reports to the CFO but sometimes directly to the CEO. Their role is to identify, ana-
lyze, and execute strategic transactions such as mergers, acquisitions, or divestitures. The
treasury group reports to the CFO and focuses on acquiring and maintaining appropriate
cash balances, achieving an optimal capital structure for the company, and risk-managing
the company’s balance sheet. This group also manages the company’s relationship with
credit rating agencies. See Figure 1.4, which summarizes a client coverage banker’s template
for providing investment banking products and services to corporate clients.

Sometimes clients of the Investment Banking Division prefer being covered by bankers
who work in geographical proximity to the client. As a result, some client coverage bankers
may be assigned to cover clients based on a geographic coverage model rather than
through an industry coverage model. Each investment bank attempts to coordinate the
activities of industry coverage and geographic coverage bankers in an effort to meet client
preferences and achieve operating efficiency for the bank.

Capital Markets Group

The Capital Markets Group is comprised of bankers who focus on either equity capital
markets or Debt Capital Markets." At some investment banks, these two groups coordinate
their activities and report to the same person, who oversees all capital markets transac-
tions. At other banks, the two groups report to different individuals and remain fairly
autonomous. The Capital Markets Group operates either as a joint venture between the
Investment Banking Division and the Trading Division or is included solely within the
Investment Banking Division. When issuers need to raise capital they work with a team

'Banks may subdivide the Capital Markets Group even further, for instance, by having a leveraged finance
group that is separate from Debt Capital Markets.
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Undertake strategic Start-up
acquisition/expansion

Enhance Joint venture

operating Invest in core business Soe
Capital projects ;]

performance
Clarify core business mix Spin-off
Improve efficiency/ 100% IPO/
carve-out
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e LBO/recap
Tracking stock
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Maximize Optimize - Fixed-price

shareholder capital Raise capital Debt securities tender
structure

o
Change dividend policy auy Dutch
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Convertible or
preferred securities IOpen marketl

Special dividend

Repurchase shares

Strengthen dialogue with
Improve analysts/investors;
investor manage expectations

understanding

Highlight segment
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Adjust over time

Partial sale

Increased disclosure

Implement
appropriate Adopt/update

takeover structural defenses Structural

protection

Legal

il

D Designates activities in which an investment bank plays
a role and may receive fees for its involvement

FIGURE 1.4 Investment banker’s template. Note that some firms coinvest with corporate clients to facilitate M&A
transactions.

comprised of a client coverage banker and a capital markets banker. The capital markets
banker “executes” the capital raising by determining pricing, timing, size, and other
aspects of the transaction in conjunction with sales professionals and traders in the
Trading Division, who are responsible for creating investment products that meet
the needs of their investing clients (see Figure 1.5).

Equity Capital Markets

Equity Capital Markets (ECM) is comprised of bankers who specialize in common stock
issuance, convertible security issuance, and equity derivatives. Common stock issuance
includes initial public offerings (IPOs), follow-on offerings for companies that return to
the capital markets for common stock offerings subsequent to issuing an IPO, secondary
offerings for major shareholders of a company who wish to sell large “blocks” of common
shares for which the proceeds are received by the selling shareholders and not by the com-
pany, and private placements (that do not require registration with a regulator). Convert-
ible security issuance (see Chapters 3 and 9) usually takes the form of a bond or preferred
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FIGURE 1.5 Capital Markets Group.

share offering, which can be converted (either mandatorily or at the investor’s option) into
a predetermined number of the issuer’s common shares. Equity derivatives enable com-
panies to raise or retire equity capital, or hedge equity risks, through the use of options and
forward contracts.

Bankers in ECM work closely with client coverage bankers to determine suitable cor-
porate targets for these equity-related products. After helping companies decide to com-
plete an equity financing, ECM assumes primary responsibility for executing the
transaction. This involves close coordination with sales and trading professionals in the
Trading Division to determine the investment appetite of their client base, which includes
institutional and individual investors. In essence, ECM intermediates between the Invest-
ment Banking Division’s issuing clients who want to sell securities at the highest possible
price and the Trading Division’s investing clients who want to buy securities at the lowest
possible price. This poses a challenge that requires considerable dexterity to balance
competing interests and structure an optimal equity-related security.

ECM and client coverage bankers must consider many issues with their corporate cli-
ents before initiating a transaction, including credit rating impact and whether the offer-
ing will be “bought” by the investment bank (with the resale price risk borne by the bank),
or sold on an agency basis (with the price risk borne by the issuer). In addition, they focus
on capital structure impact (including cost of capital considerations), earnings per share
dilution, likely share price impact, shareholder perceptions, use of proceeds and, if it is a
“public offering,” filing requirements with the SEC (if a U.S. company), among other
things. This process can take several weeks to several months to complete, depending
on the vagaries of the market and potential issues raised by regulators.

Debt Capital Markets
Bankers in Debt Capital Markets (DCM) focus principally on debt financings for corporate
and government clients. Their clients can be grouped into two major categories:
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investment grade and noninvestment grade issuers. Investment grade issuers have a high
credit rating from at least one of the major credit rating agencies (Baa or stronger from
Moody’s; BBB — or stronger from Standard & Poor’s). Noninvestment grade issuers have
lower ratings and their debt offerings are sometimes called “junk bonds” or “high yield
bonds.”

DCM bankers stand between corporate or government issuers (with whom relation-
ships are maintained by bankers in the Investment Banking Division) and investors (cov-
ered by sales professionals in the Trading Division). Their role is to find a balance between
the competing price objectives of issuers and investors, while facilitating communication
and providing execution of transactions.

Bankers in DCM work closely with client coverage bankers to determine suitable
corporate and government issuer targets and help clients decide timing, maturity, size,
covenants, call features, and other aspects of a debt financing. Of critical importance is
determination of the likely impact that a new debt offering will have on the company’s
credit ratings and investor reaction to a potential offering.

In the United States, DCM helps clients raise debt in the public capital markets through
SEC-registered bond offerings or through privately placed 144A transactions (investors
limited to qualified institutional investors). They also serve as the conduit through which
a bank loan can be secured, and provide debt risk management services (using deriva-
tives) and advice regarding the potential credit rating impact of a debt issuance.

M&A Group

At some investment banks, the M&A Group is an independent group from the client cov-
erage group while, at other banks, the two are blended. Regardless, most bankers special-
ize in one or more industries. Unlike the Capital Markets Group, which, at some firms, is a
joint venture between the Investment Banking Division and the Trading Division, the
M&A Group always falls under the sole responsibility of the Investment Banking Division.

The principal products of the M&A Group include: (a) “sell side” transactions, which
involve the sale or merger of an entire company or disposition of a division (or assets)
of a company; (b) “buy side” transactions, which involve the purchase of an entire com-
pany or a division (or assets) of a company; (c) restructurings or reorganizations that focus
on either carving out businesses from a company to enhance shareholder value or dra-
matically changing a company’s capital structure to either avoid bankruptcy or facilitate
a sell side transaction; and (d) hostile acquisition defense advisory services (see Table 1.6).
See Chapter 4 for a detailed description of these products.

M&A bankers develop strong valuation analysis and negotiation skills, and they usually
work directly with a company’s CEO, CFO, and corporate development team. Fees are typ-
ically paid to M&A bankers only on successful completion of a transaction (although in the
case of buy side, restructuring, and defense advisory services, a nominal retainer fee may
be charged during the period of the engagement).
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Table 1.6 Mergers and Acquisitions Products

Sell Side Assignment ® Involves the sale, merger, or disposition of a company
® Highest priority since higher probability of completion
Buy Side Assignment ® Involves the purchase of company
® | ower priority since lower probability of completion
Merger of Equals ® Merger of two companies of equal assets that have comparable market value
Joint Venture ® Two companies contribute assets and form new entity to undertake economic activity
together

Public Market Separation @ Includes carve-out, spin-off, and tracking stock
® Completed in coordination with Equity Capital Markets Group
Hostile Defense ® Raid defense: defense against a specific takeover proposal
® Anti-raid preparation: work to deter future unsolicited takeover activity
® Advice to hostile bidders: strategic and tactical advice on initiating unsolicited takeover

Trading Division

The Dodd-Frank Act of 2010 had a significant impact on the trading divisions of invest-
ment banks. The Act required changes in the areas of proprietary trading and principal
investments (see Chapter 2 for a complete description of the Dodd-Frank Act). The Trad-
ing Division is responsible for the following:

¢ All investment-related transactions with institutional investors, including financial
institutions, investment funds, and the cash management arms of governments and
corporations

¢ Taking proprietary positions in fixed income and equity products, currencies,
commodities, and derivatives

¢ Market-making and clearing activities on exchanges

¢ Principal investments made both directly and through managed funds

This division typically operates in three different business areas: Fixed Income, Curren-
cies, and Commodities; Equities; and Principal Investments. At some investment banks,
Principal Investments activity is conducted from a different division. Research on eco-
nomics, fixed income, commodities, and equities is also provided by the Trading Division
to investing clients (see Chapter 6 for more information on the research function and its
regulatory history).

Fixed Income, Currencies, and Commodities

Fixed Income, Currencies, and Commodities (FICC) makes markets in and trades govern-
ment bonds, corporate bonds, mortgage-related securities, asset-backed securities, cur-
rencies, and commodities (as well as derivatives on all of these products). At some
firms, FICC is also involved in the provision of loans to certain corporate and government
borrowing clients (in coordination with the Investment Banking Division). The business
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also engages in proprietary (nonclient-related) transactions in the same product areas.
Individuals who work in the client-related area of FICC are either traders, who price these
products and hold them in inventory as a risk position, or sales professionals, who market
trade ideas and bring prices from the traders to investors to facilitate purchases and sales
of the products.

Equities

The Equities desk makes markets in and trades equities, equity-related products, and
derivatives in relation to the bank’s client-related activities. The business generates com-
missions from executing and clearing client transactions on global stock, option, and
futures exchanges. Equities also engages in proprietary (nonclient-related) transactions
in the same product areas. As is the case in FICC, individuals who work in the client-
related area of Equities are either traders or sales professionals.

Investment banks typically have a Prime Brokerage business that provides bundled ser-
vices such as securities borrowing and lending, financing (to facilitate leverage), asset cus-
tody, and clearing and settlement of trades to hedge fund clients and other money
managers. Prime brokers provide fund managers with a centralized location for the clearing
of securities, reporting, and financing, while also allowing them to trade with other brokers.
Although initially an equity-centric business, Prime Brokerage has expanded its capabilities
to many other asset classes (in step with the diversification of strategies employed by hedge
funds). Alarge part of Prime Brokerage-related revenue comes from commissions from exe-
cuting and clearing client trades by the sales and trading professionals in Equities. Other
revenue sources include earning spreads on financing and lending activities. Refer to
Chapter 5 for a more detailed discussion of Prime Brokerage and its services.

Nonclient-Related Trading and Investing
Principal Investing

In addition to their most important role of acting as intermediaries to their investing cli-
ents, large investment banks have historically invested in securities and real estate either
directly or by coinvesting in a fund offered to clients. For example, the Principal Invest-
ments division within Goldman Sachs historically invested in public and private compa-
nies in the same way as KKR, a large private equity firm. However, the Dodd-Frank Act now
bars investment banks from running principal investments through funds and requires
that these investments be limited to direct investments only. Banks can still provide seed
investments to funds, but their share in the fund must decrease to below 3% within one
year (or within two years in special circumstances).

Moreover, a bank’s total investment in funds must not exceed 3% of Tier 1 Capital. Prin-
cipal investment frequently involves purchasing public companies using equity provided
by investment banks and debt provided through loans or bonds underwritten by them.
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Table 1.7 Goldman Sachs Principal Investments (in $ millions) as of December 2010

Investment Financial Instruments Owned, at Fair Value Unfunded Commitments
Private Equity Funds $7,911 $4,816

Private Debt Funds $4,267 $3,721

Hedge Funds $3,169 -

Real Estate and Other Funds $1,246 $1,884

Total $16,593 $10,421

Source: Goldman Sachs 2010 Annual Report.

This process is called a leveraged buyout (LBO) or “taking a company private” in the case
of a publicly traded target (see Chapter 16 for more information about LBOs). The com-
bined fair market value of financial instruments owned by, and unfunded commitments of
the Principal Investments area of, Goldman Sachs exceeded $27 billion at the end of 2010.
In addition to control investments, Goldman Sachs also purchases minority positions in
companies. For example, the firm owned common shares of Industrial and Commercial
Bank of China Ltd. (one of China’s largest banks), which have been valued in excess of $5
billion, as well as preferred shares of Sumitomo Mitsui Financial Group (one of Japan’s
largest banks), which have been valued in excess of $1 billion. See Table 1.7 for a summary
of Goldman Sachs’ principal investments.

Proprietary Trading

In addition to making principal investments as described in the preceding, most major
investment banks have historically made short-term, nonclient-related investments in
securities, commodities, and derivatives for their own account. This “proprietary” invest-
ment activity is similar to the investment activities of hedge funds. Indeed, investment
banks’ proprietary investing activities have competed directly with hedge funds for invest-
ing and hedging opportunities worldwide.

During 2005 and 2006, investment banks’ proprietary investing contributed in a signif-
icant way to robust Trading Division earnings. During 2007 and 2008, however, this trading
activity contributed to very large losses at many banks. During the four-quarter period
ending in April 2008, investment banks suffered over $230 billion in proprietary trading
losses. As these losses continued to grow during the rest of 2008, investment banks signif-
icantly curtailed their proprietary investment activity. Investment banks have experienced
a number of scandals involving rogue traders who lost very large amounts of money while
engaging in proprietary trading. For example, Jérome Kerviel, a trader who had been
working for Société Générale, lost approximately $7 billion in January 2008. A proprietary
trading mishap also occurred at UBS in September 2011, when a trader lost approximately
$2.3 billion in trading in futures contracts. The risk had been concealed by the trader’s
creation of fictitious hedging positions. While most banks made positive profits through
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their trading desks in 2009 and 2010, the future of proprietary trading will change due
to the Dodd-Frank Act, which will significantly limit investment banks’ activity in this
arena.

Asset Management Division

The Asset Management business offers equity, fixed income, alternative investments (e.g.,
private equity, hedge funds, real estate, currencies, and commodities), and money mar-
kets investment products and services to individuals and institutions. Investments are
offered in the form of mutual funds, private investment funds, or separately managed
accounts, and are sometimes commingled with the bank’s own investments. Revenues
are created principally based on fees that are paid by investors as a percentage of assets
under management (AUM), which vary depending on the asset class. At times, investors
pay an incentive fee to the investment bank when returns exceed a predetermined bench-
mark. Most firms have a Private Wealth Management business organized alongside the
Asset Management business, reporting to the same division head (see Figure 1.6). The pro-
fessionals in the Private Wealth Management business act as advisors to investors, helping
them decide how to invest their cash resources. In most cases (but not all), investors will
be encouraged to invest in funds managed by the firm’s asset management teams. How-
ever, advisors have a fiduciary obligation to direct investments into the funds (internal or
external) that best meet the risk and return objectives of investors. Chapter 6 provides a
more detailed discussion of the Asset Management business.

Coinvestments in Asset Management Division Funds

Investment banks make direct investments in certain funds managed by their Asset Man-
agement Division. Within the “Alternative Assets” area of this division, investment banks
invest in internally managed funds that focus on (1) private equity (LBOs and other equity

Asset Management Division

Asset Management Private Wealth Management

Money management of Helping high-net-worth
mutual funds, separately individuals, families, and
managed accounts, annuities, foundations to invest, allocate,
alternative investments, and and preserve wealth

other investments

FIGURE 1.6 Asset Management
Division.
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control investments), (2) hedge fund-type investments, and (3) real estate. Investment
banks typically invest their own capital alongside the capital of their high-net-
worth individual and institutional clients in these funds (and they charge investing clients
both management fees and performance fees based on the clients’ AUM). This has
become a very large business for some investment banks. For example, as of January 1,
2009, two of the largest hedge funds in the world were managed by the Asset Management
Divisions of J.P. Morgan and Goldman Sachs (see Table 1.8).

Table 1.8 Top 10 Hedge Funds by Assests under Management

Firm Region AUM ($ bn)’
Bridgewater Associates United States 77.6
Man Group Europe 64.5
J.P. Morgan Asset Management United States 46.6
Brevan Howard Asset Management Europe 36.6
Och-Ziff Capital Management Group United States 28.5
Paulson & Co. United States 28.0
BlackRock Advisors? United States 27.7
Winton Capital Management? Europe 27.0
Highbridge Capital Management United States 26.1
BlueCrest Capital Management Europe 25.0
Baupost Group United States 23.0

Note 1: Figures are as of October 31, 2011 or are based on the latest available numbers.
Note 2: Tied for 7th place
Source: The World's Richest 100 Hedge Funds, Bloomberg.



Regulation of the Securities Industry

Introduction

Activities of investment banks impact the global economy and are very important to the
smooth functioning of capital markets. Given their significance, it is no surprise that the
business of investment banking has been subject to a great deal of government regulation.
This chapter discusses the regulatory environment of investment banking. In Section One,
the U.S. history of investment banking and regulation is discussed. Section Two looks at
more recent events and regulations. Section Three summarizes the regulatory environ-
ment in the United Kingdom, Japan, and China.

Section One: U.S. Regulations
Early Investment Banking

The essence of what an investment bank does in its underwriting business is to act as an
intermediary between issuers and investors so that one party can gain access to capital,
while the other party can preserve and grow wealth. These underwriting services were
essential to the foundation and development of the United States. George Washington,
the first president of the United States, took office in 1789. Already at this time the federal
government had incurred $27 million in debt and the states had debts totaling $25 million.
Alexander Hamilton, the first U.S. Secretary of the Treasury, persuaded Congress and Pres-
ident Washington to assume the state debt and issue bonds to finance this obligation, in
spite of strong opposition from Thomas Jefferson. Investment bankers played a role in
negotiating the terms and conditions of these bonds.

The underwriting function grew significantly in the period after the U.S. revolution.
The firms conducting these premodern investment banking activities were referred to
as “loan contractors.” Their services were to guarantee issuers’ security offerings and sell
them to investors, hopefully at a profit. The loan contractors’ business was performed by
speculators, merchants, and by some commercial banks. In addition, professional auc-
tioneers were often intermediaries in the sale of investment products, taking bids and sell-
ing securities to the highest bidder. Finally, there were private bankers and stockbrokers
who also performed the functions of modern day investment banks.

As the new country began to spread over a vast continent, technological innovation fed
into the ongoing industrial revolution. The benefits from increased economies of scale
made large projects essential and profitable. Large-scale implementation of new technol-
ogies allowed for the extraction of natural resources, which created a need for trains to
transport people and resources between cities. This and many other activities required
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capital that no individual or firm could afford alone. As a result, a more formal version of
investment banking developed to intermediate between firms needing capital and
individuals desiring to build wealth. By underwriting securities, investment banks made
it possible for many investors to pool their wealth to meet the great capital needs of a
growing nation.

Industrial growth created a new class of wealthy industrialists and bankers who helped
finance their empires. During this period, investment bankers operated in a regulatory
vacuum and were largely free to respond as they saw fit to changing market forces.
The practices they developed brought them power and influence. From 1879 to 1893,
the mileage of railroads in the United States tripled, and the financing of railroad bonds
and stocks rose from $4.8 to $9.9 billion, keeping investment bankers busy underwriting
these new issues. At the same time, other industrial growth was emerging that required
family-owned businesses with limited resources to incorporate in order to raise more cap-
ital than could otherwise be obtained. This led to the use of investment banking services
by an ever-increasing number of companies. The demand for capital had grown, and at
the same time so had the supply of capital, including capital provided by foreigners, which
doubled from $1.4 to $3.3 billion between 1870 and 1890.

The Growth of Investment Banking

Investment banking practices expanded further in the period between 1890 and 1925.
During this era, banks were highly concentrated and the industry was largely run by
an oligopoly, which included J.P. Morgan & Co.; Kuhn, Loeb & Co.; Brown Brothers; and
Kidder, Peabody & Co. During this period, the United States did not require separa-
tion between commercial and investment banks, which meant deposits from the com-
mercial banking side of the business often provided an in-house supply of capital to
deploy in the bank’s underwriting projects. From 1926 to 1929 equity issuance jumped
from $0.6 to $4.4 billion, while bond issuance decreased, as companies increasingly
took advantage of a seemingly unstoppable rise in the stock market by preferring equity
issuance to debt.

Limited Regulation

During the investment environment of the first three decades of the twentieth century, the
lack of regulation, strong demand for securities, and fierce competition resulted in weak
internal controls in banks. Despite their previous attempts at self-regulation, banks could
not prevent scandals. In response to growing criticism and societal desire for industry reg-
ulation, the banking industry formed the Investment Bankers Association of America
(IBAA) in 1912 as a splinter group of the American Bankers Association. One of the ideas
established by the IBAA was the concept of non—price discrimination in the sale of secu-
rities, regardless of the investor and transaction size. Although there was limited federal
regulation of investment banks before the Great Depression started in 1929, banks had to
adhere to state securities laws, also known as “Blue Sky” laws.
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The first Blue Sky law was enacted in Kansas in 1911. Among other features, it required
that no security issued in the state could be offered without previously obtaining a permit
by the state’s Bank Commissioner. Between 1911 and 1933, 47 states enacted similar state
laws regulating the issuance of new securities (all of the existing states at the time except
Nevada). As federal regulations were enacted in the 1930s and 1940s, the state laws
remained on the books while the federal laws mostly duplicated and extended the Blue
Sky laws. The passage of the National Securities Markets Improvement Act by Congress
in 1996 effectively removed states from securities regulation of investment banks, except
for antifraud matters.

On October 28, 1929, referred to as Black Monday, a precipitous fall in the stock market
began. In spite of the 1929 crash and the ensuing economic malaise, President Herbert
Hoover did not promote any meaningful new regulation of the financial markets. In contrast,
Franklin Roosevelt, who became president in 1933, took an active approach to the economic
difficulties and instituted a variety of regulations that shaped the financial sector, investment
banks in particular, for the remainder of the century. At Roosevelt’s urging, Congress passed
seven pieces of legislation that significantly impacted the business of investment banking.

Three of these laws, the 1933 Securities Act, the 1933 Glass-Steagall Act, and the 1934
Securities Exchange Act, drastically altered the business environment in which invest-
ment banks practiced. The next portion of this section will go into detail regarding the reg-
ulatory requirements found in these three pieces of legislation. The other four legislative
acts that impacted investment banking to a lesser extent will also be briefly covered.
Finally, more recent legislation, including the Gramm-Leach-Bliley and Sarbanes-Oxley
Acts, as well as the regulatory response to the Bear Stearns collapse, Lehman Brothers’
bankruptcy, and the economic crisis of 2007-2009 will be addressed.

The Securities Act of 1933

The Securities Act of 1933 was meant to bring stability to capital markets and stop manip-
ulative and deceptive practices in the sale or distribution of financial securities. The Secu-
rities and Exchange Commission (SEC) states that the 1933 Act had two purposes: “[to]
require that investors receive financial and other significant information concerning secu-
rities being offered for public sale; and prohibit deceit, misrepresentations, and other
fraud in the sale of securities.” To fulfill these objectives, the 1933 Act required investment
banks that participated in the distribution of securities to disclose a significant amount of
relevant and important details regarding securities and the firms they represented. Prior to
the enactment of this law, few investors received basic information regarding their invest-
ments. The new law set a minimal requirement for providing information and ensured
that all potential investors could access relevant issuer records.

The 1933 Act has four main sections of regulation that impact investment banks.
The relevant sections relate to submitting a registration statement to the SEC; providing
an investment prospectus to potential investors; assuming civil and criminal liability for
disclosure; and having a post filing waiting period before selling issues to the public.
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The Registration Statement

Before a security can be sold in the United States, certain information regarding the issuer
and the securities being issued must be provided to regulators and prospective investors
through a filing with the SEC. Exhibit 2.1 is an abridged list of information regarding the
issuer and the issuance that must be included in the registration statement. There are cer-
tain exceptions or exclusions from the registration requirements of the 1933 Act. These
include when the issuance will only be offered intrastate, making it solely the jurisdiction
of state laws; when the issuance of securities is by a municipality, a state, or the federal
government; when the offering is below a certain value cutoff; and when the offering
is made privately or is made to a small number of investors. Generally, the 1933 Act pro-
vides for certain exceptions based on the type of security that is offered (security-based
exceptions) and based on the type of offering (transaction-based exceptions).

EXHIBIT 2.1 REGISTRATION INFORMATION REQUIRED BY THE 1933 ACT

* Summary information, risk factors, and ratio of earnings to fixed charges
¢ Use of proceeds
¢ Dilution
¢ Selling security holders (if any)
¢ Plan of distribution
¢ Description of securities to be registered
¢ Interests of named experts and counsel
¢ Information with respect to registrant
Description of business
Audited financial information
Description of property
Legal proceedings
Market price of and dividends on the registrant’s common equity and related stockholder
matters
Management’s discussion and analysis of financial condition and results of operations
Changes in and disagreements with accountants on accounting and financial disclosure
Quantitative and qualitative disclosures about market risk
Directors and executive officers
Executive compensation
Corporate governance
Security ownership of certain beneficial owners and management
Transactions with related persons, promoters, and certain control persons
e Material changes
¢ Disclosure of commission position on indemnification for Securities Act liabilities

Source: U.S. Securities and Exchange Commission.
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The Investment Prospectus

Companies are also required to provide investors with a prospectus, which contains cer-
tain of the information included in the registration statement. The securities cannot be
distributed until after the issue has been registered with the SEC. Any known misstate-
ment or omission of material information from the registration statement is a criminal
offense and can leave the issuer and underwriter liable to investor lawsuits.

New Liabilities

Before the 1933 Act, there were no special laws assigning liability to investment bankers
beyond those that applied to the activities of all citizens. The enactment of the 1933 Act created
liability for investment bankers if “material facts” are omitted from the registration statement
and investors suffer a loss that is attributable to that omission. If this occurs, investors can sue
the banks to repurchase their shares at the original price and rescind the transaction. Under-
writers’ liabilities were broadly defined since, as intermediaries between issuers and investors,
banks have more information than do investors regarding a company. To mitigate their liabil-
ity, bankers seek to be indemnified by the issuers for any losses (including any costs associated
with litigation) arising from material misstatements or omissions, resulting in a shared
responsibility to provide accurate and complete information to purchasers of securities.
See Exhibit 2.2 for sample indemnification language found in underwriting agreements.

EXHIBIT 2.2 SAMPLE INDEMNIFICATION SECTION FROM UNDERWRITING AGREEMENTS

Indemnification The company agrees to indemnify and hold harmless the Underwriters and
each person, if any, who controls the Underwriters within the meaning of Section 15 of the
Securities Act or Section 20(a) of the Exchange Act against any and all losses, liabilities, claims,
damages and expenses as incurred (including but not limited to reasonable attomeys’ fees and any
and all reasonable expenses incurred in investigating, preparing or defending against any
litigation, commenced or threatened, or any claim, and subject to subsection [ ] of this Section,
any and all amounts paid in settlement of any claim or litigation), joint or several, to which they or
any of them may become subject under the Securities Act, the Exchange Act or any other federal or
state statutory law or regulation, at common law or otherwise, insofar as such losses, liabilities,
claims, damages or expenses (or actions in respect thereof) arise out of or are based upon any
untrue statement or alleged untrue statement of a material fact contained in the Prospectus, or any
amendment or supplement thereto, or arise out of or are based upon the omission or alleged
omission to state therein or necessary to make the statements therein not misleading; provided,
however that the issuers will not be liable in any such case to the extent but only to the extent that
any such loss, liability, claim, damage or expense arises out of or is based upon any such untrue
statement or alleged untrue statement or omission or alleged omission made therein in reliance
upon and in conformity with written information furnished to the issuers relating to the
Underwriters by the Underwriters expressly for use therein. This indemnity agreement will be in
addition to any liability which the Issuers may otherwise have included under this Agreement.

Source: Jenner & Block LLP.
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One impact of the law has been a greater distinction between underwriters and dealers
or selling group members. In general, an underwriter refers to the party that works directly
with an issuer and agrees to purchase a new securities issue. A dealer is the party that
works with the end investors and sells securities that are on an underwriter’s books. These
functions were originally intertwined, but because dealers are not liable under the 1933
Act, to some extent the two functions have been separated in order to limit further the
entities exposed to liabilities and to reduce the likelihood of a civil liability suit.

Due Diligence

Due diligence is the practice of reviewing information about an issuer in an effort to mitigate
risk. It is conducted in connection with most securities offerings, with most acquisitions,
and with many other transactions. In order to avoid being held liable for false or misleading
disclosure in a registration statement, an underwriter must conduct an investigation
“reasonably calculated to reveal all those facts [that] would be of interest to a reasonably
prudent investor.” What is appropriate will be determined based on the facts and circum-
stances of each offering and then only in hindsight. Exhibit 2.3 summarizes six proposed

EXHIBIT 2.3 SIX PROPOSED PRACTICES TO BE INCLUDED IN AN UNDERWRITER'S

DUE DILIGENCE EFFORT

¢ Whether the underwriter received the registration statement and conducted a reasonable
inquiry into any fact or circumstance that would cause a reasonable person to question
whether the registration statement contains an untrue statement of a material fact or omits to
state a material fact required to be stated therein or necessary to make the statements therein
not misleading;

¢ Whether the underwriter has discussed the information contained in the registration
statement with the relevant executive officers of the registrant (including, at minimum, the
CFO or Chief Accounting Officer) and the CFO (or his or her designee) has certified that she or
he has examined the registration statement and that, to the best of his or her knowledge, it
does not contain any untrue statement of a material fact or omit to state a material fact
required to be stated therein or necessary to make the statements therein not misleading;

*  Whether the underwriters has received a SAS 100 comfort letter from the issuer’s auditors;

¢  Whether the underwriter has received a 10b-5 negative assurance from issuer’s counsel;

*  Whether the underwriter employed counsel that, after reviewing the issuer’s registration
statement, Exchange Act filings, and other information, provided a 10b-5 negative
assurance; and

¢ Whether the underwriter employed and consulted a research analyst that:

Has followed the issuer or the issuer’s industry on an ongoing basis for at least 6 months
immediately before the commencement of the offering.

Has issued a report on the issuer or its industry within the 12 months immediately before
the commencement of the offering.

Source: Morrison & Foerster LLP.
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EXHIBIT 2.4 FACTORS CONSIDERED BY COURTS WHEN REVIEWING AN UNDERWRITER’S
DUE DILIGENCE ACTIVITY

* Reasonable reliance on expertised portions of a registration statement (like certified financial
statements)

* Investigation in response to a “red flag,” including independent verification (management
interviews; site visits; customer calls; receipt of written verification from the issuer, issuer’s
counsel, underwriter’s counsel, and the auditors; familiarity with the issuer’s industry; a
review of the issuer’s internal documents; and an interview with independent auditors)

* Updating information through the offering date, including updating information contained
in the issuer’s Exchange Act reports (bring-down diligence)

* Documentation of diligence investigation

Source: Morrison & Foerster LLP.

practices to be included in an underwriter’s due diligence effort. Exhibit 2.4 summarizes
factors considered by courts when they review an underwriter’s due diligence activity.

Gun-Jumping Rules
Securities offerings can be divided into three stages under the 1933 Act:

1. The “prefiling period” begins with the decision to proceed with an offering and ends
with the filing of the registration statement.

2. The “waiting period” is the period between the filing and effectiveness of the
registration statement.

3. The “posteffective period” is the period after the registration statement has been
declared effective by the SEC (sales of securities can be made during this period).

Prior to reforms promulgated during 2005, oral and written offers by any issuer were pro-
hibited during the waiting period (which is also called the “quiet period”). During the quiet
period, oral or written offers, but not sales, could be made and any offers made in writing
could only be made by means of a prospectus that conformed to the requirements of the
1933 Act. This prospectus is typically called a “red herring” prospectus (because of the red
legend on the first page that reminds investors that the information contained in the pro-
spectus is “preliminary”). Violations of these basic restrictions are referred to as “gun-
jumping” and may result in an SEC-imposed “cooling-off” period, rescission rights to pur-
chasers in the public offering, and class action or other litigation.

The securities offerings reforms enacted in 2005 provide safe harbors for communica-
tions made more than 30 days before filing a registration statement that do not reference a
securities offering, for the regular release of “factual business information,” and, in the
case of reporting issuers, for certain “forward-looking information.” For certain large
issuers that meet minimum size standards and are followed by sophisticated investors
and research analysts (called well-known seasoned issuers, or “WKSIs”), unrestricted oral
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or written offers are permitted before a registration statement is filed without violating
gun-jumping provisions.

For all issuers, the use of “free writing prospectuses” following the filing of a registration
statement, which may include information that goes beyond (but may not be inconsistent
with) the information in the prospectus, is permitted. This avoids the need to file a more
formal and time-consuming prospectus supplement or amendment to the registration
statement when new information needs to be disclosed. In summary, with the exception
of the favorable treatment given to WKSIs, the regime governing dissemination of infor-
mation during the offering process remains largely unchanged since 1933, although sim-
plified to reflect technological advances and changes in the capital markets, and issuers
must be careful how they communicate before and during the offering process to avoid
actions that could be deemed to be conditioning the market. See Exhibit 2.5 for a summary
of the 1933 Act.

The Glass-Steagall Act (formally, the Banking Act of 1933)

Another legislative response to the stock market crash of 1929 and the collapse of numer-
ous banks thereafter was passage of the Glass-Steagall Act, which was signed into law on
June 16, 1933. The Glass-Steagall Act was a large piece of regulation that, among other
things, separated commercial and investment banks and created the Federal Deposit
Insurance Corporation (FDIC), which insured depositors’ assets in the event of a bank’s
default (originally for up to $2,500; today up to $250,000). This Act had a significant effect
on investment banking since it required the industry to alter its operations and the struc-
ture of its firms, changed the process for distribution and underwriting of securities, and
cut off a key source of capital for new security underwriting.

During the Great Depression, over 11,000 banks closed or merged: One out of every
four banks that existed in 1929 was no longer operating by 1934. Before the Glass-Steagall
Banking Act, there was no required separation between underwriting, investment, and
depository banking services. A bank could (and did) take in deposits from checking
account holders and use that money to invest in securities it was underwriting for its
own in-house investment activities. Given this situation, the safety of a depositor’s assets
was in doubt, especially since there was no FDIC insurance to guarantee repayment. The
Glass-Steagall Act was a response to this unstable environment.

Separation of Private Banks into Deposit and Investment Banks

Private banks were able to both accept deposits and perform the functions of an invest-
ment bank prior to the Glass-Steagall Act. The Act required private banks to choose to be
either a private depository bank or an investment bank.

Separation of Commercial and Investment Banks
Commercial banks, like private banks, were both accepting deposits and engaging in the
functions of investment banking. After the Glass-Steagall Act was passed, investment
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EXHIBIT 2.5 SUMMARY OF THE SECURITIES ACT OF 1933

Often referred to as the “truth in securities” law, the Securities Act of 1933 has two basic
objectives:

Require that investors receive financial and other significant information concerning
securities being offered for public sale; and
Prohibit deceit, misrepresentations, and other fraud in the sale of securities.

Purpose of Registration

* A primary means of accomplishing these goals is the disclosure of important financial
information through the registration of securities. This information enables investors, not the
government, to make informed judgments about whether to purchase a company’s securities.
While the SEC requires that the information provided be accurate, it does not guarantee the
accuracy of the information. Investors who purchase securities and suffer losses have
important recovery rights if they can prove that there was incomplete or inaccurate disclosure
of important information.

Registration Process
* Ingeneral, securities sold in the United States must be registered. The registration forms that
companies file provide essential facts while minimizing the burden and expense of
complying with the law. In general, registration forms call for:
a description of the company’s properties and business
a description of the security to be offered for sale
information about the management of the company
financial statements certified by independent accountants
* Registration statements and prospectuses become public shortly after filing with the SEC.
If filed by U.S. domestic companies, the statements are available on the EDGAR database
accessible at www.sec.gov. Registration statements are subject to examination for compliance
with disclosure requirements. Not all offerings of securities must be registered with the SEC.
Some exemptions from the registration requirement include:
private offerings to a limited number of persons or institutions
offerings of limited size
intrastate offerings
securities of municipal, state, and federal governments

Source: U.S. Securities and Exchange Commission.

banking functions that a commercial bank could perform were substantially reduced and
their underwriting capacity was severely limited. They were only allowed to underwrite
bonds or to “agent” offerings for municipal, state, and federal government bodies. Those
banks that chose commercial banking over investment banking either spun off their
investment banking business (for example, JPMorgan & Co decided to operate as a com-
mercial bank and spun off its investment banking arm to form Morgan Stanley in 1935) or
drastically cut staff. In addition, commercial banks were limited to earning no more than
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10% of total income from securities transactions, not including an exemption for the
underwriting of government-issued bonds.

Separation of Directors and Officers from Commercial Banks and Securities Firms
Partners and officials of firms associated with security investments were restricted from
serving as directors or officers of commercial banks. All of these changes had the same
goal: to ensure that resources from depositors were protected from being unknowingly
put at risk. However, the Glass-Steagall Act was overturned by the Gramm-Leach-Bliley
Act in 1999, which once again allowed banks to conduct both investment banking and
commercial banking activities if these activities operated under a holding company
structure.

Securities Exchange Act of 1934

A supplement to the Securities Act of 1933, the Securities Exchange Act of 1934 was
the third and final expansive law passed during the Roosevelt presidency that reshaped
the investment banking industry. This Act is sometimes referred to as the Exchange
Act. Passed on June 6, 1934, the new law dealt primarily with the supervision of
new security offerings, ongoing reporting requirements for these offerings, and the
conduct of exchanges. The law also significantly changed the secondary market
for securities by requiring minimal reporting standards and codifying rules for
transactions. In addition, it required that exchanges be governed by self-regulatory
organizations (SROs). NYSE Euronext and NASDAQ, the two largest U.S. exchanges,
are self-regulated SROs.

The Exchange Act also created the Securities and Exchange Commission (SEC), which
took over responsibility for supervising capital markets, including the supervision of
investment banks. To carry out its mission, the SEC was provided with broad powers to
enact and enforce new regulations on exchanges, investment banks, broker/dealers,
and traders in order to protect the safety and soundness of the securities business. The
SEC is responsible for carrying out and enforcing the Securities Act of 1933; it regulates
activities on the exchanges and adopts rules and procedures for its members to follow,
and it prohibits manipulative practices like wash sales and matched orders, while setting
strict standards for short selling and stop-loss orders.

The role of the SEC in capital markets cannot be overstated. It continually makes
adjustments to prior rules and regulations to minimize the potential for unfair under-
takings while promoting the efficiency of the capital markets. In addition, the SEC main-
tains flexibility in order to keep up with the regulation of new types of securities and
financial products (for example, the increased trading of collateralized debt obligations)
and investment practices (such as the change from a fractional system of reporting stock
prices to a decimal system). See Exhibit 2.6 for a summary of the Exchange Act of 1934.
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EXHIBIT 2.6 SECURITIES EXCHANGE ACT OF 1934

With this Act, Congress created the Securities and Exchange Commission (SEC). The Act
empowers the SEC with broad authority over all aspects of the securities industry. This includes
the power to register, regulate, and oversee brokerage firms, transfer agents, and clearing
agencies as well as the nation’s self-regulatory organizations (SROs), including securities
exchanges such as NYSE Euronext and NASDAQ.

The Act also identifies and prohibits certain types of conduct in the markets and provides
the SEC with disciplinary powers over regulated entities and persons associated with them. It
also empowers the SEC to require periodic reporting of information by companies with publicly
traded securities.

Corporate Reporting

Companies with more than $10 million in assets whose securities are held by more than 500
owners must file annual and other periodic reports. These reports are available to the public
through the SEC’s EDGAR database. Other companies that are not required to file may voluntarily
choose to do so.

Proxy Solicitations

The Securities Exchange Act also governs the disclosure of materials used to solicit shareholder
votes in annual or special meetings held for the election of directors and the approval

of other corporate actions. This information, contained in proxy materials, must be filed with
the SEC in advance of any solicitation to ensure compliance with the disclosure rules.
Solicitations, whether by management or shareholder groups, must disclose all important
facts concerning the issues on which shareholders are asked to vote.

Significant Ownership Stakes and Tender Offers

The Securities Exchange Act requires disclosure of important information by anyone seeking
to acquire more than 5% of a company’s securities by direct purchase or tender offer. Such an
offer is often extended in an effort to gain control of the company. As with the proxy rules,
this allows shareholders to make informed decisions on these critical corporate events. The Act
also requires holders of a significant amount of a public security to file certain regular reports in
order to inform nonaffiliated shareholders about potential ownership changes.

Insider Trading

The securities laws broadly prohibit fraudulent activities of any kind in connection with the offer,
purchase, or sale of securities. These provisions are the basis for many types of disciplinary
actions, including actions against fraudulent insider trading. Insider trading is the trading of a
security by a person in possession of material nonpublic information in violation of a duty to
withhold the information or refrain from trading.

Source: U.S. Securities and Exchange Commission.
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EXHIBIT 2.7 INVESTMENT COMPANY ACT OF 1940

This Act regulates the organization of companies, including mutual funds, that engage primarily
in investing, reinvesting, and trading in securities, and whose own securities are offered to the
investing public. The regulation is designed to minimize conflicts of interest that arise in these
complex operations. The Act requires these companies to disclose their financial condition and
investment policies to investors when stock is initially sold and, subsequently, on a regular basis.
The focus of this Act is on disclosure to the investing public of information about the fund
and its investment objectives, as well as on investment company structure and operations.
It is important to remember that the Act does not permit the SEC to directly supervise the
investment decisions or activities of these companies or judge the merits of their investments.

Source: U.S. Securities and Exchange Commission.

Investment Company Act of 1940

The Investment Company Act of 1940 describes what constitutes an investment company
(including its best-known form, a mutual fund) and separates the functions of investment
banks and investment companies. This Act sets out restrictions on the number of invest-
ment bankers who can serve as directors of an investment company and restricts business
transactions between investment banks and investment companies. See Exhibit 2.7 for a
summary.

Section Two: Recent Developments in Securities
Regulations

After World War II little happened with regard to major legislation impacting investment
banks in the United States for almost 60 years. Section Two discusses recent changes in
regulation, including the Gramm-Leach-Bliley Act, the Sarbanes-Oxley Act, and the
Dodd-Frank Act.

Gramm-Leach-Bliley Act

On November 12, 1999, the U.S. Congress passed the Gramm-Leach-Bliley Act, which
overturned the mandatory separation of commercial banks and investment banks
required by the Glass-Steagall Act of 1933. This legislation is also referred to as the Finan-
cial Services Modernization Act. The original reason for the separation was the concern
that depositors’ holdings would be used aggressively in risky endeavors by the investment
banking side of the firms. The argument for joining the two types of firms was that it would
provide a more stable business model irrespective of the economic environment. In poor
economic environments, people tend to hold onto cash, which drives up commercial
banking deposit revenues, thereby providing a balance to a slow new securities issuance
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market. On the other hand, in a booming economy, cash deposits are low but new issu-
ance activity is high.

Another argument for rejoining investment banks and commercial banks was that
non-U.S.-headquartered universal banks, such as Deutsche Bank, UBS, and Credit Suisse,
were not encumbered by the Glass-Steagall Act. These banks had a competitive advantage
over U.S.-headquartered commercial banks, such as Citigroup, JPMorgan Chase, and
Bank of America, and stand-alone investment banks, such as Goldman Sachs and Morgan
Stanley, because the non-U.S.-headquartered banks could participate in both commercial
banking and investment banking activities.

The separation of commercial and investment banks had already been gradually weak-
ened over the years and the Gramm-Leach-Bliley Act was the final step. As early as 1986,
the Federal Reserve allowed bank holding companies to participate in the underwriting of
corporate issues, whereas they were previously restricted to only government debt under-
writing. The Fed required that this nongovernment underwriting activity could represent
no more than 10% of a commercial bank’s total revenues. In 1996 this was further weak-
ened by increasing the revenue limit from 10 to 25%. Finally, in 1999 the remaining restric-
tions were relaxed through passage of the Gramm-Leach-Bliley Act. This Act allowed
Citigroup, formed through the merger of Citicorp and Travelers Group in 1998, to
keep the investment banking business that was a part of Travelers Group. It also enabled
commercial bank Chase Manhattan Bank to acquire the investment bank JPMorgan & Co
in 2000.

The regulatory environment of banks also changed with this Act. Commercial banks
were already regulated by the Federal Reserve (among other regulators, depending on
the specific type of commercial bank). The Act, however, failed to give the SEC (or any
other agency) direct authority to regulate large investment bank holding companies.
Without explicit statutory authority over these institutions, the SEC created the Consoli-
dated Supervised Entities (CSE) program in 2004 pursuant to which investment bank
holding companies were subject to voluntary regulation by the SEC in an attempt to fill
this regulatory gap. As a result of the financial crises that led to the conversion of the
remaining U.S. investment banks (Goldman Sachs and Morgan Stanley) into bank holding
companies during the fall of 2008, the CSE program was no longer necessary and was,
therefore, ended in September 2008. The previous regulatory gap was automatically filled
by virtue of the adoption of bank holding company status by the remaining investment
banks. The Federal Reserve now shares with the SEC principal regulatory oversight of
all investment banking activities in the United States.

Sarbanes-Oxley Act

The Sarbanes-Oxley Act of 2002 produced a sweeping change in regulation that impacted
corporate governance, disclosure, and conflicts of interest. Although this bill was expan-
sive, its impact on investment banking was less significant than its impact on auditors and
public companies and their boards of directors.
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The principal impact of this Act on investment banking related to research and due
diligence. The Act required the SEC to adopt rules to minimize the risk of investment
bankers influencing equity analysts’ research reports by separating stock analysis from
underwriting activities. For example, analysts’ compensation could no longer be based
on investment banking underwriting revenues, and analysts who provided a negative
report of a company were protected from retaliation by the bankers responsible for under-
writing activities.

The Sarbanes-Oxley Act had several other broad implications that impacted the regu-
latory environment of securities markets. It created the Public Company Accounting Over-
sight Board to set accounting rules and standards and also reduced the influence of
auditors on corporate decision making. Outside auditors’ independence was more care-
fully defined to avoid conflicts of interest. Top executives of the corporations were
required to personally certify that information made available to investors was accurate
by signing a statement accompanying quarterly and annual filings. Loans to insiders
(employees or others with close ties to the firm) were restricted and additional disclosures
were required by issuers, including off-balance sheet transactions. In addition, the Act
criminalized certain activities and created more responsibilities for the audit committee
of the board, while imposing a significant new layer of costs to enable compliance. See
Exhibit 2.8 for a summary of the Sarbanes-Oxley Act.

Regulation Analyst Certification

The SEC adopted new legislation in 2003 to bring more accountability to research analysts.
Regulation Analyst Certification (Regulation AC) requires research analysts to “certify the
truthfulness of the views they express in research reports and public appearances, and dis-
close whether they have received any compensation related to the specific recommenda-
tions or views expressed in those reports and appearances,” for both equity and debt
securities. For research reports distributed to U.S. persons, the analyst must certify that

1. The views expressed in the research report accurately reflect the research analyst’s
personal views about the subject securities and issuers.

2. Either (a) no part of the analyst’s compensation was, is, or will be directly or indirectly
related to the specific recommendations or views contained in the research report, or
(b) part or all of the analyst’s compensation was, is, or will be directly or indirectly
related to the specific recommendations or views contained in the research report.
If the latter, the certification statement must then include the source, amount, and
purpose of such compensation, and include cautionary language that it may influence
the analyst’s recommendation in the research report.

Global Research Settlement

On April 28, 2003, the SEC and other regulators (Regulators) announced enforcement
actions against the 10 largest investment banking firms (Investment Banks). Regulators
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EXHIBIT 2.8 SUMMARY OF THE SARBANES-OXLEY ACT OF 2002

Restoring Confidence in the Accounting Profession

* The Act established the Public Company Accounting Oversight Board.

* Section 108(b) — The SEC recognized the Financial Accounting Standards Board (FASB) as the
accounting standard setter.

» Title II - The SEC adopted rules improving the independence of outside auditors.

* Section 303 — The SEC adopted rules forbidding improper influence on outside auditors.

Improving “Tone at the Top”

* Section 302 — The SEC adopted rules requiring CEOs and CFOs to certify financial and other
information in their companies’ quarterly and annual reports.

* Section 306 — The SEC adopted rules prohibiting company officers from trading during
pension fund blackout periods.

* Section 402 — This section prohibits companies from making loans to insiders.

* Section 406 — The SEC adopted rules requiring companies to disclose whether they have a
code of ethics for their CEO, CFO, and senior accounting personnel.

Improving Disclosure and Financial Reporting

* Section 401(a) — The SEC adopted rules requiring disclosure of all material off-balance-sheet
transactions.

e Section 401(b) — The SEC adopted Regulation G, governing the use of non-GAAP financial
measures, including disclosure and reconciliation requirements.

* Section 404 — The SEC adopted rules requiring an annual management report on and auditor
attestation of a company’s internal controls over financial reporting.

Improving Performance of “Gatekeepers”

* Section 407 — The SEC adopted rules requiring disclosure about financial experts on audit
committees.

* Section 501 — The SEC approved new SRO rules governing research analyst conflicts of
interest.

Enhancing Enforcement Tools

* Section 305 - This section sets standards for imposing officer and director bars and penalties.

* Section 704 — The SEC issued a study of enforcement actions involving violations of reporting
requirements and restatements.

e Section 1105 — This section gives the SEC the authority in administrative proceedings to
prohibit persons from serving as officers or directors.

Source: U.S. Securities and Exchange Commission.

charged that the Investment Banking Division of Investment Banks had undue influence
over equity research analysts, thereby affecting the objectivity of their investment opin-
ions. In addition, Regulators charged that these conflicts of interest were not adequately
managed or disclosed to investors.
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The Investment Banks, who did not admit to or deny the charges brought against them,
agreed to settle with the Regulators for approximately $1.4 billion. In addition to agreeing
to pay this amount, the Investment Banks agreed to a number of reforms:

1. Structural reforms: The Investment Banks would comply with significant restrictions
relating to interaction between the Investment Banking Division and the equity
research department.

2. Enhanced disclosures: Additional disclosures would be made to recipients of research
reports regarding (among other things) potential conflicts of interest resulting from
investment banking activities.

3. Independent research: The Investment Banks would contract with independent, third-
party research firms to make available to U.S. customers these independent research
firms’ reports.

Finally, outside of research, the Investment Banks also voluntarily agreed to restrict allo-
cations of securities in “hot” IPOs (offerings that begin trading in the secondary market at
a premium) to certain company executive officers and directors, a practice known as
“spinning.” See Chapter 6 for further discussion regarding this enforcement action and
the role of equity research.

Dodd-Frank Act

The Dodd-Frank Wall Street Reform and Consumer Protection Act was signed into U.S.
law on July 21, 2010, the culmination of a comprehensive legislative reform effort that fol-
lowed the financial crisis of 2007-2008. This Act is the most far-reaching regulatory change
to the financial services industry since 1934. It contains 16 provisions and the Volcker Rule
and is mainly focused on protecting consumers, ending “too big to fail” bailouts, improv-
ing coordination between various regulatory agencies, identifying systemic risk early, cre-
ating greater transparency for complex financial instruments, and providing greater
transparency for executive compensation, as described in more detail in the following.

Changes in Financial Oversight

Historically, several government agencies were responsible for regulating financial insti-
tutions, which led to regulatory gaps. The newly created Financial Stability and Oversight
Council is supposed to remedy this situation. One of the main tasks of the Council is to
provide an early warning system for possible emerging systemic risks. Moreover, it is sup-
posed to identify regulatory gaps, oversee the various government agencies involved in
regulation of the financial industry, suggest priorities for financial market regulation,
and promote market discipline.

Consumer Protection
The centerpiece of consumer protection is the newly created “Consumer Financial Pro-
tection Bureau.” The Bureau has independent rule-writing power governing banks and
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nonbanks if they offer financial products to consumers. In order to protect consumers, the
Bureau is able to act without the need for Congress to pass new laws, but it is required to
first coordinate with other regulators.

Securitization

Financial firms that engage in securitization and sale of securitized products such as col-
lateralized debt obligations or mortgage-backed securities must retain at least 5% of each
debt tranche they create. This retained risk, which firms are not permitted to hedge, moti-
vates more careful assessment of risk in creating securitized debt products. Additionally,
securitizers must disclose asset-level data, including individual securities, so that these
securities can be linked to the loan originator and the risk retention of the originator. Since
credit rating agencies provide ratings for securitized products, they must provide detailed
reports documenting the rationale for their rating decisions.

Over-the-Counter Derivatives

Many over-the-counter (OTC) derivatives, such as credit default swaps (CDS), were
completely unregulated prior to the 2007-2008 financial crisis. Through the Dodd-Frank
Act, the Securities and Exchange Commission and the Commodities Futures Trading
Commission (CFTC) now have authority to regulate OTC derivatives where they think
it is necessary. New regulation of OTC derivatives in the Act deals mainly with “swaps”
and “security-based swaps.” Swaps are defined very broadly to cover almost any kind of
OTC derivative, including puts, calls, caps, floors, and other options of a similar kind,
and risk transfer instruments such as total return or credit default swaps. The Act estab-
lishes a code of conduct for registered swap dealers and major swap participants. In
addition, it prescribes public access to swap transaction volume and pricing.

Ending Bailouts

One of the main concerns of the Dodd-Frank Act was to put an end to “too big to fail.” In an
attempt to restrain banks from accumulating too much risk, regulators adopted the so-
called Volcker Rule (named for previous Fed Chairman Paul Volcker). Under the Volcker
Rule, banks are no longer allowed to engage in proprietary trading or act as principal
investors in hedge funds and private equity funds. However, the definition of proprietary
trading is murky and subject to ongoing debate. The Act also includes “funeral plans”
requiring large financial companies to periodically submit plans regarding how they
would shut down in an orderly manner if they were to fail in the future. Additionally,
the Act enables preemptive liquidation of a financial institution if it poses substantial
systemic risk.

Further Provisions

The Dodd-Frank Act also imposes new rules on credit rating agencies, private equity, and
hedge funds. Rating agencies are now overseen by the Office of Credit Ratings within the
SEC. Furthermore, rating agencies may be held accountable if they fail to conduct a
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reasonable investigation of credit risk. If a rating agency continuously provides inaccurate
ratings, the SEC may deregister the offending agency. Hedge funds and private equity
funds are considered to be part of the “shadow banking system.” The Act attempts to
end this system and essentially requires most hedge fund and private equity advisors
to register with the SEC. In addition, they are required to disclose their activities to the
SEC so that a potential systemic risk originating in their activity can be addressed at an
early stage. Shareholder rights have also been strengthened by the Act. In particular, share-
holders are now allowed to vote on executive pay and golden parachutes and to nominate
directors. The Act also provides an incentive for greater corporate reporting accuracy
by allowing for clawbacks if executive compensation is based on inaccurate financial
statements. (See Exhibit 2.9.)

EXHIBIT 2.9 SUMMARY OF THE KEY U.S. LAWS AND AGREEMENTS THAT IMPACT

INVESTMENT BANKS

Securities Act of 1933

¢ Often referred to as the “truth in securities” law, the Securities Act of 1933 has two main
objectives: (1) to require that investors receive financial and other significant information
concerning securities being offered for public sale; (2) to prohibit deceit, misrepresentations,
and other fraud in the sale of securities.

* In general, securities sold in the United States must be registered with the SEC (unless
qualified for certain exemptions) and must provide a minimum required amount of
information regarding the security. After a registration statement is filed with the SEC,
investment prospectuses must also be provided to potential investors.

Glass-Steagall Act (1933)

¢ The Act separated commercial and investment banks and limited the underwriting
capabilities of commercial banks. Partners and officials of firms associated with security
investments were restricted from serving as directors or officers of commercial banks.

¢ The Federal Deposit Insurance Corporation (FDIC) was founded by this Act to insure bank
deposits.

Securities and Exchange Act of 1934

¢ The Act deals primarily with the supervision of new security offerings, ongoing reporting
requirements for these offerings, and the conduct of exchanges. Companies with >$10
million in assets and > 500 owners must file annual and other periodic reports that need to be
available to the public throughout the SEC’s EDGAR database. Proxy solicitations and the
acquisition of significant ownership stakes (>5%) are subject to filing requirements as well.

* The Act requires that exchanges be governed by self-regulatory organizations (SROs).

¢ The Act created the SEC, which took over the responsibility of supervising capital markets,
including supervision and regulation of investment banks, exchanges, broker/dealers, and
traders.

¢ Insider trading is prohibited by this Act.
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EXHIBIT 2.9—CONT'D

Gramm-Leach-Bliley Act (1999)

¢ Also known as the Financial Services Modernization Act, this Act overturned the
mandatory separation of commercial and investment banks, as originally required by
the Glass-Steagall Act.

Global Research Settlement (2003)

* Investment banks have to comply with significant restrictions relating to interaction between
the Investment Banking Division and the equity research department. Disclosures must be
made to recipients of research reports regarding (among other things) potential conflicts of
interest resulting from investment banking activities.

* The practice of “spinning hot IPOs” is restricted.

Dodd-Frank Act (2010)

* Establishes an early warning system for emerging systemic risk, requires liquidation plans for
large financial firms, and ends “too big to fail” bailouts.

* Increases consumer and investor protection by creating a new independent Consumer
Protection Agency and implements tougher rules for credit rating agencies.

* Regulates over-the-counter derivatives such as credit default swaps and other credit
derivatives.

* Restrains proprietary trading by investment banks and imposes new regulatory requirements
on hedge funds and private equity funds.

Section Three: Securities Regulations in Other Countries

This section discusses the regulatory environment in three important markets outside of
the United States. It provides a broad overview of the regulatory environment in Japan, the
United Kingdom, and China.

Japan

The current Japanese system of regulation has some similarities with the U.S. regulatory
system. After World War II, the United States directed the rebuilding of Japan, which led to
many Japanese regulatory organizations initially resembling U.S. regulatory organiza-
tions. As discussed in Section One of this chapter, the most influential regulations for
investment banks in the United States were contained in the 1933 Securities Act, the
1934 Securities Exchange Act, and the Glass-Steagall Act of 1933. These codes were trans-
ferred almost wholly to the Japanese system in 1948 when the Japanese Diet passed the
Securities and Exchange Law. Even so, given the differences between the countries, Japan’s
system has evolved into a somewhat different regulatory environment.

Japan’s regulations differed in the distinction of bank types and the ownership struc-
ture of businesses. Similar to the Glass-Steagall Act in the United States, Japanese
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regulators distinguished banks based on their business activities. Commercial banks, also
known as “City Banks,” were restricted from underwriting securities until 1999 (banks that
accepted consumer deposits and distributed loans were restricted from underwriting
securities, with the exception of government bonds or government-guaranteed bonds).
Pre-World War II Japanese banks were often controlled by a “Zaibatsu,” a large conglom-
erate of businesses owned by a single holding company. Although the Zaibatsus were
banned after the war, they were later allowed to reintegrate (through share purchases
in each other) in order to expedite the rebuilding of Japan’s economy.

A Zaibatsu that is formed around a bank is called a “Keiretsu” and has a similar struc-
ture as a Zaibatsu, but with many owners. Several different banks are owners in a Keiretsu
since banks are not allowed to own more than 5% of equity in companies to which they
lend. The City Banks have maintained an influential role in Japan’s financial and industrial
activities through the Keiretsu. Correspondingly, however, the securities market has grown
slowly in Japan because of the City Banks’ underwriting restrictions. As a result, most com-
panies finance their business through short- and medium-term loans instead of through
the securities market.

The Japanese regulatory environment has gone through three significant periods since
the U.S.-assisted restructuring: 1947-1992, 1992-1998, and 1998-present.

1947-1992

Established in 1947, the Ministry of Finance (MOF) is in charge of regulating the Japanese
financial system. It has a large mandate, including the supervision of banks, and shares
responsibility for fiscal and monetary policy with the Bank of Japan. Before 1971, foreign
securities firms were banned from operating in Japan. The Law Concerning Foreign Secu-
rities Firms that was passed in 1971 allowed foreign firms to enter the market for invest-
ment banking services.

1992—1998

Like the United States, Japan also eliminated the separation of investment banking and
commercial banking. This process started in 1992 with the Financial Institution Reform
Act, which allowed commercial banks, investment banks, and insurance companies
to engage in each other’s business through subsidiaries. This Act also established the
Securities Exchange and Surveillance Commission (SESC), which assumed many of
the regulatory responsibilities of the MOE

1998-Present

Starting in 1998 Japan initiated the “Big Bang” and began to deregulate the financial indus-
try. A key part of the Big Bang was the separation of the SESC from the MOF and the creation
of the Financial Supervisory Agency (which in 2000 turned into the Financial Services
Agency), which is the current regulator of Japan’s securities industry. During 1999, the
Financial System Reform Law allowed commercial banks to own brokerage firms that
underwrite equity and debt securities. In addition, a new securities law was passed, called
the Law Concerning the Sale of Financial Products, which governs underwriter practices.



Section Three: Securities Regulations in Other Countries 41

In 2006, the Financial Instruments and Exchange Law passed and became the main
statute codifying securities law and regulating securities companies in Japan. The law pro-
vides for registration and regulation of broker/dealers; disclosure obligations applicable to
public companies; tender offer rules; disclosure obligations applicable to large share-
holders in public companies; and internal controls in public companies (similar to the
controls imposed in the United States by the Sarbanes-Oxley Act).

Japanese banks had considerably lower exposure to subprime mortgage investments
compared to U.S. and European counterparts, and were not hit as severely by the
2007—2008 financial crisis. Although the United States and Europe pursued aggressive new
regulation of financial institutions, Japan did not follow suit because Japanese lawmakers
were concerned that overregulation would weaken the competitiveness of Japanese banks.

United Kingdom

Founded in 1694, the Bank of England was the principal regulator in the United Kingdom
for more than 300 years until 1997. As with Japan, the evolution of the British regulatory
system can be separated into three periods: pre-1986, 1986-1997, and 1997—present.

Pre-1986

Until 1986, self-regulation (for example, by members of the London Stock Exchange)
prevailed. In 1986 there was a “Big Bang” in the U.K's financial industry, which placed the
self-regulatory system in a statutory framework. This was the precursor to the Japanese
Big Bang; both were meant to shake up the regulatory system.

1986—1997

Sweeping reform in the regulation of the U.K. investment industry started with the Finan-
cial Services Act 1986, which created a comprehensive government regulator called the
Securities and Investment Board (SIB). A financial firm had to register with the SIB unless
it was a member of an SRO. The SROs were given enforcement powers (fines, censures,
and bans) at this time. Under the Financial Services Act 1986, undertaking any investment
business without authorization by the SIB was a criminal offense.

1997—Present
In 1997, an overhaul of the financial regulatory system was announced and the SIB changed
its name to the Financial Services Authority (FSA). The FSA consolidated the powers of
nine regulatory agencies into a single regulator for the entire industry, and it removed
the influence of SROs. In the process, the FSA also took over responsibility for regulating
banks from the Bank of England. This contrasts with the United States which has several
different financial regulators. The FSA has the power to create rules by its mandate, and
like the U.S. SEC, the FSA’s rules are binding without any parliamentary action. In 2001,
the Financial Services and Markets Act 2000 replaced the Financial Services Act 1986.
Following the outbreak of the global financial crisis in 2007, the FSA worked with the
Bank of England and the U.K. Treasury (together called the “Tripartite Authorities”) to
reform and strengthen the existing U.K. regulatory framework. As a result of this process,
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financial regulation in the United Kingdom is no longer solely conducted by the FSA. The
FSA was split into the Prudential Regulation Authority (PRA), a subsidiary of the Bank of
England, focusing on regulation of deposit-taking institutions, insurers, and investment
banks, and the Financial Conduct Authority (FCA), focusing on regulation of retail and
wholesale financial markets and the infrastructure that facilitates these markets.

In mid-2010, the Chancellor of the Exchequer announced the creation of the Indepen-
dent Commission on Banking to make recommendations to the government on how
to reform the U.K. financial system. The main suggestion of the Commission was
the “ring-fencing” of retail banking from investment banking so that the failure of one
business would not require government bailout of another business. In addition, the
Commission recommended higher capital requirements and increased competition in
the U.K. banking market.

Effect of EU Regulation

As a member state of the European Union (EU), the United Kingdom is also subject to a
number of pieces of EU banking and securities legislation that seek to impose a level
playing field in relation to the regulation of financial markets across the EU, particularly
for the wholesale markets.

Following the 2007-2008 financial crisis, EU regulators initiated a number of new reg-
ulatory programs that impacted the financial services industry, including the Alternative
Investment Fund Managers Directive (AIFMD), the European Market Infrastructure Reg-
ulation (EMIR), and the Markets in Financial Instruments Directive (MIFID II). The main
changes from these programs include the tightening regulation of hedge funds and private
equity funds, stricter rules for trading and clearing of derivatives, the creation of new reg-
ulatory agencies, and higher capital requirements.

China

Although Hong Kong is now under Chinese rule, it differs significantly from the rest of the
country in its investment banking regulation standards because it operated under English
control until 1997. This discussion will exclude Hong Kong and focus strictly on the main-
land Chinese financial regulatory environment. The Chinese financial regulatory system
for investment banking only recently modernized to resemble more closely the standards
found in other countries with developed financial systems. The regulatory system can be
separated into four periods: pre-1992, 1992-1998, 1998-2005, and 2005-present.

Pre-1992

Prior to 1992, China was essentially closed to investment banking. However, economic
reforms initiated under Deng Xiaoping’s administration set the stage for a market-based
economy that opened the doors for foreign trade and investments.
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1992—1998

In 1992, the Chinese government implemented two commissions: the State Council Secu-
rities Commission (SCSC) and the China Securities Regulatory Commission (CSRC). The
SCSC deals with centralized market regulation, whereas the CSRC is the enforcement arm
of the SCSC and supervises the securities markets. In 1995 Morgan Stanley became the
first and only global investment bank to operate inside of China.

1998—-2005

In 1998 the Securities Law of the People’s Republic of China was created as the main stat-
ute regulating investment banks. The SCSC was merged into the CSRC to form one gov-
ernment body. The new CSRC was a direct government entity of the State Council, the
head council of the Central People’s Government of China. Under the Securities Law, there
was a separation of banks engaging in deposit-taking and securities activities.

2005—Present

In 2005 the Securities Law of the People’s Republic of China and the Company Law of the
People’s Republic of China underwent revisions. The changes were extensive: Over 40% of
the articles were amended, 53 provisions were added, and 27 were deleted. After the 2005
Securities Law update, the restriction on banks and their affiliates engaging in securities
activities was relaxed. It also allowed for the creation of derivative markets, whereas
previously China restricted the financial markets to only cash markets. In addition,
the updated Securities Law took further actions to protect investors dealing with new
securities issuance. Article 5, for example, states that “[the] issuance and transaction of
securities shall observe laws and administrative regulations. No fraud, insider trading,
or manipulation of the securities market may be permitted.” Finally, the new law provided
securities regulators with additional powers to investigate and gather information, and to
control a securities firm'’s assets if necessary. China’s entry into the World Trade Organi-
zation (WTO) created opportunities for foreign banks to enter the market. As part of their
WTO commitment, the government allowed foreign financial institutions that meet
Chinese requirements to engage in local currency retail banking. In 2010 the China Bank-
ing Regulator Commission (CBRC) raised the capital requirements for these foreign banks.
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Financings

The material in this chapter should be cross-referenced with the following case: Freeport-
McMoRan: Financing an Acquisition. This chapter focuses on raising financing for
corporate and government clients, one of the two key businesses conducted by the
Investment Banking Division of an investment bank.

Capital Markets Financings

A capital markets financing is long-term funding obtained through the issuance of a secu-
rity in a regulated market. A security is a fungible, negotiable instrument representing
financial value. The security can be debt (bonds, debentures, or notes), equity (common
stock), or a hybrid (a security with both debt-like and equity-like characteristics, such as
preferred shares or convertibles). A capital markets financing is usually underwritten by
investment banks, meaning that the banks take on risk when purchasing securities from
an issuer and then reselling those securities to investors. This financing process is gov-
erned by securities laws that determine disclosure, marketing limitations, and underwriter
compensation, among other things. A capital markets offering where investment banks
purchase securities at a discount from issuers and then resell them to investors is called
a primary offering. The sale of securities through a capital markets offering where the pro-
ceeds do not go to the issuer of the security, but to the current holder of the security, is
referred to as a secondary offering.

After securities are sold in the capital markets through either a primary or secondary
market offering, subsequent trades are called secondary market trades, which take place
on an exchange or in the over-the-counter (OTC) market. In a secondary market trade, cash
is received by a seller, the buyer receives the purchased security, and the original issuer
of the security does not receive any cash proceeds or issue a new security.

In the United States, a primary market securities offering must be either registered
with the Securities and Exchange Commission (SEC) through a registration statement
(a portion of which is called a “prospectus”) or sold pursuant to an exemption from
this registration requirement. The most frequently used exemption is Rule 144A, which
allows for the immediate resale of restricted securities among qualified institutional
buyers (these institutions, often referred to as “QIBs,” manage $100 million or more in dis-
cretionary investable assets). The majority of debt offerings and a large portion of convert-
ible offerings in the United States are now completed on a 144A basis. Transactions in
securities that are exempt from registration because the securities were not offered or sold
in a public offering are called “private placements,” and investors in private placements
must be contacted without the use of a general solicitation or advertising process (see
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EXHIBIT 3.1 PRIVATE PLACEMENTS

Private placements of bonds (that are not of the same class as an exchange-listed security) may
be exempt from registration with the SEC when both initial sale (to an underwriter) and
subsequent sales are limited to sophisticated investors who are qualified institutional buyers
(QIBs). The terms for private placements are often either more restrictive or more expensive for
the borrower because of illiquidity: investors are restricted when reselling the bonds to other
QIBs, which usually results in a lower resale price compared to a public market security that has a
much broader investor base to tap into. Most bond and convertible transactions (other than
mandatory convertibles) are completed without registration with the SEC based on a Rule 144A
exemption.

Exhibit 3.1). A primary market offering that is registered with the SEC is called a “public
offering.”

When a company sells stock to the public for the first time in an SEC-registered offer-
ing, this is an initial public offering (IPO). Subsequent sales of stock to the public by the
company are called “follow-on offerings.” If major shareholders of a company wish to sell
their shares, subject to the company’s agreement, the shares can be sold using the com-
pany’s registration statement, enabling a broad selling effort. This is called a “selling share-
holder offering” (or a secondary offering, as described above) and the agreement to use the
company’s registration statement is called a “registration rights agreement.”

Most public market securities offerings are underwritten by investment banks, where
the bank buys the entire issue at a discount and attempts to resell it at a higher price. The
difference between the purchase and sale price is called the “gross spread” and represents
compensation for the bank for undertaking a distribution effort and certain legal risks.
Subject to agreement between the issuer and the bank (called an “underwriting agree-
ment”), the underwriting can be completed either on a best-efforts basis in which the
issuer bears security price risk, or on a firm-commitment basis (bought deal) where the
bank bears security price risk. In either scenario, the investment bank still bears closing
and settlement risks.

Typically, a group, or “syndicate,” of investment banks underwrites a securities offer-
ing. In this case, the issuer must decide which banks will act as the “lead bookrunners” of
the transaction. The lead bookrunners have responsibility for determining the market-
ing method and the pricing for the transaction and, therefore, receive the highest
underwriting allocation and a proportionately higher percentage of the gross spread.
Sometimes, one bank will be the dominant bookrunner, while in other cases, the book-
runners operate on an equal basis. Other banks that participate in the syndicate, called
“comanagers,” take on smaller underwriting allocations. They may provide minor input
to the bookrunner(s) on marketing and pricing issues, but don’t control this process, and
have less risk and less work to do. As a result, they receive lower compensation. There can
be between one and seven comanagers in an underwriting syndicate. In some
securities offerings, there may be another group of investment banks that participate
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in the “selling group” for the offering. These banks don’t take any financial risk and
receive even lower compensation.

The investment banking industry keeps track of underwriting participations by all
banks and this becomes a basis for comparing banks’ underwriting capabilities. This
record is called a “league table” and every different type of security (and geographic
region) has its own league table. The most important league table is the one that keeps
track of a bank’s bookrunning underwriting activity. In this table, the bookrunners
receive full credit for the entire proceeds of the offering (with the proceeds divided by
the number of bookrunners), irrespective of the percentage actually underwritten
by the bookrunning banks (see Tables 3.1 and 3.2 for equity and debt league tables,
respectively).

The Capital Markets Groups at investment banks are principally responsible for
originating and executing capital markets transactions. In this role, they coordinate
with client coverage bankers to target likely issuers and, with professionals from the
syndicate desk, determine appropriate potential pricing. In conjunction with the client
coverage banker, the Capital Markets Group enters into an intensely competitive pro-
cess toreceive a “mandate” from an issuer for a financing. Competitive pressures some-
times compel investment banks to undertake considerable risks, such as agreeing to a
bought deal (buying an entire transaction at a specified price from the issuer and
attempting to resell the security at a higher price to investors). Another risk that invest-
ment banks sometimes assume involves providing a large loan to a client as a “bridge”
financing (to support an M&A transaction) prior to a subsequent “take-out” financing
underwritten by the bank in the capital markets. If markets do not permit a take-out
financing on reasonable terms, the bank is required to fund the loan for the client.

When investment bankers advise issuers regarding potential financing transactions,
the bankers typically focus on liquidity (cash balances, marketable securities, and avail-
able lines of credit), cash flow multiples, debt/earnings multiples, cost of capital, and rat-
ing agency considerations before recommending whether a client should raise financing
and, if so, whether it should be in the form of debt, equity, or a hybrid security like a con-
vertible. Bankers also analyze the company’s liquidity as a percentage of market capital-
ization, total debt, annual interest payment obligations, and other balance sheet and
income statement metrics. These metrics are then compared with results from other com-
panies in the same industry to determine whether the client has relatively more or less
liquidity than its competitors. This analysis provides a foundation for discussing whether
a company needs to increase or decrease liquidity (see Table 3.3). Key areas of focus that
relate to capital structure include EPS, credit ratings, financial flexibility, hedging assets
and liabilities, tax implications, and maintaining capital structure parity with principal
competitors. If it is determined that a company needs to raise more liquidity then bankers
will discuss a range of financing alternatives, as described in Figure 3.1.

After a company and its banker agree on the need for new financing, they must, in the
first case, decide whether to offer debt securities or equity securities. An equity offering
generally has a higher cost of capital than a debt financing and will likely cause a drop in
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Table 3.1 Global Equity League Tables, 2011
2011 Total Equity 2011 IPO
Rank Bookrunner Parents Value ($ bn) No. % Share Rank Bookrunner Parents Value ($ bn) No. % Share
1 Goldman Sachs & Co 50.3 202 9.0 1 Morgan Stanley 10.4 68 6.4
2 Morgan Stanley 471 273 8.4 2 Goldman Sachs & Co 9.7 53 6.0
3 Bank of America Merrill Lynch 41.8 235 7.5 3 Deutsche Bank AG 9.2 54 5.7
4 JP Morgan 411 261 7.3 4 Credit Suisse 8.8 52 54
5 Credit Suisse 36.2 188 6.5 5 JP Morgan 8.5 57 5.2
6 Deutsche Bank AG 35.0 203 6.2 6 Citi 8.5 54 5.2
7 Citi 32.2 210 5.8 7 Bank of America Merrill Lynch 7.9 45 4.9
8 UBS 29.6 185 5.3 8 Barclays Capital 6.1 33 3.7
9 Barclays Capital 23.0 155 4.1 9 UBS 5.1 37 3.2
10 Nomura Holdings Inc 10.3 58 1.8 10 Ping An Insurance Group Co 4.5 33 2.7
Subtotal 346.7 1,970 61.9 Subtotal 78.7 486 48.4
Total 560.4 3,210 100.0 Total 162.8 969 100.0
2011 Stock (Follow-On + IPO) 2011 Convertibles
Rank Bookrunner Parents Value ($ bn) No. % Share Rank Bookrunner Parents Value ($ bn) No. % Share
1 Morgan Stanley 38.9 236 8.8 1 Goldman Sachs & Co 7.0 28 10.8
2 Goldman Sachs & Co 38.3 158 8.7 2 JP Morgan 6.1 44 9.5
3 Bank of America Merrill Lynch 34.7 207 7.8 3 Morgan Stanley 6.0 27 9.3
4 JP Morgan 30.8 206 7.0 4 Citi 53 25 8.2
5 Credit Suisse 28.8 152 6.5 5 Bank of America Merrill Lynch 3.8 24 5.9
6 Deutsche Bank AG 25.7 160 5.8 6 Credit Suisse 34 20 5.3
7 Citi 24.2 174 5.5 7 UBS 33 17 5.0
8 UBS 22.5 144 5.1 8 Daiwa Securities Group Inc 2.9 4 4.5
9 Barclays Capital 19.7 132 4.5 9 Deutsche Bank AG 2.5 20 3.9
10 Normura Holdings Inc 8.7 51 2.0 10 Barclays Capital 2.0 17 3.1
Subtotal 272.5 1,620 61.7 Subtotal 42,5 226 65.5
Total 442.4 2,664 100.0 Total 64.6 351 100.0

Source: Bloomberg L.P.
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Table 3.2 Global Debt League Tables, 2001

2011 Total Debt

2011 US Investment Grade

Rank Bookrunner Parents Value ($ bn) No. % Share Rank Bookrunner Parents Value ($ bn) No. % Share
1 Barclays Capital 105.3 165 13.9 1 JP Morgan 129.8 552 14.7
2 JP Morgan 92.3 272 12.2 2 Bank of America Merrill Lynch 107.1 688 12.1
3 UBS 66.4 109 8.8 3 Citi 82.7 445 9.4
4 Goldman Sachs & Co 61.3 155 8.1 4 Goldman Sachs & Co 76.5 306 8.7
5 Citi 59.4 189 7.8 5 Morgan Stanley 71.4 343 8.1
6  Bank of America Merrill Lynch 56.9 219 7.5 6  Barclays Capital 70.3 353 8.0
7 Deutsche Bank AG 52.9 143 7.0 7 Deutsche Bank AG 52.5 275 5.9
8 Morgan Stanley 42.3 172 5.6 8 RBS 39.0 231 4.4
9 BNP Paribas Group 36.8 96 4.8 9 HSBC Bank PLC 37.7 152 4.3

10 HSBC Bank PLC 32.6 93 4.3 10 Wells Fargo & Co 31.7 217 3.6
Subtotal 606.4 1,613 80.0 Subtotal 698.6 3,562 79.2
Total 758.8 752 100.0 Total 883.5 1,558  100.0

2011 Stock (Follow-On + IPO) 2011 Convertibles

Rank Bookrunner Parents Value ($ bn) No. % Share Rank Bookrunner Parents Value ($ bn) No. % Share
1 JP Morgan 34.5 205 111 1 DZ Bank AG 15.6 280 15.2
2 Bank of America Merrill Lynch 31.3 236 10.0 2 UBS 9.1 532 8.9
3 Deutsche Bank AG 27.8 173 8.9 3 Deutsche Bank AG 7.5 295 7.3
4 Citi 25.9 164 8.3 4 JP Morgan 7.2 172 7.0
5 Credit Suisse 25.7 162 8.3 5 Barclays Capital 6.9 540 6.8
6  Goldman Sachs & Co 23.0 144 7.4 6  Landesbank Baden-Wuerttemberg 44 79 43
7 Barclays Capital 20.8 145 6.7 7 RBS 3.6 273 3.5
8 Morgan Stanley 18.7 125 6.0 8 Citi 3.0 173 2.9
9 RBS 1.1 87 3.6 9 Mizuho Financial Group Inc 2.8 5 2.7

10 Wells Fargo & Co 10.6 97 34 10 Bank of America Merrill Lynch 2.7 143 2.7
Subtotal 229.3 1,538 73.7 Subtotal 62.7 2,492 61.3
Total 311.2 736  100.0 Total 102.2 4,443 100.0

Note: Totals can be less than subtotal for top 10 due to joint bookrunner financing considerations.

Source: Bloomberg L.P.
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Table 3.3 Corporate Capital Structure

Raise Cash Through: Reduce Cash Through:
Debt issuance: Share repurchases:

® Public or private bonds, loans, or securitization ® Open market, auctions, or derivatives
Equity-related issuance: Asset acquisitions:

® Public or private share issuance, convertibles, * M&A

or preferred shares Retire debt, convertibles, or preferred shares

Selling assets: Increase capital expenditures

* M&A Dividend payments:
Decrease capital expenditures ® Quarterly small payments or one-time large
Cut dividends or eliminate share repurchases special dividend

Investment

grade Commercial paper

Noninvestment Asset-backed securities
grade

Investment grade loans Ratings
advisory

Common High-grade bonds

Derivatives
Preferred

Asset-backed securities
Interest

Credit
rate

Optional
conversion
Convertible convertibles
securities Mandatory
conversion

Leveraged loans

High-yield bonds

1l

convertibles

FIGURE 3.1 Financing alternatives; companies focus on raising cash or reducing cash.

earnings per share (EPS) for the issuer, which may negatively impact the company’s
share price. However, equity will strengthen the company’s balance sheet and may
lead to a higher bond rating from a credit rating agency, which may result in lower
future bond financing costs and higher long-term value. A debt offering usually has
a lower cost of capital, but may weaken the company’s balance sheet and reduce finan-
cial flexibility.

As a result, the company and its banker must consider the risk-adjusted cost of debt
when comparing this form of financing with an equity financing. Before issuing new debt,
bankers and their clients must consider both the impact of debt on cash flow multiples (to
determine if additional interest charges can be adequately covered by cash flow) and the
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likely impact on credit ratings. They also must decide whether management has the req-
uisite skills to manage a more leveraged company. In the final analysis, risk-adjusted cost
of capital, credit ratings, comparisons with peer companies, equity and debt analyst
views, and management comfort with the resultant balance sheet are among the many
considerations that determine whether a company raises financing from debt, equity,
or convertible markets.

Financing Alternatives

After making a decision regarding the type of financing (debt, equity, or hybrid), the client
and the banker consider an array of financing alternatives to determine the optimal
financing product.

Debt Financing

If a company decides to issue debt that will be rated by credit rating agencies, the debt
offering will be classified as either investment grade debt or noninvestment grade debt.
Investment grade debt has bond ratings of BBB— or higher from Standard & Poor’s
(S&P) or Fitch, and/or Baa3 or higher from Moody’s (see Table 3.4). Investment grade rat-
ings suggest stronger balance sheets and greater ability to withstand large demands on
cash balances. Noninvestment grade ratings start at BB+ or Bal and decline based on
the relative weakness of the debt issuer. Debt financing alternatives include investment
grade (high-grade) bonds, noninvestment grade (high-yield or “junk”) bonds, investment
grade loans, low-grade (leveraged) loans, asset-backed securities, and commercial paper
(refer to Figure 3.1).

Table 3.4 Corporate Capital Structure

Investment Grade Below Investment Grade
Moody'’s S&P and Fitch Moody’s S&P and Fitch
Aaa AAA Ba1 BB+
Aal AA+ Ba2 BB
Aa2 AA Ba3 BB—
Aa3 AA— B1 B+
Al A+ B2 B
A2 A B3 B—
A3 A— Caa CCC
Baal BBB-+
Baa2 BBB
Baa3 BBB—

Source: Standard & Poor’s, Moody's, and Fitch.
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Bonds

Abond is debt in the form of a security, issued as a long-term obligation of a borrower with
a specific maturity and coupon. The Debt Capital Markets Group at an investment bank
underwrites a bond offering by purchasing the security from the issuer and reselling it to
institutional investors or individual investors through a registered public offering or
through a 144A offering. The underwriting could be in the form of a best-efforts underwrit-
ing (issuer bears price risk), a bought deal underwriting (investment bank bears price risk),
or a backstop commitment (investment bank commits to a worst-case price). See Table 3.5
for a description of these types of bond underwritings. Bond issuance is in the form of
either investment grade bonds or junk bonds, which are originated through two different
teams within the Debt Capital Markets Group of an investment bank.

Loans

Loans are not securities from a U.S. regulatory perspective and, therefore, there is no
registration process with the SEC. The banks and other sophisticated lenders who
provide loans require more onerous restrictions (covenants) on the borrower compared
to the restrictions imposed by a bond. See Exhibit 3.2 for a description of the principal
differences between loans and bonds.

Asset-Backed Securities

Asset-backed securities (ABS) are debt securities that have interest and principal payments
thatare backed by underlying cash flows from other assets such as first mortgage loans, home
equity loans, auto loans, credit card receivables, student loans, or equipment leases. Invest-
ment banks create asset-backed securities by either selecting a pool of assets to sell directly to
investors or by acquiring collateralized debt and selling the cash flow—producing debt to spe-
cially created third parties called special-purpose vehicles (SPVs). An SPVis designed to insu-
late investors from the credit risk of the originating financial institution. The SPV sells pooled
loans to a trust, which issues interest-bearing securities that can achieve an independent
credit rating based solely on the cash flows created by the assets (see A Tale of Two Hedge
Funds: Magnetar and Peloton case for further discussion of asset-backed securities).

Table 3.5 Types of Bond Underwritings

Best Efforts

® Comprises a majority of transactions ® |east expensive

® Issuer of bond bears price risk ® Market deal

Bought Deal

® Investment bank buys the bond at a certain rate ® Investment bank bears the price risk

® Generally seen in competitive markets

Backstop Commitments

® Rate is “backstopped” or committed to, but issuer will ® |nvestment bank commits to a worst-case price
get the lower rate if it clears the market
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EXHIBIT 3.2 HOW DO COMPANIES CHOOSE BETWEEN LOANS AND BONDS?

* Prepayable vs. nonprepayable debt
Loans are generally prepayable at anytime at par
Bonds are noncallable for some period of time, usually 4 to 5 years
* Bonds usually have no covenants
Incurrence covenants vs. maintenance covenants
Usually less restrictive on incurring more debt
* Loans require amortization
* Bond investors generally accept more risk and therefore receive higher returns
* Bonds have longer maturities
* Bonds are generally more expensive

Collateralized debt obligations (CDOs) are a type of asset-backed security that divides
assets into different tranches: senior tranches (rated AAA), mezzanine tranches (AA to BB),
and equity tranches (unrated). Losses are applied in reverse order of seniority, and so
lower rated tranches offer higher coupons to compensate for higher default risk. The cou-
pons on each tranche are slightly higher than the coupons on correspondingly rated cor-
porate debt. This “yield pick-up” is a principal reason why CDO issuance grew rapidly
from 2000 to 2007, creating significant profits for investment bank underwriters. Collat-
eralized loan obligations (CLOs) are CDOs that are backed by leveraged loans.
Collateralized bond obligations (CBOs) are CDOs that are backed by high-yield bonds.
The credit crunch that started during mid-2007 dramatically decreased CDO issuance
(see Figure 3.2) and created huge losses at investment banks that held large CDO
underwriting-related and investment inventory. The International Monetary Fund has
estimated that all CDO-related losses suffered by global financial firms between mid-2007
and the end of 2008 may have been up to $1 trillion.

One of the main reasons for losses was that many CDO structures were too complicated
and not sufficiently transparent, resulting in risks that were not well understood. As a con-
sequence, the Dodd-Frank Act for U.S. capital markets and the Markets in Financial
Instruments Directive (MiFID) for the European capital markets require that, unless an
exemption applies, banks that originate ABS transactions such as CDOs must retain at
least 5% of each issuance. Moreover, the regulations do not allow banks to hedge the risk
of their ABS retention since regulators want banks to have “skin in the game.” Disclosure
requirements have been significantly increased in order to improve transparency.

Commercial Paper

Commercial paper is a short-term U.S. promissory note with a maturity that does not
exceed 270 days. Financial companies comprise approximately three-quarters of all com-
mercial paper issuance. Commercial paper is exempt from registration with the SEC and is
widely marketed and therefore subject to market conditions, represents a very low cost
vehicle for raising short-term financing.
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FIGURE 3.2 Asset-backed securities issuance. Source: Bloomberg L.P.

Equity Financing

Initial Public Offerings

An investment bank’s Equity Capital Markets Group helps private companies determine if
an initial public offering (IPO) of stock is a logical decision based on an analysis of benefits
and disadvantages (see the following). The bank then determines if there is sufficient
investor demand to purchase new equity securities offered by the company. Assuming suf-
ficient interest, the investment bank determines the expected value of the company based
on comparisons with publicly traded comparable companies or values derived through
other methods (including discounted cash flow (DCF) analyses). This is an imperfect pro-
cess that requires analysis of both historical operating earnings and revenues and fore-
casts for future earnings and revenues. Because it is sometimes difficult to find good
comparable companies, and forecasts can be problematic, the valuation process for some
prospective IPO candidates can be more art than science. The Comparable Company
Analysis section in Chapter 4 provides some insight into this valuation process.

Principal benefits of going public include:

1. Access to public market funding: for a U.S. offering, registration with the SEC enables
the broadest exposure to investors, not only for the initial public offering but also for
subsequent “follow-on” offerings. This allows the company to have a broad, diverse
ownership structure (including retail and institutional ownership) that could help
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stabilize share prices during market down cycles. The rigorous disclosures required by
the SEC create investor confidence and, potentially, a stronger demand for shares.

2. Enhanced profile and marketing benefits: public companies receive more attention
from the public media, which can result in heightened interest in company products
and increased market share.

3. Creation of an acquisition currency and compensation vehicle: public stock can be
used instead of cash for future acquisitions, which can be very important for
companies with high-growth opportunities. In addition, stock and stock options can
be used as employee incentives and compensation vehicles. This preserves cash,
creates greater employee commitment, and facilitates recruiting.

4. Liquidity for shareholders: an IPO allows founders to reduce exposure to their
company by selling shares. However, sales by founders and other key employees
(selling shareholders) are usually no more than 25% of the IPO offering in order
to maintain a significant risk position (although this percentage can be higher
depending on how long selling shareholders have held the stock and the total size
of the offering). This provides IPO purchasers with confidence that founders and
managers will remain economically motivated to increase shareholder value. In
addition, the need for primary capital in order to operate and grow the business is
a key consideration in determining the mix of primary and secondary shares offered
in an IPO.

Principal disadvantages of going public include:

1. Reporting requirements: an SEC registration requires not only up-front accounting and
other reporting that conforms to SEC requirements but also quarterly, annual, and
other event-related reporting through filing of 10-Ks, 10-Qs, and 8-Ks. In addition,
proxy statements and individual reporting for officers, directors, and principal
shareholders are required. Equally important are the compliance requirements for
public companies that were created by the Sarbanes-Oxley Act of 2002 (SOX), which
imposes a vast array of time-consuming reporting and procedural obligations on a
public company and its officers.

2. Costs: the ongoing reporting requirements described above create significant
annual costs. These costs include legal, accounting, and tax reporting costs
(which substantially increased post-SOX). Most companies also have to replace or
significantly upgrade their corporate information systems, which is very expensive
as well. In addition, the up-front costs for an IPO are considerable. For example, up to
7% (this percentage decreases as the deal size increases) of the IPO proceeds go to
investment bankers as a gross spread (fee), and 3% or more of IPO proceeds pay for
legal, printing, accounting, and other costs, depending on the size of the transaction.
As a result, usually less than 90% of the IPO proceeds are kept by the issuer. Finally, a
cost should be assigned to management time spent launching an IPO. Management
will be required to allocate a large amount of time reviewing documents to be filed with
the SEC and then traveling to multiple cities to meet with prospective institutional
investors during the “road show.”
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3. Disclosure: the SEC requires companies to share an extensive amount of information
in the registration process and some of this may be potentially sensitive information
that could benefit competitors.

4. Short-term management focus: the requirement to provide quarterly information to
investors through 10-Q filings often diverts management’s attention from managing a
business that creates long-term value to managing a business that achieves quarterly
results expected by the market. Shareholders usually expect steady growth in quarterly
earnings, and if this is not achieved, the company’s share price may decline. This can
create pressure to manage the company for the short term, at the expense of creating
long-term value.

The IPO process starts with a selection by the company of the investment banks they
will work with as the lead bookrunners. The selected banks will develop a valuation model
to determine the share price range for the offering and recommend the number of shares to
be offered. The company also selects other investment banks to act as comanagers of the
offering, determines the use of proceeds, and chooses the exchange on which to list its
shares. The company then works with its auditing firm to create financial statements that
are consistent with SEC requirements. The company’s and the investment banks’ legal
counsels prepare filing documents with the SEC (usually an “S-1” filing) in conjunction
with the bankers and company officers. This filing is referred to as the “registration state-
ment,” of which a portion is called the “prospectus.” The filing notifies the public regarding
the potential IPO and provides considerable information regarding the issuer. The registra-
tion statement is subsequently amended one or more times based on comments received
from the SEC. After all changes requested by the SEC are incorporated and the lead book-
runners and company agree on a share price range (which is usually based principally on
either a comparable company valuation or DCF valuation completed by the lead bookrun-
ners), the registration statement is amended for the last time to include the price range.

The company and lead bookrunners then decide on a schedule for a road show, which
could take up to two weeks and starts after a “teach-in” at each of the investment banks
participating in the underwriting. The teach-in is an opportunity for research analysts at
each bank to provide their views on the company to salespeople in the bank’s Trading Divi-
sion. The equity capital markets and sales teams from the lead bookrunners, together with
company management, will then talk with prospective investors during the road show,
using a “red herring” prospectus, which is taken from the most recently amended S-1 reg-
istration statement filed with the SEC.

Road show discussions focus on the current health of the company, management’s
plans for the company going forward, comparisons with other companies, and investor
reactions to the share price range and expected size of the offering (which is generally less
than 25% of shares privately held, although this can vary, depending on the cash needs of
the business). During the road show, investors provide the lead bookrunners with indica-
tions of interest, or specific prices at which they may buy a designated number of shares.
Once the “book” is built and the lead bookrunners believe that they have a strong deal to
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Due diligence
Financial statements preparation

Prospectus drafting

File registration statement with SEC’
Analyst briefing
Analyst prepares research reports

Equity Commitment Committee l

Salesforce briefing (teach-in)
Pre-marketing

Road show and bookbuilding

SEC declares registration effective? I
Pricing and allocation l
Aftermarket trading -
0o 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17
Weeks

Note 1: Registration statement includes a pricing range.

Note 2: Final registration statement includes the price at which shares are offered to investors. The SEC imposes
limitations on the issuer's commuications during the “quiet period” that begins when a company files a registration
statement with the SEC and ends when the final registration is declared effective.

FIGURE 3.3 Sample IPO table. Source: Morgan Stanley.

price, the company asks the SEC to get ready to declare their registration statement “effec-
tive” and then the deal is priced (typically within the most recent price range, although
approximately a quarter of IPOs end up pricing out of range). At this point, the SEC
declares the registration effective and the lead bookrunners “allocate” shares to investors
(see a sample IPO timeline in Figure 3.3).

The period between the beginning of the registration process (which starts when an
issuer files the original S-1 prospectus with the SEC) and until the SEC declares a registra-
tion effective has historically been called the “quiet period.” During the quiet period, the
SEC allows a company to disclose their interest in offering IPO shares to investors only by
means of the previously mentioned preliminary, red herring prospectus (so called because
of a red legend on the cover page that states the preliminary nature of the information
provided). As of 2005, as a result of reforms enacted by the SEC, the company may also
provide free-writing prospectuses (written offers to sell or solicit to buy securities) to
investors after filing the registration statement, as long as a copy of the prospectus pre-
cedes or accompanies the free-writing prospectus. Further, if the free-writing prospectus
is in electronic format, the issuer only needs to provide a hyperlink to the statutory pro-
spectus. Other than this, “offers to sell” are not allowed during the quiet period and pub-
licity initiated by the company that has the effect of “conditioning the market” or arousing
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public interest in the issuer or its securities is also forbidden. Failure to abide by these rules
may result in a “gun-jumping” violation, and the SEC may require the issuer to withdraw
its filing. An example of a gun-jumping problem experienced by Google during 2004 in its
“Dutch auction” IPO is described in Exhibit 3.3. See Chapter 2 for a more detailed expla-
nation of gun-jumping and other SEC issues associated with an IPO offering.

EXHIBIT 3.3 GOOGLE’S INITIAL PUBLIC OFFERING

Deal size: $1.7 billion Date announced: April 29, 2004 Date completed: August 18, 2004

When Google set out to choose the bankers for its IPO, the company organized a working team
that was charged with identifying qualified investment banks. The group initially selected 20
firms, requiring them all to sign confidentiality agreements before proceeding. Each firm was
then sent a 21-point questionnaire, asking for its credentials and thoughts on the best way
Google could approach its offering.

Google started holding in-person interviews with individuals from 12 firms. Instead
of allowing bankers to make their traditional pitches, Google conducted the meetings as
question-and-answer sessions, judging each firm’s response to their plan to hold a modified
Dutch auction for the company’s IPO. By using an auction, Google hoped to ensure the greatest
distribution possible to retail investors. Following the interviews, the company chose Credit
Suisse First Boston and Morgan Stanley as joint bookrunners.

Many investment banks tried to persuade Google to pursue a traditional “book-building” IPO
based on a road show that enables bankers to obtain pricing input from large institutional
investors. They reasoned that a Dutch auction would alienate these investors since it
disenfranchises their pricing input and removes the opportunity to receive a large allocation
directed by the bookrunner. However, Google persevered because they wanted a more egalitarian
process. They also wanted to avoid some of the excesses that can occur in large IPOs, particularly
the large first-day pop in a stock’s price.

In a Dutch-auction system, investors weigh in with bids, listing the number of shares they
want and how much they are willing to pay for those shares. Bids are stacked with the
highest price at the top. Starting at the top of the stack and going down, a final market price
is established at which all shares available for sale can be sold. All bidders get the selected lowest
price offered. The system, heavily dependent on participation from retail investors, is not
popular on Wall Street.

The Google IPO was a conundrum for investment bankers. Their firms wanted the cachet that
would come with underwriting the highest-profile offering ever, but they were put off by the
auction process and the lower-than-average fees Google was paying.

Banks typically earn commissions as high as 7% of the value of traditional IPOs they help to
sell. That arrangement would have netted about $250 million for Google’s banks. Instead, the
company was offering to pay $97.8 million in commissions and underwriting discounts, or 2.7%
of the $3.6 billion it was aiming to raise in its IPO.

When the SEC declared Google’s registration effective in early August, bankers found
themselves faced with the prospect of not only pricing the offering in a month that is traditionally
slow for new issuance, but also with the NASDAQ index near a low for the year. Most issuers
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EXHIBIT 3.3—CONT'D

were pricing their deals below their target range, if not withdrawing their offerings altogether. But
unwilling to postpone the deal, Google decided to go ahead, agreeing to cut the target price range
to $85 to $95 per share, from the initial hopes of $108 to $135 per share. The company also cut the
number of shares it would offer to 19.6 million, from 25.7 million.

In the weeks leading up to the pricing, Google faced another obstacle. First off, its efforts to
level the playing field between institutional and retail investors were put under the microscope as
Google refused to provide institutional investors with the same sort of in-depth financial
guidance about its business that most issuers do.

All this secrecy, along with a unique, very short lockup structure that would allow Google
employees to sell shares only 15 days following the IPO, spooked institutions. Then a Playboy
magazine interview with Google’s founders riled the SEC, leading to speculation that the deal
would be pulled for possible quiet-period violations.

Google’s management and bankers agreed to push forward, ultimately pricing the deal at $85
per share, with its electronic auction proving enough of a success that investors who placed bids
at or above that price were granted at least 74% of their orders. Moreover, despite all the criticism,
Google’s stock quickly proved a success. Shares closed at $100.34 at the end of the first day of
trading. At the end of 2004, it closed at 192.79, a 127% increase over the offering price.

Note: This transaction did not fully meet Google’s objectives because there was almost no retail participation
(since Google did not allow a selling concession to retail brokers), and the price jumped 18% during the first
day of trading, invalidating the principal purpose of the Dutch auction (by leaving money on the table).
Source: Tunick, Britt Erica. “Google goes its own way: Novel Dutch auction had twists and turns all the way to
IPO.” IDD. January 17, 2005.

Follow-On Offerings

After an IPO is completed, subsequent SEC-registered equity offerings by a public com-
pany are called follow-on offerings. For these financings, an investment bank underwrit-
ing group is formed, with one or more lead bookrunners and a number of comanagers
selected by the issuer. For a U.S. follow-on offering, the company files an S-3 registration
statement with the SEC (subject to their meeting the requirements to do so, among which
is the requirement that the company must have been public for at least one year at the
time of the filing), which enables, as is the case with an IPO, a broad-based marketing
effort using a red herring prospectus during a road show (if conducted).

A final prospectus that has been declared effective by the SEC is then used as the basis
for confirming orders from investors. Unlike an IPO, however, a follow-on offering does
not include a price range since shares are priced in relation to the market price of the
issuer’s shares at the exchange on which they are listed. As a result, for follow-on trans-
actions, investment bankers do not go through a valuation process with the company to
establish a price range. Instead, they focus on, among other things, the most effective mar-
keting plan for the offering, including the appropriate size, targeted investor base, and the
appropriate price to setinrelation to the price of outstanding shares at the time of the offering.
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The size of a follow-on offering is important because new shares cause dilution to cur-
rent shareholders in terms of earnings per share (EPS). EPS concerns are mitigated if the
company forecasts that future earnings will grow fast enough to offset the dilution asso-
ciated with issuance of additional shares. If the offering size is too large relative to the
growth in projected earnings, declining EPS may negatively impact the company’s share
price (subject to the use of proceeds and other considerations). Therefore, bankers and
their issuing clients must be careful to properly size a follow-on offering. It is unusual
for the proceeds of a follow-on offering to be in excess of 25% of the then current stock
market value (market capitalization) of the issuing company.

Good targets for follow-on offerings include companies that demonstrate the charac-
teristics indicated in Exhibit 3.4. These companies must always consider the cost of capital
associated with an equity offering. For most companies, an equity issuance will have a
higher cost of capital compared to the issuance of debt. Consequently, many companies
are reluctant to complete follow-on offerings unless the proceeds of the offering can be
used to create significant growth opportunities that will, over time, result in an increase
in EPS (accretion) as opposed to EPS dilution. However, even in the case of dilution, some
companies will still proceed with a follow-on offering if they determine that a financing is
essential and that a debt offering would significantly weaken their balance sheet. Too
much debt in a company’s capital structure may cause rating agencies to reduce their
credit ratings, which will likely increase the cost of debt financing. The focus of both
the company and its investment bankers, therefore, is on striking a balance between
the amount of debt and equity in the company’s capital structure. Frequently, bankers
advise companies on the likely credit rating that will result from both debt and equity
financing alternatives and build models to guide optimal financing decisions.

Convertible Securities

A convertible security is a type of equity offering, even though most convertibles are orig-
inally issued in the form of a bond or preferred shares. Most convertible bonds or convert-
ible preferred shares are convertible any time (after a three-month period following

EXHIBIT 3.4 CHARACTERISTICS OF PROSPECTIVE EQUITY ISSUERS

¢ Strong stock performance or supportive equity research
¢ Large insider holdings or small float/illiquid trading
* Overly leveraged capital structure
* Strategic event: finance acquisition or large capital expenditure
e Sum of the parts analysis indicates hidden value
Carve-out
Spin-off
Tracking stock
¢ Investor focus
Road show focuses investors on misunderstood value
Brings additional equity research
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issuance), at the option of the investor, into a predetermined number of common shares
of the issuer. This is called an “optionally converting convertible.” The other type of a
convertible is a “mandatorily converting convertible,” where the investor must receive
a variable number of common shares (based on a floating conversion price) at maturity
(a mandatory receipt rather than an option to receive).

The issuer’s preference regarding equity content of the convertible determines whether
the convertible will be issued as an optionally converting convertible or a mandatorily
converting convertible. From the perspective of a credit rating agency, an optionally con-
verting bond is considered to have bond-type characteristics since there is no assurance
that the bond will convert into common shares and there is a fixed coupon payment obli-
gation. As a result, when originally issued, an optionally converting bond weakens a com-
pany’s balance sheet in almost the same way that a straight bond of the same size and
maturity would (although the company’s balance sheet will subsequently be strengthened
if the convertible bond eventually converts into common shares).

By contrast, mandatorily converting convertibles (mandatory convertible), from a
credit rating agency perspective, are considered to have equity-type characteristics. This
is because there is certainty regarding conversion into common stock (and therefore no
cash repayment obligation at maturity in the event of nonconversion). In addition, most
mandatory convertibles are issued in the form of preferred stock and there is no contrac-
tual issuer obligation to pay dividends on preferred shares (compared to a contractual
obligation to pay interest coupons for a convertible bond). Therefore, mandatory convert-
ibles strengthen a company’s balance sheet in almost the same way that a common share
offering of the same size would. Depending on the structure of the mandatory convertible,
credit rating agencies generally assign between 50% and 100% equity content to this
security.

RATIONALE FOR ISSUING CONVERTIBLE BONDS

If a company wants to issue debt, they might consider a convertible bond rather than a
straight bond in order to reduce the coupon associated with debt issuance. For example,
if a company could issue a $100 million bond with a seven-year maturity and a coupon of
6%, that same company might be able to issue a convertible bond for the same amount
and maturity, but with a coupon of 3%. The reason convertible bond investors might
accept a coupon that is 3% lower than a straight bond coupon is because the convertible
bond gives them the option to receive a predetermined number of common shares of the
issuer’s stock in lieu of receiving cash repayment. This option is valuable to investors
because the future value of the stock might be considerably higher than the $100 million
cash repayment value of the convertible bond. Basically, a convertible bond has an
embedded call option on the issuer’s common stock, and the investor “pays” for this
option by accepting a lower coupon.

If the value of the common shares that convertible bond investors have the right to
receive does not exceed $100 million during the life of the convertible, they will generally
not elect to convert the bond into shares and will therefore receive $100 million in cash at
maturity in seven years. If the value of the shares exceeds $100 million on or any time
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FIGURE 3.4 Convertible bond component parts.

before maturity, investors may elect to convert the bond and receive shares (see Figure 3.4
to determine the breakeven future share price for the investor to be economically indif-
ferent between purchasing a convertible compared to purchasing a bond issued by the
same company).

CONVERTIBLE BOND EXAMPLE

A company issues a $100 million convertible with a seven-year maturity and a 3% annual
coupon. Investors are given the right to receive either $100 million repayment at maturity
or, at their option, give up receipt of this cash amount in exchange for receiving a prede-
termined number of shares of the issuer’s common stock. On the date of convertible issu-
ance, the company’s stock price is trading at $25, and the company agrees to a “conversion
price” for the convertible of $31.25, which is 25% above $25. This percentage is called the
“conversion premium,” because the conversion price is set at a premium (in this case, a
25% premium) to the company’s share price on the date of convertible issuance. The con-
version price determines the number of shares that the investor has the right to convert
into. This determination is made by dividing the total proceeds of the offering by the con-
version price. The result, in this example, is $100 million / $31.25 = 3.2 million shares.
Convertible investors, therefore, have a choice to make: either take $100 million in cash
at maturity or give up the cash right in exchange for receiving 3.2 million shares any time
at or before maturity. If, for example, the issuer’s share price increases to $45 at maturity in
seven years, convertible investors might elect to give up the right to receive $100 million
in cash in exchange for 3.2 million shares because the value of these shares would be
3.2 million x $45 = $144 million. In practice, most investors wait until maturity to make
the conversion decision because of the value of the options embedded in the convertible,
but they have the right to convert earlier.
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CONVERTIBLE MARKET

With the exception of the second half of 2008, the global convertible market has histori-
cally been a robust market, with proceeds raised typically equal to 20 to 70% of proceeds
raised through follow-on common stock issuance (see Figure 3.5). During September of
2008, the SEC instituted a ban on short selling U.S. listed financial stocks. Because major
investors in convertible bonds include convertible arbitrage hedge funds that short the
underlying stock to hedge their long position in the convertible security, the short sale
ban effectively made this strategy impossible. As a result of this and the severe dislocation
experienced by the credit markets following Lehman Brothers’ bankruptcy, a large portion
of the convertible bond market was essentially shut down during the second half of 2008
and partway into 2009.

The two main types of convertible investors are “outright buyers” and “arbitrage
buyers.” Outright buyers purchase convertibles with the expectation that the company’s
share price will exceed the conversion price (by an amount in excess of the breakeven
amount illustrated in Figure 3.4). Arbitrage buyers are focused on hedging away share

#of Deals| Total Proceeds # of Deals Total Proceeds
in 2010 in 2010 in 2011 in 2011
Convertible Issuance $97 billion $65 billion

Follow-On Common Stock Issuance 2,128 $371 billion 1,696 $279 billion
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FIGURE 3.5 Convertible issuance versus follow-on common stock issuance. Source: Dealogic, Bloomberg L.P.
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price risk and creating profits in excess of the coupon through “delta hedging” their posi-
tion. This is described in more detail in Chapter 9. Arbitrage buyers principally consist
of hedge funds that leverage their investment by using the convertibles they purchase
as collateral for borrowing a significant portion of the purchase price of the convertibles.
Historically, more than 70% of all convertibles have been purchased by hedge funds.

Fees to Bankers

Investment banks that underwrite capital markets transactions are paid fees in the form of
a gross spread (the difference between total proceeds of the offering and cash that the
company receives, before paying legal, accounting, printing, and other offering expenses).
This fee is broken into three parts:

1. Management fee (typically 20% of the total fee): this compensates the managers of the
financing for their role in preparing the offering. The lead bookrunners receive a
disproportionate amount of this fee.

2. Underwriting fee (typically 20% of the total fee): this compensates for underwriting
risk. The fee is divided proportionally among underwriters based on the actual
amount each firm underwrites.

3. Selling concession (typically 60% of the total fee): usually apportioned based on each
firm’s underwriting commitment, this compensates underwriters for their selling
efforts. Sometimes (although less common now), there is a “jump ball” selling
structure in which the selling concession allocations are decided by investors.

See Table 3.6 for a summary of global fees for equity underwriting.

The fees associated with convertible financing depend on the type of convertible secu-
rity (i.e., convertible bond, convertible preferred shares, or mandatory convertible), the
maturity, and structural issues. Generally in the United States, convertible financing fees
range from 1.5% of proceeds for convertible bonds to 3% of proceeds for mandatory con-
vertibles. Mandatory convertible fees are much higher than convertible bond fees because
mandatory convertibles are similar to common stock from the perspective of investor
share price exposure and are generally more complicated securities than convertible
bonds. By comparison, bond fees range from 0.5 to 0.875% for high-grade bonds to 1.5
to 2.0% for high-yield (junk) bonds, and equity fees range from 2 to 6% for follow-on equity

Table 3.6 Equity Underwriting Gross Spreads (Fees), 2010 and 2011

2010 Total Global 2010 Total Global 2011 Total Global 2011 Total Global

Volume (billion) Fees (million) Volume (billion) Fees (million)
IPOs 285.4 8,252.3 162.8 6,322.4
Follow-Ons 431.7 10,691.4 292.1 9,360.2
Convertibles 96.6 2,691.0 71.4 1,597.8

Source: Bloomberg L.P.



Distribution Alternatives 65

offerings to 3 to 7% for IPOs. For equity deals, the fee percentage is mostly an inverse func-
tion of the offering size. Fees for convertibles, IPOs, follow-on offerings, and bonds are
somewhat lower outside of the United States.

Distribution Alternatives

A company and its investment bank must decide on how to distribute a capital markets
offering. Historically, investment banks have conducted a three- to five-day road show
for follow-on offerings (in comparison to a seven- to ten-day period for an IPO) since the
market is already familiar with a company that initiates a follow-on offering. However,
the road show period has recently been shortened to limit issuer price risk. The company’s
share price is subject to change during the road show for a follow-on offering and so, if the
share price drops, the company will receive lower proceeds than they would have if the offer-
ing had been completed immediately, without a road show. Sometimes, issuers mitigate this
share price risk either by completing an accelerated offering with a shorter road show period
of one or two days, or by carrying out a block trade, in which the investment bank buys the
securities without a road show and bears full price risk (see Exhibit 3.5).

EXHIBIT 3.5 HISTORICAL DISTRIBUTION ALTERNATIVES

Fully Marketed

* Issuer bears share price risk

* 3 to 5-day management roadshow

* Red herring prospectus delivered

* Accesses widest pool of investor demand

Accelerated

* Issuer bears smaller share price risk
* 1 to 2-day management roadshow

* Red herring prospectus delivered

* Narrower access to investor demand

Block Trade

* Investment bank bears share price risk

* Marketing limited to sales calls to potential investors during the evening, with purchase
commitment from bank before market opens the next morning

* No red herring prospectus

* Eliminates market risk for issuer

* Requires a discount to market price to accommodate risk taken by the bank

Notes: Recently, almost all distributions have been completed on an accelerated basis.

Regardless of the distribution alternative, investment banks bear the risk of settlement: If an investor changes
his mind the morning after a verbal commitment to purchase is made, the investment bank must purchase
the securities at the offered price.
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Because of the increased market volatility that was associated with the credit crisis of
2007-2008, the marketing timeline for offerings decreased significantly in an attempt
to help issuers minimize pricing risk. Fully marketed deals are now completed in one to
two days and some follow-on offerings are conducted exclusively over the phone. One
recent innovation is an “over the wall” deal, in which select institutional investors are
approached on a confidential basis by investment bankers about a yet-to-be-named issuer.
Interested parties are brought “over the wall” and provided with confidential information
about the issuer (after which they can no longer trade the company’s stock until the deal is
completed, regardless of whether they decided to purchase shares from the offering).

Shelf Registration Statements

Many large companies that engage in regular U.S. public capital markets financings, such
as equity offerings, debt, and convertible securities, file a shelf registration statement (an
“S-3” filing) with the SEC at some point (at least one year) after completing their IPO.
A shelf registration enables a company to file one registration statement that covers mul-
tiple issues of different types of securities (under Rule 415). Once accepted by the SEC, this
registration, which provides much of the same accounting, disclosure, and descriptive
information found in an IPO filing, allows multiple offerings of several types of securities
over a three-year period, as long as the company updates the registration with quarterly
financial statements and other related required updates. This enables a company to use
the registration opportunistically, without having to separately file for each financing and
wait for SEC clearance each time. A financing using a shelf registration statement is called
a “shelf take-down.”

In 2005, the SEC created new rules for “well-known seasoned issuers” (also known as
“WKSI” filers) that allow companies that satisfy a number of requirements (among which
is a minimum market capitalization of $700 million) to file a shelf registration and have it
become immediately effective and useable for offerings, without SEC review. For this rea-
son, the practice of filing a shelf “just in case” is no longer widely used by WKSIs.

“Green Shoe” Overallotment Option

A “Green Shoe” is an “overallotment” option that gives an investment bank the right to sell
short a number of securities equal to 15% of an offering the bank is underwriting for a
corporate client. The term overallotment is used because the investment bank allocates
115% of the base deal to investors and only takes delivery from the issuer of 100% of
the base deal, thus creating a “naked” short position. An investment bank will need to
buy shares after the initial offering equal to the 15% overallotment. To do this, the bank
either buys shares from the issuer at the offering price (if the share price increases over
the coming days or weeks), or buys shares in the market at the prevailing market price
in order to generate demand and support the stock (if the share price decreases during
this period).
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The SEC permits this activity to enable investment banks to stabilize the price of an
equity offering following its initial placement. The objective is to mitigate downside share
price movement in the secondary market (trades between investors after the initial sale
from the issuer) by allowing the underwriting banks to cover their short position by buying
shares in the open market if the issuer’s share price drops after issuance. This benefits the
shareholders, the company, and the investment bank underwriters because it increases
demand for the shares in the secondary market if the issuer’s share price is falling after
the offering is launched, reducing the perception of an unstable or undesirable offering
(which can lead to further share price declines). Because of the benefits to the issuer, most
companies decide to include a Green Shoe option in their securities offerings. Exhibit 3.6
describes in detail how the Green Shoe option works.

The term Green Shoe comes from a company founded in 1919 called Green Shoe
Manufacturing Company (now known as Stride Rite Corporation), which was the first
company allowed to use this option in an equity offering during 1971.

EXHIBIT 3.6 GREEN SHOE OPTION (OVERALLOTMENT OPTION)

To mitigate downside share price risk in an SEC registered securities offering and to meet
potential investor demand for more securities, an investment bank and the issuer are able to
enter into an overallotment option prior to the offering. The overallotment option allows an
investment bank to sell short securities that are equal to 15% of the securities sold in a public
offering by a company at the time of the offering. The following example shows the outcome of
this activity for both the company and the investment bank. Assume that the company agrees to
(a) sell 100 shares of common stock through the investment bank at a price of $100 per share, (b)
a 15% overallotment option, and (c) pay the investment bank a 2% fee (gross spread) on issuance
proceeds.

Outcome

The investment bank sells on behalf of the company 100 shares long @ $100/share = $10,000
proceeds. The investment bank simultaneously sells short 15 of the company’s shares @ $100/
share = $1,500 proceeds.

If the company’s share price increases after the offering, the investment bank buys 15 shares
from the company at $100/share and delivers these shares to the initial short sale buyers. In this
case, the company receives total proceeds of $11,500 and issues 115 shares. Investor demand has
been met for 115 instead of 100 shares and the company receives more money than they would
have if only 100 shares had been issued. The investment bank’s short position has been hedged
(resulting in no gain or loss) and it receives a fee of 2% of $11,500 = $230.

If the company’s share price decreases after the offering, the investment bank buys 15 shares
from the market at, say, $99/share (paying $99 x 15 = $1,485) and delivers these shares to the
initial short sale buyers. In this case, the company receives total proceeds of only $10,000 and
issues only 100 shares. The investment bank’s short position has created a profit for the bank of

Continued
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EXHIBIT 3.6 GREEN SHOE OPTION (OVERALLOTMENT OPTION)—CONT’'D

$1,500 — $1,485 = $15. The bank’s purchase of 15 shares in the market mitigates downside
pressure on the company'’s stock (without this purchase, the stock may have dropped to say, $95,
which would make both the company and investors unhappy). The investment bank receives a fee
of 2% of $10,000 = $200. As a result, the bank is better off if the company’s share price increases
because they earn more (a $230 fee is better than a $200 fee plus $15 short position profit).

The company, investment bank, and investors all hope the company’s share price increases
after the equity offering. However, this means that the company must have board approval for
issuing a range of shares between 100 and 115 shares (accepting the negative earnings per share
consequences of issuing more shares). The quid pro quo for the earnings per share risk is the
stabilizing benefit of the investment bank’s purchase of shares from the market if the company’s
share price decreases after the offering.

Note: The investment bank may purchase less than 15 shares in this example if there is only a modest drop in
the company’s share price.

International Financings

Financial markets have become more integrated internationally, allowing corporations
and governments more ways to raise capital by issuing securities outside their domestic
markets. Investment banks and legal counsel help issuers consider which country to issue
securities in, which legal entity to use as the issuer, market liquidity, foreign laws (includ-
ing investor protection laws), accounting standards, tax issues, currency risk exposure,
and investor demand.

Because of capital market segmentation, it may be beneficial for a company to issue
securities in foreign markets as an alternative to or in addition to issuing securities at
home (see Chapter 8 for a description of international security issuance). Bonds issued
by a company outside its home country are called Eurobonds. Non-U.S companies can
have their shares listed on a U.S. exchange based on the issuance of American Depository
Receipts (ADRs) that are backed by the company’s shares held in a depositary account in
their home country.



Mergers and Acquisitions

The material in this chapter should be cross-referenced with this case: The Best Deal
Gillette Could Get? Proctor & Gamble’s Acquisition of Gillette.

Corporate change of ownership transactions or combinations such as mergers, acqui-
sitions, divestitures, and joint ventures (collectively, “M&A”) are important strategic
considerations for companies that are contemplating ways to enhance shareholder value
or reduce shareholder risk. Investment bankers play a key role in initiating, valuing, and
executing M&A transactions. This activity accounts for a substantial portion of revenue
generated by the Investment Banking Division within large investment banks and
represents most of the revenue at certain boutique investment banks.

M&A is a global business, with approximately half of all transactions completed inside
the United States (see Table 4.1). Virtually no major company or industry across the globe
is unaffected by M&A transactions.

The Core of M&A

At the core of M&aA is the buying and selling of corporate assets in order to achieve one or
more strategic objectives. Before entering into an acquisition, companies typically com-
pare the costs, risks, and benefits of an acquisition with their organic opportunity (often
referred to as a “Greenfield analysis”). This buy versus build analysis is an important
departure point for a company as it begins to think about an acquisition. Is it better to
build a brand, geographic coverage, distribution network, installed base of products or
services, and relationships? Or is it better to acquire them? Obviously, time, expense,
and assessment of risk play a key role in this decision.

The analysis is never static. Strategic decisions must be reevaluated in light of new cir-
cumstances. The success or failure of competitors, the changing costs of capital, and pric-
ing of public assets all come into play and constantly alter the equations.

The inverse decision—whether to sell—is an analysis that asks whether the benefits of
continuing to operate an asset (for oneself or as the fiduciary of shareholders) is a better
risk-adjusted option than monetizing the asset for cash or other consideration (such as
stock of the acquirer). Often, boards refer to the sale of a company for cash at a premium
as a “de-risking” of the investment for the benefit of shareholders.

The critical component that enables this decision making begins with a thorough
understanding of the asset (for sale or to be acquired). The development of a base oper-
ating plan is the starting point. Investment bankers must review past management fore-
casts in order to gain a sense of management’s predictive ability, and then help
management make an honest assessment of the value of the asset.
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Table 4.1 Mergers and Acquisitions League Tables

2011 Global Completed M&A

Rank Bookrunner Parents Value ($ bn) No.
1 Goldman Sachs & Co 634.9 361
2 Morgan Stanley 583.3 381
3 JPMorgan 574.5 329
4 Citi 387.4 217
5 Deutsche Bank AG 370.1 226
6 Credit Suisse 365.7 253
7 Barclays Capital 358.6 181
8 UBS 300.8 230
9 Bank of America Merrill Lynch 297.6 244

10 Lazard Ltd 222.6 197
2011 U.S. Completed M&A

Rank Bookrunner Parents Value ($ bn) No.
1 Goldman Sachs & Co 345.9 219
2 JPMorgan 333.9 193
3 Morgan Stanley 299.7 193
4 Barclays Capital 219.9 130
5 Bank of America Merrill Lynch 199.3 161
6 Credit Suisse 191.4 139
7 Citi 173.8 120
8 Deutsche Bank AG 168.6 104
9 UBS 144.0 120

10 Lazard Ltd 1131 108
2011 European Completed M&A

Rank Bookrunner Parents Value ($ bn) No.
1 Goldman Sachs & Co 373.5 147
2 JPMorgan 3134 147
3 Morgan Stanley 309.6 160
4 Deutsche Bank AG 242.6 119
5 Citi 2154 92
6 Credit Suisse 215.1 113
7 Barclays Capital 177.0 81
8 BNP Paribas Group 161.5 83
9 UBS 149.8 102

10 Rothschild 136.6 183
2011 Asia Pacific Completed M&A

Rank Bookrunner Parents Value ($ bn) No.
1 Goldman Sachs & Co 153.0 108
2 Morgan Stanley 112.5 127
3 UBS 108.1 79
4 JPMorgan 106.2 75
5 Nomura Holdings Inc 90.3 162
6 Deutsche Bank AG 85.7 66
7 Credit Suisse 72.4 68
8 Barclays Capital 69.3 33
9 Bank of America Merrill Lynch 63.3 62

10 Citi 57.7 67

Source: Bloomberg L.P.
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Creating Value

The global capital markets are significantly impacted by the thousands of M&A-related
financings that are completed each year. Investment banks, lawyers, accountants, man-
agement consultants, public relations firms, economic consultants, and deal magazines
are all important participants in this business. However, there is an ongoing debate about
whether, apart from enriching the investment bankers and other professionals who exe-
cute the transactions, M&A is beneficial to shareholders. Furthermore, even if a transac-
tion benefits shareholders, there are questions about the potential resulting harm to
consumers (if a monopolistic business is created), employees (if they lose their jobs),
and communities (if their tax base is impaired).

In determining after the fact whether an M&A transaction is beneficial to shareholders,
it is important to consider the change in value following completion of an acquisition
compared to share prices of other companies in the same industry over the same interval
of time. For example, America Online announced its agreement to acquire Time Warner
for about $182 billion in stock and debt during January of 2000. With dominating positions
in the music, publishing, news, entertainment, cable, and internet industries, the com-
bined company, called AOL Time Warner, boasted unrivaled assets among media and
online companies. This was the largest M&A transaction in history at the time and some
analysts heralded it as a “great transaction,” an “unprecedented powerhouse,” and an
“unbeatable alliance.” The new company was owned 55% by AOL shareholders and
45% by Time Warner shareholders. However, two years later following the bursting of
the technology bubble, the company’s share price had dropped more than 55% and some
of the same analysts who called the transaction an unprecedented powerhouse were call-
ing it an unprecedented failure.

Although AOLTime Warner’s share price drop was indeed remarkable and discourag-
ing to shareholders, a determination of whether this transaction enhanced or destroyed
value should be made in the context of comparable company share price movement dur-
ing the same time period. When looking at share price changes experienced by AOLTime
Warner’s competitors, criticism that the AOL acquisition of Time Warner was a failure
may be somewhat unwarranted. For example, during this same two-year period, News
Corp, a major competitor, saw a drop in its share price of more than 50%. Moreover,
many pure-technology companies during this period suffered share price drops that
were even larger.

Strategic Rationale

A company must have a strategic rationale for completing an M&A transaction. This
includes a desire to achieve cost savings through economies of scale that come from shar-
ing central services such as legal, accounting, finance, and executive management, as well
as through reducing real estate holdings, corporate jets, and other redundant assets. An
investment banker works closely with the company’s senior management to create a stra-
tegic rationale for an M&A transaction and develop a list of acquisition targets or, in the
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case of a sale, target buyers. Ultimately, the goal of an M&A transaction should be to drive
either an immediate or a near-term increase in shareholder value. To determine if this can
be accomplished, a banker, together with the client, attempts to project an M&A transac-
tion’s impact on EPS (accretion or dilution), post-transaction cost of capital, return on
equity (ROE), return on invested capital (ROIC), and trading multiple expansion or
contraction.

Synergies and Control Premium

A key component in determining whether or not an M&A transaction is strategically jus-
tifiable is the analysis of projected synergies that should be created by the transaction.
Synergies in this context refer to expected reduced costs or increased revenues. Cost syn-
ergies are most important, and they arise through efficiencies created from elimination of
redundant activities, improved operating practices, and economies of scale. Revenue syn-
ergies, which are usually given less weight, come from the ability to create greater revenue
through a combined company than the sum of the independent companies’ revenues.
Companies should develop a thorough, realistic process for forecasting synergies by
bringing representatives from both companies together to define what needs to be done
to capture synergies and the value derived from this capturing process.

Cost synergies can be identified in the following general areas: Administration (exploit-
ing economies of scale in central and backoffice functions); Manufacturing (eliminating
overcapacity); Procurement (purchasing power benefits through pooled purchasing);
Marketing and Distribution (cross-selling and using common sales channels and consol-
idated warehousing); and R&D (eliminating R&D overlap in personnel and projects).
Investment bankers are responsible for making sure that forecasted synergies are realistic
and a credible total cost savings amount is included in post-transaction valuation calcu-
lations. Revenue synergies should be, in many cases, discounted from management’s pro-
jections since they are very difficult to capture. According to research by McKinsey, 88% of
acquirers were able to capture at least 70% of estimated cost savings, while only half of the
acquirers were able to capture at least 70% of estimated revenue synergies.

A control premium relates to the price that an acquiring company is willing to pay to
purchase control over a target company’s decision making and cash flow. This premium
equals the difference between a control-based purchase and a minority (noncontrol) pur-
chase of shares. In many acquisitions, the acquirer is willing to pay a higher price than the
current market price for a public company based on consideration of both expected syn-
ergies and a control premium.

Credit Ratings and Acquisition Currency

Companies must consider the credit rating impact of an M&A transaction: a transaction
can result in a ratings upgrade, downgrade, or no rating change. A downgrade may lead to
arisk-adjusted higher cost of capital, which impacts the benefits of the transaction as well
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as the company’s operating model going forward. As a result, companies and their invest-
ment bankers sometimes have confidential discussions with rating agencies before trans-
actions are consummated to determine the probable rating impact of a transaction. This,
in turn, can affect the decision regarding whether to use shares or cash as an acquisition
currency. Share-based acquisitions have a more salutary effect on the acquirer’s balance
sheet and so ratings may not be as negatively impacted compared to a cash-based
acquisition.

When considering the acquisition currency, acquiring companies should also focus on
the transaction’s impact on their EPS, balance sheet, cash flow, financial flexibility, and
taxes. Although using shares as the acquisition currency can mitigate credit rating con-
cerns, it can also have a negative impact on EPS relative to a cash-based acquisition. In
addition, if more than 20% of the outstanding shares of a U.S. public company are to
be issued in an acquisition, a shareholder vote is required to support the issuance. Higher
P/E (price to earnings) companies use stock as consideration more frequently than lower
P/E companies do. However, the cost of issuing equity should always be compared to the
cost of debt when determining whether to use cash or shares as the acquisition currency. If
a target firm prefers receiving the acquiring company’s shares because it is more tax-
effective for selling shareholders (capital gains taxes are deferred until the shares received
from the acquisition are sold), the acquirer may need to consider shares as the acquisition
currency. In addition, target shareholders might prefer receiving shares to enable their
participation in the future share appreciation potential of the post-acquisition company.
See the case The Best Deal Gillette Could Get? Proctor & Gamble’s Acquisition of Gillette
to review acquisition currency considerations.

When using shares as the acquisition currency, the acquirer and seller must consider
share price risk associated with this payment method. Because there is a meaningful time
lapse from the announcement of the transaction to the actual closing (typically three to
nine months), there is the potential for significant share price movement during this
period. Therefore, if shares are to be delivered in an acquisition, a decision must be made
to structure the transaction with either a fixed share exchange ratio and floating economic
value, or a floating share exchange ratio with a fixed economic value. The exchange ratio is
the number of acquiring company shares to be exchanged for each target company share,
calculated as follows: offer price for target / acquiring company’s closing share price on
the last trading day before the deal is announced = exchange ratio. For example, in an
all-stock acquisition, if the exchange ratio is 2.0 x at closing (which, as indicated, could
be three to nine months after the deal is announced), the acquiring company will deliver
to target company shareholders two acquiring company shares for every outstanding tar-
get company share. This is a fixed exchange ratio transaction, creating the potential for
changing economic value, depending on changes in the acquiring company stock price.
In a floating exchange ratio transaction, the exchange ratio moves up or down during the
period from announcement to closing, depending on the acquiring company’s stock price.
This arrangement creates the same economic outcome (from a cash equivalence perspec-
tive) regardless of whether the acquirer’s share price increases or decreases.
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A common adjustment to a fixed exchange ratio is to impose a collar around the ratio
that provides for an increase in the exchange ratio if the acquiring company’s share price
drops below a predetermined floor price and a reduction in the exchange ratio if the
acquiring company’s share price increases above a predetermined cap price. This collar
arrangement creates a cash equivalent economic outcome at closing that has boundaries
which, for example, might be 10% above and below the value of the transaction based on
the exchange ratio on the date the transaction was announced.

Regulatory Considerations

Companies and their legal and investment banking advisors must analyze the regulatory
approvals that are necessary to complete an M&A transaction, focusing on local, regional,
national, and international regulators. Approvals required to close a transaction depend
on the size of the deal, the location of major businesses, the industry, and the industry
regulatory body (if one exists). In the United States, most public M&A transactions require
a Hart-Scott-Rodino (HSR) filing with the Federal Trade Commission (FTC) and the
Department of Justice (DOJ). Upon filing, there is a 30-day waiting period during which
the FTC and the DOJ may request further information. If there are international opera-
tions, the companies might also need to file with the European Commission (EC) or with
antitrust regulators in other relevant countries. Other U.S. regulatory considerations
include filing a merger proxy or a financing registration statement with the SEC, determin-
ing whether a report should be filed with the Pension Benefit Guaranty Corporation (if the
transaction impacts company pension plans) and, potentially, filing with tax agencies,
such as the IRS.

Social and Constituent Considerations

There are numerous social considerations in any potential M&A transaction. For example:
What is the quality of the target company’s management team and should they be retained
or asked to leave? Can two different management teams be combined without unduly dis-
rupting the overall business? How many and who will be on the board of directors? Are
there golden parachutes (severance packages payable upon termination) that must be
accounted for? Will there be large job losses? Are there environmental or political issues
that must be addressed? Will the tax base of the communities in which the company oper-
ates be affected? Are there significant relocation issues? These social issues are particularly
important in stock-for-stock combinations.

The principal constituents that must be considered in any potential transaction include:

Shareholders, who are concerned about valuation, control, risk, and tax issues
Employees, who focus on compensation, termination risk, and employee benefits
Regulators, who must be persuaded that antitrust, tax, and securities laws are adhered to
Union leaders, who worry about job retention and seniority issues

PWN =
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5. Credit rating agencies, who focus on credit quality issues

6. Equity research analysts, who focus on growth, margins, market share, and EPS, among
other things

7. Debt holders, who consider whether debt will be increased or retired, or if there is
potential for changing debt values

Each of these constituents’ concerns must be considered, but since there are many
competing concerns, frequently not every constituent (other than regulators) will be
satisfied.

Itis imperative that, as constituent priorities are considered, the companies involved in
the M&A transaction and their advisors determine the potential reaction of politicians and
the media. Not anticipating criticism from these sectors can imperil a deal. Considering
criticism in advance and developing strategies for dealing with it is an increasingly impor-
tant part of the M&A landscape (see the case The Best Deal Gillette Could Get? Proctor &
Gamble’s Acquisition of Gillette).

Role of Investment Bankers

Investment bankers identify potential companies or divisions to be bought, sold, merged,
or joint-ventured. They create scenarios for successful transactions, including pro-forma
projections and analysis of benefits and disadvantages. When a client agrees to proceed
with a transaction, investment bankers provide extensive financial analysis, deal structure
recommendations, tactical advice, and, sometimes, financing (that they provide them-
selves or arrange through the capital markets). Bankers work with a company’s corporate
development group to manage all phases of the transaction process. Bankers (along with
attorneys) also play a key role in negotiating the terms of the transaction and certain parts
of the documentation (in conjunction with legal advisors and senior management of the
company). Either bankers or senior management are the principals that negotiate a deal.
In most cases, an investment bank also delivers a fairness opinion (see the section on this
topic later in the chapter) at the time of transaction closing.

Bankers are paid different fees for advising on the transaction and for providing a fair-
ness opinion. The bulk of an advisory fee is usually only paid if the transaction is success-
fully closed. The fee is normally calculated as a percentage of total consideration, and may
vary from 2% for a relatively small transaction ($100 million) to a fraction of 1% for a very
large transaction ($10 billion or greater). Transactions may have much higher or lower
fees, depending on the type and complexity of the transaction.

Other M&A Participants

In addition to investment bankers, there are many other key participants in an M&A trans-
action. The senior management of the company determines strategy, selects advisors, and
makes key deal decisions. The company’s corporate development group brings the best
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ideas presented by investment bankers (or through their own initiatives) to senior man-
agement and works on all aspects of deal execution. The board of directors is in charge of
recommending or rejecting the proposed transactions and must act under the Business
Judgment Rule (a legal standard that requires the transaction to be in the best interests
of shareholders). They must also perform their Revlon duties (another legal convention)
which, if triggered, require that the highest possible reasonable value be obtained through
a market test or an auction. Other key participants include business unit heads (who par-
ticipate in due diligence, integration planning, and synergy discussions); internal and
external legal counsel; internal and external investor relations people; human resources
people; and accountants. Each of these participants plays a role in identifying, analyzing,
and advancing an M&A transaction.

Fairness Opinion

Investment bankers are usually asked to render a fairness opinion to the respective boards
of companies involved in an M&A transaction (see Exhibit 4.1). The opinion is made
publicly available and it states, among other things, that the transaction is “fair from a
financial point of view.” A fairness opinion is not an evaluation of the business rationale
for the transaction, a legal opinion, or a recommendation to the board to approve the
transaction. The fairness opinion includes a summary of the valuation analysis conducted
by the investment bank to show the basis on which the opinion is offered.

A typical fee paid for a fairness opinion in a large M&A transaction is around $1 million,
although this amount can vary, depending on the size and complexity of the transaction.
This fee is paid separately from the M&A advisory fee (which is paid only if the deal is
consummated). A fairness opinion is not a guarantee that a deal is fair, or even good.
It is simply a document that reviews a deal’s valuation based on standard valuation
processes, including comparison of similar deals, and states that it falls within the

EXHIBIT 4.1 ORIGINS OF THE FAIRNESS OPINION

Fairness opinions are an outgrowth of a court case that involved the 1981 acquisition of
TransUnion by Marmon Group. Defendant Jerome Van Gorkom, who was TransUnion’s
Chairman and CEO, chose a proposed price of $55 per share without consultation with outside
financial experts. He only consulted with the firm’s CFO and did not determine an actual total
value for the company. A Delaware court was highly critical of his decision, writing that “the
record is devoid of any competent evidence that $55 represented the per share intrinsic value of
the Company.” The court found that the company’s directors were grossly negligent because
they quickly approved the merger without substantial inquiry or any expert advice. For this
reason, the board of directors breached the duty of care that it owed to the corporation’s
shareholders. As such, the protection of the Business Judgment Rule was unavailable. Ever since,
most public company boards have decided it is best to obtain a fairness opinion for any material
M&A transactions.
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parameters of the analysis. Boards of directors use fairness opinions as a data point in
deciding whether to vote for or against a transaction and to create evidence that they have
fulfilled their fiduciary duty in the event that they need to defend against any lawsuit relat-
ing to the M&A transaction.

There is division about whether it makes sense for the same investment bank that pro-
vides the fairness opinion to also act as the M&A advisor, since the advisory fee will only be
paid if the transaction is completed and it will not be completed unless, among other
things, the board is advised that the purchase price is fair. Sometimes, to mitigate this con-
cern, companies employ one investment bank to render the fairness opinion and a differ-
ent bank to provide M&A advice. Alternatively, consulting firms or accounting firms can be
hired to provide the fairness opinion. Bringing in a third party to perform the fairness
opinion is not without its issues, however. While independent, they will not understand
as much about the deal as the party who negotiated it. As a result, it can be a problematic
decision to divide up the advisory and fairness opinion roles; there are good arguments for
and against both positions.

Acquisitions

A publicly traded company can be acquired through either (1) a merger; (2) an acquisition
of stock directly from the target company shareholders using a tender offer, followed by a
merger to acquire any remaining untendered shares; or (3) an acquisition of the target
company assets and a distribution of the proceeds to the target company shareholders.
The third acquisition method is rarely used since it is usually tax-inefficient, and so only
the first two methods are summarized next.

Merger

A merger is the most common way to acquire a company. It involves the legal combination
of two companies based on either a stock swap or a cash payment to the target company
shareholders. In order for a merger to proceed, there must be a shareholder vote that
favors the merger by more than 50% (or an even higher percentage, depending on the cor-
porate articles and the state of incorporation). Typically the acquiring firm has principal
control of the board and senior management positions. A merger of equals (MOE) is a
combination of two companies with approximately equal assets. There is a less obvious
designated buyer or seller, and the control premium is either nonexistent or negligible
because, in theory, value created through synergies is shared approximately equally by
shareholders of both companies. For example, when Daimler-Benz and Chrysler merged,
this was a MOE and a new company, DaimlerChrysler, was formed (and in this case, a new
stock was issued for this company). Although, in theory, an MOE results in equal repre-
sentation on the board of directors and within senior management ranks, this seldom
occurs. Usually one side or the other is subtly dominant.
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Tender Offer

Another way to acquire a company is to purchase stock directly from shareholders, with-
out requiring a shareholder vote, which is easiest if there is a single majority shareholder,
or a small group of like-minded shareholders who, together, hold a majority position. If it
is difficult to obtain the shares through private negotiations, or if the board is not support-
ive, a tender offer can be initiated. A tender offer is a public offer by an acquirer to all
shareholders of a target company to tender their stock for sale at a specified price during
a specified period of time. If less than 100% of shareholders accept the tender offer, a sec-
ond step is required to gain control of the nontendered shares through a merger. If 90% or
more of the shares are tendered, the merger can be effected through a short-form merger
process, which allows the acquirer to “squeeze out” the untendered shares, requiring that
they be sold without a shareholder vote. Typically a tender offer is initiated if the target
company’s board is not supportive of the acquisition. However, even with board support,
a tender offer is sometimes initiated rather than a merger because, without the need for a
shareholder vote, the tender offer can be completed faster than a merger. Tender offers in
the United States are governed by the Williams Act, which requires that bidders include all
details of their offer in a filing with the SEC. Interpretations of the Williams Act have
become more difficult with the increasing use of derivative instruments employed by
activist hedge funds in their acquisition efforts (see Chapter 13).

Proxy Contest

A proxy contest is an indirect method of acquisition since it is designed to gain minority
representation on or control of a board of directors. This strategy is often initiated by a
financial agitator, but can also be used by a strategic acquirer to put pressure on senior
management and existing board members. If successful, the proxy contest may change
the composition of a board.

Due Diligence and Documentation

To enhance the chances of a successful acquisition, the buyer must carefully review a full
range of issues regarding the target company. Every M&A transaction requires a due dil-
igence process that investigates a company’s business in detail by reviewing publicly avail-
able information and, subject to agreement by the parties, nonpublic information, after
signing a confidentiality agreement. For a private sale of a division it is customary to
include in due diligence a tour of major facilities, discussion with management regarding
their business, an extensive “data room” review (physical or electronic) of confidential
documents, discussions with selected customers or suppliers, and a follow-up session
to ask questions that develop during data analysis. In a U.S. public company takeover,
there is less due diligence because of SEC disclosure that already exists.

Documents that are used in an M&A transaction include either a Merger Agreement, if
an acquiring company directly purchases the stock of a target company, or a Stock
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Purchase Agreement, if an acquiring company purchases stock but it does not want to
complete a merger filing. Mergers involve the legal combination of two companies, are
governed by state statutes, and require an affirmative vote of either a majority or a super-
majority of the target company shareholders for approval, depending on the company’s
charter or bylaws (or state laws if the company’s charter or bylaws are silent on this
point). If an acquiring company issues more than 20% of its pretransaction shares in a
share-for-share merger, then the acquiring company shareholders also must vote in
favor of the transaction. With a Stock Purchase Agreement, rather than merging two
companies, an acquiring company can acquire stock directly from majority share-
holder(s) in privately negotiated agreements or through a tender offer, which does not
require a shareholder vote if all shareholders sell. If not all shareholders agree to sell, then
a merger is required as a second step to gain control of nontendered shares. If only assets
are purchased, and not the entire company, an Asset Purchase Agreement is used.

An important provision in M&A documents is the “material adverse change” (MAC)
clause. A MAC is an event that materially changes the economic substance of the trans-
action after signing but before closing. If a MAC clause is triggered, the transaction may be
terminated. MAC clauses are carefully negotiated, with a particular focus on what consti-
tutes materiality. This clause, in turn, impacts any payments that may be owed under deal
protection provisions, including a breakup fee (see the next section). Another key provi-
sion in documents relates to whether the target company is allowed to “shop” its deal with
an acquiring company to other prospective buyers. If so, there is a “go shop” provision; if
precluded, there is a “no shop” provision.

Breakup Fee

A breakup fee is paid if a transaction is not completed because a target company walks
away from the transaction after a Merger Agreement or Stock Purchase Agreement is
signed. This fee is designed to discourage other firms from making bids for the target com-
pany since they would, in effect, end up paying the breakup fee if successful in their bid.
A reverse breakup fee is paid if the acquiring company walks away from a transaction after
signing the agreement. These fees are usually set at 2 to 4% of the target company’s equity
value, but this is the subject of considerable negotiation during the documentation
process. In some instances there is no breakup fee, but rather language enabling “specific
performance” whereby a court can compel the deal to close.

Alternative Sale Processes

Investment banks generally give priority to solicitation of M&A assignments that allow
them to help sell a company or a division of a company. This is because there is a higher
likelihood that a “sell-side” deal will be completed than a “buy-side” deal. Sell-side pro-
cesses are somewhat different, depending on the industry; the type of asset being sold;
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timing, acquisition currency, and tax concerns; impact on the company’s business; and
employee and confidentiality concerns. However, there are four general ways in which
a sell-side assignment can be approached:

Preemptive

Bankers screen and identify the single most likely buyer and contact that buyer only. This
process maximizes confidentiality (disclosing confidential selling company information
to only one buyer) and speed, but may reduce the potential for price maximization.

Targeted Solicitation

Bankers identify and contact the two to five most likely buyers. By avoiding public disclo-
sure of the sale effort, this process may eliminate a perception that the deal is being
shopped (unless there is an inadvertent disclosure). This process allows for reasonable
speed and maintains strong control over confidentiality, while improving the potential
for price maximization.

Controlled/Limited Auction

Bankers approach a subset of buyers (perhaps six to twenty potential buyers) who have
been prescreened to be the most logical buyers. This process is slower and quickly
becomes known in the market, which sometimes creates undesirable share price pressure.
Although confidentiality agreements will be signed with any potential buyer that the seller
and investment bankers are comfortable with, there are still a significant number of
parties that are aware of a sale process and may obtain confidential selling company infor-
mation (hence, greater business risk). The payoff for this risk is a higher potential for price
maximization.

Public Auction

The company publicly announces the sales process and invites all interested parties to
participate. This creates potentially significant disruptions in the company’s business
since there are more moving parts and even greater confidentiality concerns, compared
to a controlled auction. In addition, the process may take more time. The benefit of a pub-
lic auction is that it may result in finding “hidden” buyers, creating the greatest potential
for price maximization. See Table 4.2 for a summary of these four alternative sale
processes.

Cross-Border Transactions

Alarge number of M&A transactions are completed between companies that are based in
two different countries. These transactions are almost always more complicated since
there are multiple regulators (focusing principally on antitrust and securities law matters),
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Table 4.2 Alternative Sell-Side Processes

Divestiture # of
Strategy Description Buyers Advantages Disadvantages Circumstances
Preemptive ® Screen and identify most likely 1 ® Efforts focused on ® Unlikely to maximize value ® Have very clear sense of most
buyer one buyer ® Tied to result of one logical buyer
® Maximum negotiation ® High risk of damage from busi-
confidentiality ness disruptions
® Speed of execution ® Have strong negotiating
® Minimum business position
disruption
Targeted ® High-level approach to 2to5 ® Speed of execution ® Requires substantial ® Have limited group of logical
Solicitation selected potential buyers ® Confidentiality top-level management buyers
® Customized executive maintained time commitment ® Have key objectives of confi-
summary—type presentation ® limited business ® Risks missing interested dentiality and limiting any busi-
® No preestablished guidelines disruption buyers ness disruption
or formal process ® Sense of competition ~ ® May not maximize value
® No public disclosure enabled
Controlled ® |imited range of logical 61020  ® Reasonably accurate ® | ack of confidentiality ® Seek good balance between

Auction potential buyers contacted
Requires formal guidelines on
sale process

® No public disclosure

Public ® Public disclosure made

Auction Preliminary materials
distributed to wide range of
potential buyers

test of market price

® High degree of con-
trol over process

® Creates strong sense
of competition

N/A ® Most likely to obtain

highest offer

® Finds “hidden”
buyers

May “turn off” logical
buyers

® Potential for disruption due
to rumors

May limit subsequent
options if process fails
® Highest risk of business
disruption

confidentiality and value

Believe business is unlikely to be
damaged by public process
Have difficulty identifying
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complex accounting and disclosure considerations, and especially difficult tax matters to
resolve. For example, in a transaction where a non-U.S. company acquires a U.S. company
in a stock-for-stock arrangement, American Depositary Receipts (ADRs) may need to
be used since most U.S.-based shareholders want an acquisition currency that is freely
monetizable in the United States and some institutional investors are not allowed to
own foreign stocks (see Chapter 8 for an explanation of ADRs). If an ADR program doesn’t
already exist for the acquirer’s stock, it may need to be organized. In a stock-for-stock
transaction where a U.S. company acquires a non-U.S. company, some non-U.S. share-
holders may feel compelled to sell their shares immediately because they don't want
foreign exchange risk or are uncomfortable holding a foreign stock. In this case, there
may be large amounts of the U.S. company’s stock being sold, which puts downward
pressure on the stock (see Figure 4.1). This phenomenon is called “flowback.”

International Market Developments

As global economies are becoming more interconnected, mergers and acquisitions are
an increasingly international affair. Deregulation in the United States, Europe, and Japan
in the 1980s led to a period of high merger and acquisition activity both within the United
States and internationally. Examples of international transactions from this period include
the acquisition of Molson by Carlin O’Keefe, the purchase of Firestone Tire & Rubber Co. by
Bridgestone, the acquisition of Anheuser Bush by InBev, and the acquisition of Cadbury by
Kraft. Completion of the EU’s Internal Market initiative in 1992 eased regulations regarding
mergers and acquisitions, enabling an expansion of this activity in Europe. Recently, the
growth of emerging economies has resulted in M&A expansion throughout the world.
International M&A deals are usually more complicated than domestic transactions due
to additional legal complexity, sometimes more intricate antitrust and tender offer

Acquisition of a U.S. company by a Acquisition of a non-U.S. company by
non-U.S. company: a U.S. company:
American Depositary Receipts (ADRs) Much of the U.S. company’s stock is sold,
are used because: which puts downward pressure on the
stock because:
U.S. shareholders want an New non-U.S. shareholders
acquisition currency that is may be uncomfortable
freely monetizable holding U.S. company stock
Some institutional investors New shareholders may
are not allowed to hold not want foreign exchange
foreign stock (FX) risk

FIGURE 4.1 Cross-border M&A transactions (stock-for-stock).
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regulations , new accounting rules, protectionism, and currency risk. Cultural differences
must also be considered in international transactions.

An example of potential difficulties that can arise in international mergers was Kraft’s
hostile takeover of Cadbury, a large U.K. confectionery company. After completion of the
deal, U.K. regulators initiated significant changes in their country’s takeover rules, includ-
ing new disclosure requirements about fees and employee and creditor participation in
the merger decision. New regulations also required a one-year commitment by the
acquirer regarding employment following consummation of the transaction and other
new employee rights.

In most European countries “creeping takeovers” (acquiring shares in the market
before the actual takeover) are not allowed without disclosure. Many European takeover
laws require shareholders that have already acquired approximately one-third of the com-
pany to make a binding offer for the entire target company.

While many U.S. M&A transactions include a combination of cash and shares, this
might be difficult for some cross-border transactions because common share cross-listing
hurdles have to be overcome and, in some cases, the legal framework for a mixed cash and
shares offer is problematic. In 2011, approximately one-quarter of all global M&A activity
took place in emerging markets, with China taking the largest share.

Tax-Free Reorganizations

M&A transactions, if structured properly, may be characterized as tax-free reorganizations.
In the United States, the Internal Revenue Code provides a tax exemption for the exchange
of shares (in a stock-for-stock transaction) that has the objective of reorganizing, or rear-
ranging, the company. The objective of the parties involved is to qualify the transaction
as a tax-free reorganization that results in no corporate-level or shareholder-level taxes.
However, this does not mean that there will never be taxes paid. This designation simply
delays the taxable event until the target company’s shareholders sell the acquirer shares
received from the transaction. When target company shareholders receive acquiring
company shares, the original basis in the target company shares is passed on to the new
shareholding. Whenever the shares are sold, a tax will be paid based on the gain between
the basis and the sales price of the shares. In addition, a substantial part of the consideration
must consist of stock (at least 40%, or more, depending on the structure of the transaction),
which will result in tax-free treatment of the portion of the consideration paid in shares
(the cash portion will still be taxable). Finally, the acquiring company must continue to
operate or use a significant part of the target company’s business or assets.

Corporate Restructurings

Corporate restructurings involve either bankruptcy-related concerns or strategic opportu-
nities. This section focuses on the latter, creating strategic opportunities that unlock
shareholder value through the separation of a subsidiary from a parent company, and



84 CHAPTER 4 « MERGERS AND ACQUISITIONS

not on bankruptcy-related transactions. Senior management and board of directors must
constantly analyze new opportunities to maximize shareholder value. From a strategic
opportunity standpoint, this includes determining whether it is possible to create a
new publicly traded company from one or more of the parent company’s businesses.
Sometimes, separating a noncore business from a company’s other businesses can create
greater clarity in the market and unlock value if the separated business participates in a
higher-growth industry. In addition, separating a business can improve operating perfor-
mance, reduce risk profiles (including credit risk), and provide more efficient access to
public capital markets. A separation event can be completed in either the private or the
public market. A private market event involves selling a subsidiary to private investors
or to another company. A public market event involves selling or separating part of or
the entire subsidiary in a public market transaction such as an IPO, carve-out, spin-off,
split-off, or tracking stock transaction.

IPO

A subsidiary IPO is the sale of all shares of a subsidiary to new public market shareholders
in exchange for cash. This creates a new company with a new stock that trades indepen-
dently from the former parent company stock. If the cash received by the parent is in
excess of the parent’s tax basis, then the IPO is a taxable event for the parent.

Carve-out

The sale through an IPO of a portion of the shares of a subsidiary to new public market
shareholders in exchange for cash is called a carve-out. This type of transaction leaves
the parent with ongoing ownership in a portion of the former subsidiary. In practice, since
a large sale might flood the market with too many shares, thereby depressing the share
price, usually less than 20% of the subsidiary is sold in a carve-out. Selling a minority posi-
tion of the subsidiary also enables the parent to continue having control over the business
and, importantly, makes it possible to complete a potentially tax-free transaction if less
than 20% of the shares are sold (see the McDonald’s, Wendy’s, and Hedge Funds:
Hamburger Hedging? case for a description of McDonald’s carve-out of Chipotle). One
consideration of a carve-out is the potential conflict of interest between the parent and
the separated company. For example, if the separated company is vertically integrated
with the parent company (i.e., a supplier), potential conflicts may arise if the former
subsidiary pursues business with the parent company’s competitors.

Spin-Off

In a spin-off, the parent gives up control over the subsidiary by distributing subsidiary
shares to parent company shareholders on a pro-rata basis. This full separation avoids
conflicts of interest between the parent and the separated company (unlike in a carve-
out transaction). No cash is received by the parent company since a spin-off is essentially
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redistributing assets owned by parent company shareholders to those same shareholders.
A spin-off may be accomplished in a two-step process. First, a carve-out is completed on
a fraction of the shares to minimize downside pressure on the stock. It also allows the sub-
sidiary to pick up equity research coverage and market making in the stock prior to deliv-
ery of the remaining shares to the original parent company shareholders. The carve-out
sale is usually on less than 20% of the subsidiary’s shares in order to preserve tax benefits.
A spin-off provides the new company with its own acquisition currency, enables the new
company management to receive incentive compensation, and unlocks the value of the
business if comparable companies trade at higher multiples than the parent company
multiple. Negatives include potentially higher borrowing costs and takeover vulnerability.

Split-Off

In a split-off, the parent company delivers shares of the subsidiary to only those parent share-
holders who are willing to exchange their parent company shares for the shares of the subsid-
iary. This leaves the original parent company shareholders with either subsidiary shares (and
no parent company shares) or parent company shares (and no subsidiary shares). A split-off is
preferred to a spin-off when a portion of parent company shareholders prefers to own only the
subsidiary’s shares and not the parent company’s shares. A split-off can be structured as a
tax-free event if an initial carve-out of less than 20% of the subsidiary is followed with a
split-off transaction. Since a split-off requires parent company shareholders to choose
between keeping parent company stock and exchanging this stock for subsidiary stock, to
achieve complete separation, sometimes a premium must be offered for the exchange (pro-
viding more shares of the subsidiary than a valuation analysis without incentives would
suggest). A split-off transaction is much less common than a spin-off transaction.

Tracking Stock

In a tracking stock transaction, a separate class of parent company shares is distributed to
existing shareholders of the parent company either through a spin-off or through a sale to
new shareholders in a carve-out. Although a tracking stock offers the parent company the
advantage of maintaining control over a separated subsidiary, it complicates corporate
governance because there is no formal legal separation and a single board of directors
continues to operate both businesses. In addition, both entities are liable for each other’s
debt obligations and so, in a bankruptcy scenario, it is unclear how the assets will be
split up. As a result, this is a potentially confusing form of separation and the logic of this
transaction is frequently debated.

Takeover Defenses

Companies that either have received or expect to receive a hostile takeover bid often retain
investment bankers to assist them. This effort is designed to either fight off the bid and
remain independent or negotiate a transaction that maximizes shareholder value.
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A takeover defense strategy is critically dependent on the specific laws that govern
attempts to acquire a company. In the United States, the SEC governs all tender offers,
but companies are incorporated based on state laws and most states have adopted anti-
takeover statutes as part of their state corporation laws. Delaware has a separate court sys-
tem for corporate law called the Delaware Chancery Court, which has been a leader in the
development of corporate law. Many large U.S. corporations are incorporated in Delaware
because of the perceived benefits received from the state’s clarity on corporate law
matters.

Various defense strategies can be deployed by corporations, based on the advice of
their investment bankers and legal counsel. The most actively utilized defense strategy
is a shareholder rights plan.

Shareholder Rights Plan

A shareholder rights plan usually does not require a shareholder vote and often has a
10-year maturity. The key feature of this plan involves implementation of a “poison pill,”
which gives nonhostile shareholders a right to purchase additional shares in the company
at a substantial discount (usually 50%). The result of the exercise of this right is that
hostile shareholder ownership percentage declines as “friendly” shareholder ownership
increases. This dilution of hostile ownership economically compels the hostile party to
give up, negotiate a higher price, or launch a proxy contest to gain control of the target
company'’s board and then rescind the poison pill. Poison pills have been a very effective
deterrent to hostile takeover attempts for several decades, but since 2001 the number of
companies that have implemented (or renewed) this defense provision has declined in
the face of shareholder activism. Some shareholders believe that a poison pill entrenches
ineffective management and boards, resulting in a failure to maximize shareholder value.
Following the stock market fall-off during 2008, the adoption of rights plans reversed
course and became more popular.

Risk Arbitrage

In a stock-for-stock acquisition, some traders will buy the target company’s stock and
simultaneously short the acquiring company’s stock. The purchase is motivated by the
fact that after announcement of a pending acquisition, the target company’s share price
typically trades at a lower price in the market compared to the price reflected by the
exchange ratio that will apply at the time of closing. Traders who expect that the closing
will eventually occur can make trading profits by buying the target company’s stock and
then receiving the acquiring company’s stock at closing, creating value in excess of their
purchase cost. To hedge against a potential drop in value of the acquiring company’s
stock, the trader sells short the same number of shares to be received at closing in the
acquiring company’s stock based on the exchange ratio. The participation of these traders
(called “risk arbitrageurs” or “risk arbs”) is an important consideration in stock-for-stock
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acquisitions since their trading puts downward pressure on the acquiring company’s stock
and upward pressure on the selling company’s stock.

For example, if an acquiring company agrees to purchase a target company’s stock at
an exchange ratio of 1.5, then at closing the acquirer will deliver 1.5 shares for every share
of the target’s stock. Assume that just prior to when the transaction is announced, the tar-
get’s stock price is $25, the acquirer’s stock is $20, and it will be six months until the trans-
action closes. Since 1.5 acquirer shares will be delivered, the value to be received by target
company shareholders is $30 per share. However, because there is some probability that
the acquisition will not close in 6 months, the target company stock will likely trade below
$30 until the date of closing. If the target stock trades at, for example, $28 after announce-
ment, for every share of target stock that risk arbs purchase at $28, they will simulta-
neously short 1.5 shares of the acquirer’s stock. This trade enables risk arbs to profit
from the probable increase in the target’s share price up to $30, assuming the closing takes
place, while hedging its position (the shares received by risk arbs at closing will be deliv-
ered to the parties that originally lent shares to them). The objective for risk arbs is to
capture the spread between the target company’s share price after announcement of
the deal and the offer price for the target company, as established by the exchange ratio,
without exposure to a potential drop in the acquirer’s share price. However, if the trans-
action doesn’t close or the terms change, the risk arbs’ position becomes problematic and
presents either a diminution in profit or a potential loss. Investment bankers keep close
track of risk arb activity throughout the transaction period since the prices of both the
acquirer and target stocks can be significantly impacted by risk arb trading.

Valuation

In determining the appropriate value for a public company that is the subject of a poten-
tial acquisition or sale, the starting point is consideration of the company’s current share
price. This price may represent the best indicator of fair value for a large public company
without a control shareholder. To reflect the appropriate value for control of the company,
this price must be adjusted upward. In other words, when purchasing a small fraction of
the company, the closing market price is the best barometer of value, but if a majority of
the company is purchased, there generally should be a control premium added to this
closing market price. There are four basic valuation methods that guide investment
bankers (and others) in determining the appropriate price for the purchase of a controlling
interest in a company: comparable company analysis, comparable transaction analysis,
leveraged buyout (LBO) analysis, and discounted cash flow (DCF) analysis.

In addition, a sum-of-the-parts analysis is often useful if a company has many different
(and disparate) businesses and there is the possibility that individual businesses, if sold
independently, could create value in excess of the company’s value. For certain industries,
other valuation approaches may also be appropriate. For a private company, all or only
some of these valuation methods may be applicable in determining the appropriate value
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for an acquisition. The key to selecting the best valuation methodologies for public and
private companies (or divisions of companies) is to determine the methods based on
the industry, available information, and market precedent.

Comparable company analysis and comparable transactions analysis are multiples-
based methods for determining value in relation to a set of peers. This means that a
company’s value is calculated as a multiple of a metric such as earnings or, more impor-
tantly in most cases, earnings before interest, taxes, depreciation, and amortization
(EBITDA). EBITDA is a proxy for cash flow, but they are not identical. In multiples valu-
ation, EBITDA is generally used because it can be calculated using only the income
statement, whereas cash flow also requires information from the balance sheet. The most
common multiples are enterprise value to EBITDA (EV/EBITDA), price to earnings (P/E),
and price to book (P/B).

To obtain meaningful information from a multiples analysis it is essential to select a
peer group of public companies that have the most similar characteristics to the company
being valued. This usually means analyzing companies in the same industry by using
Standard Industrial Classification (SIC) codes, or by using the North American Industry
Classification System (NAICS), utilizing a database such as Thompson Financial or Dealo-
gic. However, sometimes a company should be excluded from a comparables peer group if
the company competes in the same product area but also has other large businesses that
are unrelated to the key products of the company being valued. For example, General Elec-
tric produces GE lanterns, which directly competes with Coleman’s lanterns, but GE and
Coleman should not be in the same peer group when determining comparable multiples
since GE’s business activities extend far beyond the activities of Coleman. Size of compa-
rable companies is also important.

A company that has a market capitalization of $50 billion may not be a good compa-
rable to a company that has a market capitalization of $500 million. Also, a thinly traded
company that has limited analyst coverage may be removed from a peer group of
comparable companies that have robust trading volume and active analyst coverage
because its fundamental value is not fully reflected in its share price. In addition, for a
comparable transactions analysis, there is generally a valuation discount for smaller com-
panies as compared to larger ones. These and many other factors must be considered
when determining the best comparables. Coming up with the ideal list of comparables
is challenging and, if the wrong companies are included, valuation conclusions may be
incorrect. Finally, in addition to selecting the right peers, it is also important to normalize
the financials of the peer companies to exclude any extraordinary items, nonrecurring
charges, and restructuring charges. This ensures the comparison across peers is on an
apples-to-apples basis.

DCF analysis and LBO analysis are cash flow—based methods of valuation. Both require
projected future cash flows, which are discounted by a company’s cost of capital. A DCF
analysis attempts to determine the intrinsic value of a company based on future cash flow
projections. An LBO analysis attempts to determine an internal rate of return (IRR) for a
private equity firm acquirer based on future cash flow projections. The challenge for both
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DCF and LBO analysis is developing accurate projections since 10 years of cash flow (or
more) is industry convention for this valuation method. Since it is challenging to project
future cash flow, sometimes the future compensation and career track of managers who
provide forecasts (and are tasked with managing the business going forward) are linked to
these projections to improve their quality. Another challenge is determining the most
accurate discount rate, which varies considerably between companies and between
industries.

Comparable Company Analysis

A comparable company analysis provides a helpful reference point, but it is not used as a
principal basis for determining the value for an acquisition target since it does not incor-
porate a control premium. It is a useful exercise to look at companies in the same industry,
or companies that have similar business characteristics in terms of growth, profitability,
and risk. This analysis relies on the assumption that markets are efficient and current trad-
ingvalues are an accurate reflection of current industry trends, business risks, growth pros-
pects, and so forth. A multiples range can be developed for comparable companies and
then this range can be applied to the company being valued to determine implied valua-
tion (that doesn’t include a control premium). The derived value for the company can then
be compared with the company’s stock price (which is always the best barometer of value
for a company in an efficient market). Discrepancies between the company’s stock price
and implied value range from this analysis can provide insights into unique challenges or
prospects faced by the company. This is a starting point in a valuation analysis, but it is not
relevant without utilizing other valuation processes that include a control premium.

Comparable companies in many cases can be analyzed based on their P/E multiple,
which is calculated by dividing the current stock price by the annual earnings per share.
The P/E multiple is usually calculated based on both the latest 12-month (LTM) EPS as
well as forecasted EPS for the next fiscal year. EPS is calculated by dividing net income
for a period by the weighted average shares outstanding for the period. When the P/E mul-
tiple range has been determined for comparable companies, this range should be applied
to the company being valued by multiplying the company’s earnings by this multiple
range to arrive at a valuation of the company’s equity.

Comparable companies should also be analyzed based on their enterprise value (EV),
which represents the total cost of acquiring a company. Enterprise value is equal to the
current market value of equity plus net debt (and minority interests, if they exist). Net debt
is comprised of short-term debt + long-term debt + capitalized leases + preferred stock —
cash and cash equivalents. Net debt is included in EV because the acquirer of a company’s
stock has the eventual obligation to pay off debt (and related obligations) and assumes
cash on hand will be used in the first case to retire debt, leaving net debt as an addition
to equity market value. Because EV takes into consideration the value of equity and net
debt, it provides a better comparison across companies with differing capital structures,
thereby making the EV/EBITDA multiple a key basis for valuation. When an EV/EBITDA
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multiple range has been determined for comparable companies, this multiple range can
be applied to the company being valued by multiplying the company’s EBITDA by this
multiple range.

Comparable Transactions Analysis

A comparable transaction analysis focuses on M&A transactions in which comparable
companies were acquired. A comparable transaction analysis is similar to a comparable
company analysis in relation to using multiples. However, comparable transactions
include control premiums (and expected synergies) and so the multiples will generally
be higher than for comparable companies and more reflective of a reasonable price to
be paid for the acquisition of a target company. In this analysis, as with the previous anal-
ysis, it is important to compare only companies in the same industry, or companies that
exhibit the same business characteristics.

The company being analyzed for a potential takeover should be valued at approxi-
mately the same relative value as the comparable transaction companies, if the peer group
is appropriately developed. In other words, if the comparable companies that completed
transactions in the same industry sold for an EV/EBITDA multiple of 10 x to 11, then this
multiple range should be applied to the EBITDA of the target company being considered
for an acquisition. If the target company’s EBITDA is, for example, $100 million, the logical
EVrange for the target company is $1.0 to $1.1 billion ($100 million x 10 to 11). The equity
value of the company would be based on the following formula: equity value = EV — net
debt. If the target has total debt of $300 million, cash of $100 million, and no preferred
shares, capitalized leases, or minority interests, the company’s equity value is $1.0 billion
to $1.1 billion — ($300 million — $100 million) = $800 to $900 million. If the target company
has 20 million shares, the value range per share for an acquisition is $40 to $45 ($800 to
$900 million / 20 million shares).

Comparable transactions are typically drawn from the previous five- to ten-year
period, although the most recent transactions are generally considered the most represen-
tative. It is essential to use the relevant financials for the completed acquisitions based on
the year of completion and to use both historical and forecasted EPS and EBITDA multi-
ples from the announcement date. If done properly, a comparable transactions analysis
can be very helpful in determining a potential range of prices to offer when purchasing
a company, since the multiples for comparable transactions include control premiums
and synergies. By looking at similar transactions over a historical period, this analysis
is also useful in identifying industry trends such as consolidations, foreign investments,
and active financial buyers. After establishing the value of the target company using a
comparable transaction analysis, it is important, when possible, to complete at least
two other valuation processes and then attempt to triangulate the best price to offer
for an acquisition based on multiple reference points. A subset of a comparable transac-
tion analysis is a premium paid analysis, which compares the acquisition premium being
considered to the premium paid in previous comparable transactions.
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Discounted Cash Flow Analysis

A DCF analysis is considered an essential valuation methodology since it attempts to
determine the intrinsic value of a company. This valuation, when it employs a perpetuity
method, does not involve the selection of comparable companies, and so is immune to the
inherent problems in creating a comparable company list. DCF relies on the projected
cash flows of the company. A DCF analysis assumes that the value of a company (the
enterprise value) is equal to the value of its future cash flows discounted by the time value
of money and the riskiness of those cash flows. The company’s value is calculated in two
parts in a DCF analysis: (1) the sum of the cash flows during the projection period and (2)
the terminal value (the estimated value of the business at the end of the projection period).
Both parts are discounted using the company’s weighted average cost of capital (WACC).
The end result is determination of the net present value (NPV) of the company’s operating
assets. The cash flows used are unlevered, which means that they do not include financing
costs (e.g., interest on debt or dividends on stock). Because EV is the value to all capital
providers of the company (debt and equity), unlevered cash flows represent the cash avail-
able to each of these providers. After establishing the EV of a company, the equity value
can be determined by subtracting net debt from EV.

In a DCF analysis, future projections can incorporate changes in a company’s long-
term strategic plan. As a result, a DCF analysis is flexible enough to incorporate changing
assumptions about growth rates and operating margins, while allowing for adjustments
for nonoperating items. However, a DCF valuation also has limitations. For example, it
is critically dependent on accurate projections and the longer the projected period of time
is, the less confident one should be in its accuracy. Senior management’s projections can
be tested or sensitized by the investment banker. In addition, a DCF analysis utilizes
WACC, which can be the subject of a wide range of costs estimates. Calculation of the cost
of equity requires a number of variable inputs such as the levered beta of the company
(which itself is the subject of numerous variables) and the market risk premium (which
may also include a size discount or premium).

Finally, itis important in a DCF analysis to project cash flows through the period of time
covered by a full operating cycle so that cash flows at the end of the projection period are
“normalized.” The end of this projection period is often called the “termination value
date,” which is typically 10 years in the future. The terminal value (TV) of a company
should be determined as of the termination value date. TV is the present value (for the
period into perpetuity that starts as of the termination value date) of all future cash flows,
assuming a stable growth rate forever. There are two methods of projecting TV:

1. The terminal multiple method, which applies a multiple such as EV/EBITDA to
projected EBITDA at the termination value date.

2. The perpetuity growth rate method, which is determined based on the following
formula: TV = FCF x (1 + g)/(r — g), where FCF is free cash flow projected as of the
terminal valuation date; r is equal to WACC; and g is the perpetual growth rate (equal to
the expected rate of inflation + the long-term real growth in GDP, currently about 5%).
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So, for example, if FCF is $100 million as of the terminal valuation date and WACC is 11%,
TV =$100 million x (1.05)/(0.11-0.05) = $1.75 billion. It is important to note that because
TV represents a significant portion of EV, overall value becomes highly sensitive to TV
calculation assumptions.

The three steps that are necessary to complete a DCF valuation are as follows:

1. Determine unlevered free cash flows for an up to 10-year period such that the end of
this period represents a steady state condition for the company.

2. Estimate the terminal value of the company at the time when the company has reached
a steady state (which coincides with the end of the cash flow forecast period) and
continuing into perpetuity.

3. Determine WACC, which is the blended cost of debt and equity for the company, and
then discount the unlevered free cash flows and the terminal value by WACC to create a
present value (enterprise value) of the company.

A DCF analysis can be completed without inclusion of any synergies (standalone DCF),
but a typical DCF analysis usually is sensitized to show the impact of net synergies related
to cost savings (standalone plus cost savings DCF) and, sometimes, inclusion of total syn-
ergies, including revenue synergies (standalone plus total synergies DCF).

Leveraged Buyout Analysis

Aleveraged buyout (LBO) analysis is a relevant acquisition analysis when there is the pos-
sibility of a financial sponsor buyer. Financial sponsors are private equity firms that pur-
chase companies using equity they have raised in a private investment fund combined
with new debt raised to facilitate the purchase. Compared to corporate buyers (strategic
buyers), private equity firms (financial buyers) include higher amounts of debt to fund
their acquisition. Financial buyers usually include senior secured debt provided by banks,
subordinated unsecured debt, and sometimes mezzanine capital in their financing pack-
age. Management of the newly acquired company, which can be either the preacquisition
team or a new team brought in by the financial buyers, usually makes an equity invest-
ment in the company alongside the private equity firm. See Chapters 16 and 17 for a more
complete overview of private equity and LBO transactions.

Targets for private equity firms are typically companies in mature industries that have
stable and growing cash flow in order to service large debt obligations and, potentially, to
pay dividends to the financial buyers. In addition, targets usually have low capital expen-
ditures, low existing leverage, and assets that can be sold. Financial buyers generally target
an exit event within three to seven years, which is usually accomplished through either an
IPO or M&A sale to a strategic buyer or, sometimes, to another financial buyer. Financial
buyers usually target an IRR on their investments of more than 20% (although this target
can move down depending on the overall economic climate and financing environment).

An LBO analysis includes cash flow projections, terminal value projections (the price at
which a financial buyer thinks the company can be sold in three to seven years), and
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present value determination (the price that a financial buyer will pay for a company
today). The analysis solves for the IRR of the investment, which is the discount rate that
results in the cash flow and terminal value of the investment equaling the initial equity
investment. If the resulting IRR is below their targeted IRR, the financial buyer will lower
the purchase price. Investment bankers run LBO models and assume a minimum IRR
required by financial buyers, based on risks associated with the investment and market
conditions. They can then solve for the purchase price that creates this targeted IRR. If
the purchase price is above the current market value of the company, this provides an indi-
cation that the company would make an economically viable investment for a financial
buyer. In this case, investment bankers will include an LBO analysis as one of several val-
uation methods they use to determine the appropriate value for a target company, and
financial buyers will be included in addition to strategic buyers in the list of potential
acquirers.

An LBO analysis is similar to a DCF analysis in relation to use of projected cash flows,
terminal value, present value, and discount rate. The difference is that a DCF analysis
solves for the present value (enterprise value), while the LBO analysis solves for the dis-
count rate (IRR). Once the IRR is determined in the LBO analysis, the purchase price may
need to increase or decrease in order to align with the targeted IRR (see Figure 4.2).

In addition to focusing on IRR, the LBO analysis considers whether there is enough
projected cash flow to operate the company and also pay down debt principal and cover
interest payments. The analysis also determines if there is sufficient cash flow to pay
dividends at some point to the private equity investor. The ability to retire debt and
pay dividends results in a higher IRR. Subject to consideration of financial risk, financial
buyers will often raise the highest amount of debt that providers of debt will allow in order
to minimize their equity contribution, which, in turn, maximizes the IRR.

DCF Analysis LBO Analysis
¢ Projected Cash Flow * Projected Cash Flow
Inputs | * Terminal Value ¢ Terminal Value (Sale Price)
* Discount Rate ¢ Present Value (Purchase Price)
Outouts Enterprise Value IRR
P (Present Value) (Discount Rate)

FIGURE 4.2 LBO analysis and DCF analysis. Source: Castillo, Jerilyn, and Peter McAniff. The Practitioner’s Guide to
Investment Banking, Mergers & Acquisitions, Corporate Finance. Circinus Business Press, 2007.
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Sum-of-the-Parts Analysis

A breakup analysis is a useful additional valuation tool when a company has many differ-
ent businesses which, when analyzed separately, are worth more than the value of the
company as a whole. If the sum of the parts of a company is greater than the current mar-
ket value of the company, then there may be an opportunity to break up the company and
sell it to different buyers, creating incremental value in the sale process. Investment
bankers who are on the sell side might employ a sum-of-the-parts analysis that focuses
on EV/EBITDA multiples for each separate business and then add all EVs together to cre-
ate a case for a higher sale price for the company. Bankers who are on the buy side might
focus on a sum-of-the-parts analysis to determine certain businesses that their client
might want to sell post-acquisition if those businesses don't fit in well with the acquiring
company’s existing businesses. In this case, bankers will need to determine business unit
values separately and then adjust values based on allocation of assets and liabilities and
consideration of tax issues.

Bankers need to determine whether unwanted businesses are best sold in an IPO,
carve-out, or spin-off (in which case a comparable company analysis is helpful), sold
to another company (in which case a comparable transaction analysis and DCF plus syn-
ergies analysis is most helpful), or sold to a private equity fund (in which case an LBO anal-
ysis is appropriate). See Table 4.3 for a summary of the different valuation methods
described in this section.

Valuation Summary

After completing all appropriate valuation methodologies, investment bankers summa-
rize the result by creating what is called a “football field” that shows the valuation ranges
for each methodology. This summary, in turn, enables bankers to establish a valuation
range for a company that is the subject of an M&A transaction. Normally, a football field
will show a comparable company range that is lower than a comparable transaction range
because a control premium is included in the comparable transaction analysis. A DCF
analysis generally creates a valuation range that is similar to the range for a comparable
company analysis (although there are examples where this is not the case). Typically, a
company’s current acquisition value falls above the overlapping ranges provided by the
comparable company analysis and the DCF analysis (although, again, there are examples
where this is not the case). This is because an acquirer should pay a control premium,
which is not included in either of these valuation methodologies.

An LBO analysis usually provides a “floor value” for a company since it represents a
price that a financial buyer would be willing to pay, based on achievement of their
required IRR. Generally speaking, strategic buyers are able to pay more than financial
buyers since they can take advantage of synergies with their own company. However, if
the market allows especially high leverage (as was the case from 2006 to mid-2007), which
drives higher IRRs, or if there are unique operating strategies that a financial buyer brings
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Publicly Traded Comparable
Comparable Transactions Discounted Cash Leveraged Buyout
Companies Analysis  Analysis Flow Analysis Analysis Other
Description
® “Public Market ® “Private ® “Intrinsic” value ® Value to a financial ~ ® Sum-of-the-parts
Valuation” Market of business buyer analysis
® Value based on Valuation” ® Present value of ® Value based on ® Liquidation
market trading ® Value based projected free debt repayment analysis
multiples of on multiples cash flows and return on ® Breakup or net
comparable paid for ® Incorporates both equity investment asset value
companies comparable short- and analysis
® Applied using companies in long-term expected ® Historical trading
historical and sale performance performance
projected transactions ® Risk in cash flows ® Discounted
multiples ® Includes and capital struc- future share
® Does notinclude a control ture captured in price
control premium premium discount rate ® Dividend
discount model
Comments
® Similarity of ® |imited ® Preferred valuation ® Usuallyrepresentsa  ® May be more
companies (size, number technique when floor bid because of situational and
growth pros- of truly credible cash flows lack of synergies, not as relevant as
pects, product comparable can be projected high cost of capital, broad-based
mix) transactions and confident in and high required valuation
® Placement within ® Dated WACC return (IRR) technique
peer group information determination ® Requires various ® Near-term EPS
® Underlying due to ® Sensitive to terminal assumptions on impact may not
market/sector changes in value assumptions capital structure reflect true value
trading market ® May not be a viable
fluctuations ® Data missing option due to size
® Market may view or hard to or type of business

firm’s outlook
differently

® Valuing synergies,
tax benefits
problematic

find (earnings
often
unavailable
on subsidiary
transactions)

to the transaction, then it is possible for financial buyers to outbid strategic buyers, not-
withstanding the lack of synergy benefits. If there are multiple major lines of businesses
within a company, then a breakup analysis may be included in the football field. Depend-
ing on the company and industry, other valuation methodologies may also be included in

the summary.

An example of a football field is included in Figure 4.3. Looking at this football field,
assuming a company’s current share price is $40, a typical comparable company analysis
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Bid Range

Comparable Companies ® P

Comparable Transactions @ ®

DCF C —0

DCF + Synergies [ @

LBO ®

Breakup

Current Price °
30-Day Moving Average °

52-Week High/Low L —

$34 $36 $38 $40 $42 $44 $46 $48 3$50 $52

FIGURE 4.3 M&A valuation summary (football field).

might show a valuation range of $36 to $44, which is lower than a comparable transaction
valuation range of $42 to $51, based on the control premium inherent in the comparable
transaction analysis. A DCF analysis might show a valuation range of $38 to $45, unless
synergies are added, in which case the range might increase to $43 to $50, assuming cost
synergies of $5. In this football field, it was determined that financial buyers might be
interested in the target company based on the company’s strong cash flow, low leverage,
and small capital expenditure requirements, and so an LBO valuation was completed,
which shows a valuation range of $39 to $45, based on an assumed 20% IRR requirement.
A breakup analysis was completed because there are several different business lines run by
the company and the valuation range based on this analysis is $41 to $51, which is the
widest range due to uncertainty regarding different business line values after allocating
debt and considering tax issues. Based on this football field, investment bankers might
determine that the appropriate triangulated value for the target company is $50 (which
might be expressed as a range of $48—$52), which represents a 25% premium to the
current share price of $40. However, $50 could be adjusted up or down based on the
acquisition consideration (shares or cash), probability of completion, and other factors.
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The following case study summarizes the strategic considerations of a public company
that is feeling pressure from some key investors regarding the need to take actions that will
enhance shareholder value. In this case, the company asks for advice from an investment
bank regarding a range of strategic issues and for a valuation analysis to help determine if
sale of the company is the optimal way to enhance shareholder value.

Service Company Case Study

Case Focus

This case simulates the experience of an investment banking firm advising a publicly traded client
on evaluating strategic alternatives at a time when the client’s operating and stock price
performance have been stagnant and the management team and board of directors are getting
pressure from certain shareholders, notably hedge funds, to take action that will enhance near-
term shareholder value. It requires the reader to determine the value of the Company under a
number of strategic alternatives available using traditional valuation techniques including
comparable company trading analysis, precedent transactions analysis, discounted cash flow
analysis, and leveraged buyout analysis.

The Assignment
Service Company (“ServiceCo” or the “Company”), a publicly traded company, provides
services including lawn care, janitorial and maintenance service, and building repair to the
consumer and commercial markets. It is October 2007 and hedge funds have recently
started building positions in the Company’s stock, attracted by the Company’s strong and
stable cash flows, relatively low valuation, and stagnant stock performance. You are a
managing director in your firm’s Investment Banking Department. Given your firm’s history
of advising the Company on past acquisitions and capital market decisions, the Company’s
board of directors has asked your team to evaluate strategic alternatives for the Company.
The first step in evaluating strategic alternatives is to determine valuation under the
following scenarios:

¢ Continue running the Company as is.
* Change the capital structure.

¢ Sell the Company to a strategic buyer.
¢ Sell the Company to a financial buyer.

Due to the management team’s lack of experience in operating a company with significant
leverage, the board of directors is not willing to significantly change the capital structure
unless the Company is sold.

You have a meeting next week where you will be presenting your preliminary valuation and
recommendations to the board of directors, including whether to pursue a broad or targeted
sale process.

* Broad “Auction” Process
Likely to achieve the highest price
Sale process more likely to become public, leading to greater customer and employee
disruption
Greater drain on company resources (both management’s time and expense)
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More difficult to control dissemination of competitive information (detailed financials,
customer lists, organizational charts, etc.)
Likely will take longer for process to be completed
Less likely to trigger a shareholder lawsuit
* Targeted Process
More difficult to achieve the highest price
Sale process less likely to become public, leading to less customer and employee
disruption
Lesser drain on company resources
Easier to control dissemination of competitive information
Can be a faster process
More likely to trigger a shareholder lawsuit
Requires company and advisors to select the “right” group of buyers

Your task is to recommend a potential sale process to ServiceCo’s Board of Directors assuming
the following for ServiceCo:

* Hedge funds are advocating a sale at the highest value possible.

* Key employees may defect if the process takes a long time and becomes public.

* Top management is very concerned about dissemination of competitive information.

* Top managers are significant holders of the Company’s stock.

* Company employees are spending a large portion of their time focused on the Company’s
turnaround plan.

Use the provided ServiceCo operating projections (see Table 4.4) to compare ServiceCo’s
operating performance to the operating statistics of ServiceCo’s publicly traded comparable
companies and companies that have been acquired in precedent transactions that have
taken place in the industry to determine a public trading valuation range and change of
control valuation range, respectively, for ServiceCo. In addition, use the provided ServiceCo
operating projections and return on equity, average borrowing rate, and tax rate statistics to
determine the intrinsic value of ServiceCo using a DCF analysis. Finally, use the provided
ServiceCo operating projections, debt structure, interest rate assumptions, and LBO model
to determine a purchase price range for ServiceCo assuming a private equity firm will take
the Company private.

Your presentation should include the following:

* Preliminary Valuation Summary (“Football Field”); see Figure 4.6 on page 102.
This is a summary of the results of the various valuation techniques and provides a good
illustrative summary slide from which to communicate your conclusions to the Board of
Directors.
Depending on the results, conclusions drawn, and audience, this slide could come before
all of the summary slides for the respective analyses performed.
Assume the Company has 250 million shares outstanding, $800 million of debt, and $200
million of cash.

* Comparable Company Trading Analysis; see Figures 4.4 and 4.5.

This analysis provides an indication of the potential implied value of the Company
excluding a change of control premium by comparing ServiceCo to similar selected
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Table 4.4 Projected Financial Information: ServiceCo Projections as of January 2008

Actual Projected

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Key Operating Statistics
Net Sales 6,400 6,600 6,800 7,050 7,300 7,600 7,904 8,220 8,549 8,891 9,247
% Growth - 3.1% 3.0% 3.7% 3.5% 4.1% 4.0% 4.0% 4.0% 4.0% 4.0%
EBITDA 800 825 884 917 949 988 1,028 1,069 1,111 1,156 1,202
% Margin 12.5% 12.5% 13.0% 13.0% 13.0% 13.0% 13.0% 13.0% 13.0% 13.0% 13.0%
EBIT 750 765 814 827 839 858 892 928 965 1,004 1,044
% Margin 11.7% 11.6% 12.0% 11.7% 11.5% 11.3% 11.3% 11.3% 11.3% 11.3% 11.3%
Investment in Noncash Working Capital (30) (5) (7) (10) (12) (14) (15) (16) (16) (17) (18)
% as Change in Net Sales - 2.5% 3.5% 4.0% 4.8% 4.7% 5.0% 5.0% 5.0% 5.0% 5.0%
Capital Expenditures (80) (100) (110) (115) (120) (130) (135) (141) (146) (152) (158)
% of Net Sales 1.3% 1.5% 1.6% 1.6% 1.6% 1.7% 1.7% 1.7% 1.7% 1.7% 1.7%
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L2 11.0% 10.0% 2208 22.1%
10% 19.0%
) . . 20% 17.5%
7.0% 7.0%
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6.5% 15%
6%
4.0% 10%
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2% 5%
NA
0% 0%
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o
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0% 0%
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Note 1: Based on Wall Street Equity Research estimates.

Note 2: Based on last twelve months of reported financial data.

Note 3: Median IBES estimates for 5-Year projected EPS growth.

Note 4: ROIC = Tax Effected EBIT + (Net debt + Shareholders’ Equity)—assumes 35% tax rate.

FIGURE 4.4 Comparable company operating performance comparison. (a) 2007E-2009E revenue growth, based
on Wall Street Equity Research estimates; (b) last 12 months EBITDA margin, based on last 12 months of reported
financial data; (c) last 12 months ROIC (ROIC = Tax Effected EBIT--(Net Debt + Shareholders’ Equity)—assumes
35% tax rate); and (d) long-term EPS growth (median IBES estimates for 5-year projected EPS growth).

Use the provided list of publicly traded comparable companies to ServiceCo and their
respective comparable operating performance and trading valuation multiples to develop
a view on the appropriate 2007 and 2008 P/E and enterprise value/EBITDA multiples
to be used to value ServiceCo.

— This can be accomplished by taking the ratio of (1) enterprise value, defined as the sum
of market capitalization and total debt less cash and cash equivalents, often referred to
as net debt, to (2) EBITDA, defined as estimated earnings before interest, taxes,
depreciation, and amortization, for calendar years 2007 and 2008; and

— the ratio of share price to estimated earnings per share (“EPS”) for calendar years 2007
and 2008.

Based on the analysis of the relevant financial multiples and ratios for each of the comparable

companies, select representative ranges of financial multiples for the companies and apply

these ranges of multiples to the corresponding ServiceCo financial statistics.
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Note 1: Based on Wall Street Equity Research estimates.
Note 2: Based on last twelve months of reported financial data.

FIGURE 4.5 Comparable company trading analysis. (a) CY07 enterprise value EBITDA and (b) CY08 enterprise value
EBITDA, based on Wall Street Equity research estimates; (c) CY07 PE; and (d) CY08 PE, based on last twelve months
of reported financial data.

For this exercise, account for how “comparable” the companies are to ServiceCo based on
relative size, growth expectations, and profitability margins. Assume (just for the purposes
of this analysis) all of the companies compete in the same end markets as ServiceCo.
Assume ServiceCo’s 2007 and 2008 EPS are $1.46 and $1.50, respectively.
* Precedent Transactions Analysis; see Table 4.5.
This analysis provides an indication of the potential value of the Company including a
change of control premium by reviewing the publicly available financial terms of
precedent transactions that share certain characteristics with ServiceCo.
Use the provided list of precedent transactions and compare their respective size,
operating performance metrics (profitability margins), and transaction valuation
multiples to develop a view on the appropriate transaction enterprise value to 2007
EBITDA and EBIT multiples that should be used to value ServiceCo.
Assume this is the best list of representative precedent transactions; however, account for
how “comparable” the transactions are to a potential ServiceCo transaction based on the
relative size and profitability margins of the respective target companies in the data set.
* Discounted Cash Flow (“DCF”) Analysis; see DCF Valuation Model on Elsevier’s website.
This analysis enables you to determine the long-term intrinsic standalone value of the
Company.
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ServiceCo Multiple
Metric Range

Comparable Companies Trading Analysis

CYO7E EV/EBITDA $I MM X=Yx
CYO0SE EV/EBITDA $[ MM X=Yx
CYO7E P/E [ ] X=Yx
CY08E P/E [ ] X=Yx

Precedent Transactions Analysis
2007E EBITDA $[ IMM X=Yx

2007E EBIT $[ MM X=Yx

Present Value of Cash Flows Analysis

* 5-Year DCF
* Terminal Value EBITDA Multiple X=Yx
e WACC [ 1%

LBO Analysis

¢ Resulting IRR: 15-20%
* Leverage: 5.5x

FIGURE 4.6 Preliminary valuation summary (“football field”) in $ per share.

Use the provided ServiceCo operating projections to determine the DCF value of the

Company.
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Use the enterprise value/EBITDA multiple method to calculate your terminal value; use
the comparable company operating and trading statistics to determine an appropriate

terminal multiple range.

To determine the appropriate discount rates, assume the following information:

10-year U.S. Treasury rate of 4.47%

— Unlevered forward predicted beta of 1.254

Debt/equity ratio of 0.43
Cost of debt of 8%
Implied tax rate of 39%

Equity market risk premium of 4 to 6%

Determine whether the discount rate assumption or the exit multiple assumption has a

larger impact on the DCF valuation.

Determine the additional potential value that the Company may be worth for a strategic

buyer using the synergy assumptions outlined in the following:
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EV Multiple LTM
(LTM Data) Margin
Transaction
Date Acquirer Target Value Revenue EBITDA EBIT EBITDA EBIT
11/16/06  Acquirer A Target A $897.0 1.9 11.5 19.0 16.5% 10.0%
08/08/06  Acquirer B Target B1 8,121.8 0.7 8.8 13.9 8.0% 5.1%
03/01/06  Acquirer C Target C 2,669.4 0.8 9.5 13.5 8.3% 5.8%
01/24/06  Acquirer D Target D 141.8 1.1 NA NA NA NA
03/29/05  Acquirer E Target E 5,147.5 0.8 10.6 14.1 7.7% 5.8%
12/22/04  Acquirer F Target F 113.9 0.2 14.6 494 1.4% 0.4%
12/16/04  Acquirer G Target G 1,837.2 1.0 12.5 NA 8.3% NA
10/01/04  Acquirer H Target H 103.5 4.4 NA 9.6 NA 46.2%
03/08/04  Acquirer | Target | 110.0 1.2 NA NA NA NA
01/05/04  Acquirer J Target J 629.0 3.5 8.7 NA 40.0% NA
02/12/02  Acquirer K Target K 186.0 0.3 NA NA NA NA
10/05/01  Acquirer L Target L 800.0 04 9.8 13.3 4.2% 3.1%
08/07/01 Acquirer M Target M 170.0 0.3 NA NA NA NA
11/03/99  Acquirer N Target N 856.9 0.5 59 7.3 9.1% 7.3%
10/27/99  Acquirer O  Target O 322.2 0.6 NA 9.7 NA 6.1%
03/23/99  Acquirer P Target P 260.9 0.5 10.3 20.1 5.0% 2.6%
11/02/98  Acquirer Q  Target Q2 331.0 1.1 NA 16.6 NA 6.6%
08/08/96  Acquirer R Target R 218.5 1.1 8.6 12.4 13.4% 9.3%
Mean 1.1 10.1 16.6 11.1% 9.0%
Median 0.8 9.8 13.7 8.3% 6.0%

Note 1: August 8, 2006, Target B deal represents revised and accepted bid (LTM data as of 6/30/06). Initial proposal dated 5/1/06,
based on 3/30/06 data, was valued at 0.7x, 8.6x, and 13.2 x of revenue, EBITDA, and EBIT, respectively.
Note 2: EV Multiple based on run-rate volume of $300 million at time of acquisition per Equity Research.

Synergies — ServiceCo has identified a broad range of potential synergies that could be
available to a strategic buyer, resulting in an increase in EBITDA if those synergies are realized:
— Cost Synergies — potential total EBITDA increase of $50 to $100 million

— Consolidate headquarters

— Consolidate purchasing of raw materials
— Consolidate backoffice functions

— Leverage increased marketing and advertising purchasing power

— Revenue synergies — potential total EBITDA increase of $200 to $300 million (in addition

to potential cost synergies)
— Cross-sell ServiceCo products to the customer base of the Buyer

— Cross-sell Buyer products to the ServiceCo customer base; bundle multiple services to

increase customer loyalty

— Increase advertising spend effectiveness by lowering the cost of advertising and
coadvertising brands and services
Evaluate the potential valuation impact of the identified synergies.
Apply your assumed 2007 EBITDA multiple to the synergy value that you believe that a
strategic buyer will conservatively include in their valuation considerations.
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Briefly explain why you believe that a strategic buyer would pay for the synergies you identified.
Add this “synergy” value to the DCF value to estimate the potential value of the Company
for a strategic buyer.

¢ Leveraged Buyout (“LBO”) Analysis; see LBO Valuation Model on Elsevier’s website.

This analysis enables you to determine what a financial sponsor (private equity firm)

could potentially pay for the Company and still achieve its targeted return thresholds.

Use the provided ServiceCo operating projections to build an LBO model with an expected

exit in year 5 (2012).

The leveraged finance group at your firm has provided you with the following debt

structure and rate assumptions:

— Bank debt maximum of 2.5 x 2007 EBITDA at LIBOR + 250 basis points

— Total debt maximum of 5.5 x 2007 EBITDA with the remainder of the debt in
bonds at 10.0%

For the LBO analysis, you will need to calculate the incremental transaction amortization from

the purchase accounting adjustment made at the closing of the transaction. The incremental

transaction amortization (which is not tax deductible) is calculated as follows:

— Implied equity purchase price plus transaction fees and expenses (which change based on
the purchase price: 1% of new bank debt + 2% of all other new debt) less tangible book value
of —$800 million (shareholder’s book equity less existing goodwill and intangibles).

— Assume 25% of new goodwill can be amortized.

— Assume amortization period of 20 years.

Given the operating projections, leverage, and rate assumptions, determine the maximum that

a financial sponsor could pay per share and still achieve 15 to 20% returns in five years.

— Use the comparable company operating and trading multiple statistics and precedent
transaction operating and valuation multiple statistics to determine an appropriate exit
multiple range for the potential financial sponsor to appropriately exit the ServiceCo
LBO investment through either an initial public offering (“IPO”) or a sale to a strategic
buyer or another financial sponsor; justify the exit multiples you choose to use.

— Using ServiceCo management’s financial forecasts for fiscal years 2007 to 2013, assume
that the potential financial sponsor would value its ServiceCo investment in calendar
year 2012 at an aggregate value range that represented your chosen exit multiples for
calendar year 2013 EBITDA. Then calculate ServiceCo’s calendar year end 2012 equity
value range by adding ServiceCo’s forecasted calendar year end 2012 cash balance and
subtracting ServiceCo’s forecasted debt outstanding at calendar year end 2012. Based
on your calendar year end 2012 equity value range for ServiceCo, assume that the
financial sponsor would likely target five-year internal rates of return (“IRR”) ranging
from approximately 15 to 20%. Based on this, derive estimated implied values per share
that the financial sponsor might be willing to pay to acquire ServiceCo.

— Please note that your exit multiple assumption should not be higher than the entry
multiple assumption and could be lower; discuss why this is relevant.

“Credit Crunch” Analysis

— ServiceCo’s Board is particularly concerned about a downturn in the credit markets.

— The leveraged finance group at your firm suggests that a credit market downturn would
result in the following structure and rates:

o Bank debt maximum of 2.0 x 2007 EBITDA at LIBOR + 350 basis points
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o Total debt maximum of 4.5 x 2007 EBITDA with the remainder of the debt in
bonds at 12.0%

— Discuss whether the decrease in leverage or increase in rates has a larger impact on

ServiceCo’s valuation.
* Conclusions

Provide clear conclusions on the best strategic option and suggested next steps for the

Company.

Recommend a targeted process or a broad auction and justify your choice.

You are being paid to give advice, not calculate numbers!

Overview of ServiceCo
ServiceCo is a national company serving both residential and commercial customers. The services
it provides include lawn care, landscape maintenance, termite and pest control, home warranty,
disaster response and reconstruction, cleaning and disaster restoration, house cleaning, furniture
repair, and home inspection. As of December 31, 2006, ServiceCo offered these services through a
network of approximately 5,500 company-owned locations and franchise licenses operating
under a number of leading brands. Incorporated in Delaware in 1995, ServiceCo is the successor
to various entities dating back to 1940. ServiceCo is organized into five principal operating
segments: LawnCare, LandCare, Exterminator, Home Protection, and Other Operations and
Corporate.

The following table shows the percentage of ServiceCo’s consolidated revenue from continuing
operations derived from each of ServiceCo’s reportable segments in the years indicated:

Segment 2006 2005 2004
LawnCare 31% 32% 32%
LandCare 13% 14% 14%
Exterminator 31% 33% 33%
Home Protection 16% 16% 16%

Other Operations and Corporate 9% 5% 5%

ServiceCo LawnCare Segment
The LawnCare segment provides lawn care services primarily under the ServiceCo LawnCare
brand name. Revenues derived from the LawnCare segment constituted 31%, 32%, and 32% of
the revenue from continuing operations of the consolidated ServiceCo enterprise in 2006, 2005,
and 2004, respectively. The ServiceCo LawnCare business is seasonal in nature. Weather
conditions, such as a drought or snow in the late spring or fall, can affect the demand for lawn
care services. These conditions may result in a decrease in revenues or an increase in costs.
ServiceCo LawnCare is the leading provider of lawn care services in the United States serving both
residential and commercial customers. As of December 31, 2006, ServiceCo LawnCare provided
these services in 45 states and the District of Columbia through 225 company-owned locations

and 45 franchised locations.

ServiceCo LandCare Segment

The ServiceCo LandCare segment provides landscape maintenance services primarily under the
ServiceCo LandCare brand name. Revenues derived from the ServiceCo LandCare segment
constituted 13%, 14%, and 14% of the revenue from continuing operations of the consolidated
ServiceCo enterprise in 2006, 2005, and 2004, respectively. The ServiceCo LandCare business is
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seasonal in nature. Weather conditions such as a drought can affect the demand for landscape
maintenance services, or declines in the volume of snowfall can affect the level of snow removal
services, and may result in a decrease in revenues or an increase in costs.

ServiceCo LandCare is a leading provider of landscape maintenance services in the United
States serving primarily commercial customers. As of December 31, 2006, ServiceCo’s
LandCare provided these services in 43 states and the District of Columbia through 102
company-owned locations and had no international operations.

Exterminator Segment
The Exterminator segment provides termite and pest control services primarily under the
Exterminator brand name. Revenues derived from the Exterminator segment constituted 31%,
33%, and 33% of the revenue from continuing operations of the consolidated ServiceCo
enterprise in 2006, 2005, and 2004, respectively. The Exterminator business is seasonal in
nature. The termite swarm season, which generally occurs in early spring but varies by region
depending on climate, leads to the highest demand for termite control services and therefore
the highest level of revenues. Similarly, increased pest activity in the warmer months leads to
the highest demand for pest control services and, therefore, the highest level of revenues.
Exterminator is the leading provider of termite and pest control services in the United States
serving both residential and commercial customers. As of December 31, 2006, Exterminator
provided these services in 45 states and the District of Columbia through 380 company-
owned locations and 127 franchised locations.

Home Protection Segment

The Home Protection segment provides home warranty contracts for systems and appliances
primarily under the Home Protection brand name and home inspection services primarily
under the Home Inspection brand name. Revenues derived from the Home Protection segment
constituted 16%, 16%, and 16% of the revenue from continuing operations of the consolidated
ServiceCo enterprise in 2006, 2005, and 2004, respectively. The Home Protection and Home
Inspection businesses are seasonal in nature. Sales volume in the Home Protection segment
depends, in part, on the number of home resale closings, which historically has been highest in
the spring and summer months. Home Protection’s costs related to service call volume are
highest in the summer months, especially during periods of unseasonably warm temperatures.

Other Operations and Corporate Segment

The Other Operations and Corporate segment provides disaster response and reconstruction
services, residential and commercial disaster restoration and clearing services, domestic
house cleaning services, and on-site furniture repair and restoration services primarily
under the Furniture Medic brand name. In addition, the Other Operations and Corporate
segment includes ServiceCo’s headquarters, functions. Revenues derived from the Other
Operations and Corporate segment constituted 9%, 5%, and 5% of the revenue from
continuing operations of the consolidated ServiceCo enterprise in 2006, 2005, and 2004,
respectively.

Franchises

Franchises are important to ServiceCo. Total franchise fees (initial and recurring) represented
3.5%, 3.4%, and 3.3% of consolidated revenue in 2006, 2005, and 2004, respectively. Related
franchise operating expenses were 2.2%, 2.1%, and 2.1% of consolidated operating expenses
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in 2006, 2005, and 2004, respectively. Total franchise related profits comprised 11.3%, 10.5%,
and 10.3% of consolidated operating income before headquarters overhead and
restructuring charges in 2006, 2005, and 2004, respectively. Franchise agreements made in
the course of these businesses are generally for a term of five to ten years. The majority of
these franchise agreements are renewed prior to expiration.

Competition

ServiceCo competes with many other companies in the sale of its services, franchises, and
products. The principal methods of competition in ServiceCo’s businesses include quality and
speed of service, name recognition and reputation, pricing and promotions, customer
satisfaction, brand awareness, professional sales forces, and reputation/referrals. Competition
in all of the Company’s markets is strong.

* Lawn Care Services. Competition in the market for lawn care services comes mainly from
local, independently owned firms and from homeowners who care for their own lawns.
ServiceCo continues to expand towards a more national footprint.

Landscape Maintenance Services. Competition in the market for commercial landscape

maintenance services comes mainly from small, owner-operated companies operating

in a limited geographic market and, to a lesser degree, from a few large companies

operating in multiple markets and from property owners who perform their own landscaping

services.

Termite and Pest Control Services. Competition in the market for termite and pest control

services comes mainly from thousands of regional and local, independently owned firms,

from homeowners who treat their own termite and pest control problems and from Orkin,

Inc., a subsidiary of Rollins, Inc., which operates on a national basis. Ecolab competes

nationally in the commercial pest control segment.

* Home Warranty Contracts for Systems and Appliances. Competition in the market for
home warranty contracts for systems and appliances comes mainly from regional providers
of home warranties. Several competitors are initiating expansion efforts into additional
states.

* Home Inspection Services. Competition in the market for home inspection services comes
mainly from regional and local, independently owned firms.

* Residential and Commercial Disaster Restoration and Cleaning Services. Competition in the
market for disaster restoration and cleaning services comes mainly from local,
independently owned firms and a few national professional cleaning companies.

* House Cleaning Services. Competition in the market for house cleaning services comes

mainly from local, independently owned firms and a few national companies.

Furniture Repair Services. Competition in the market for furniture repair services comes

mainly from local, independent contractors.

Major Customers

ServiceCo has no single customer that accounts for more than 10% of its consolidated operating
revenue. Additionally, no operating segment has a single customer that accounts for more than
10% of its operating revenue.
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Trading

The material in this chapter should be cross-referenced with the following cases: A Tale of
Two Hedge Funds: Magnetar and Peloton and Kmart, Sears, and ESL: How a Hedge
Fund Became One of the World’s Largest Retailers.

This chapter focuses on the two types of trading conducted by investment banks:
client-related trading and proprietary trading. The chapter also describes the activities
of the two key trading businesses: equities trading and fixed income, currencies, and
commodities (FICC) trading.

Client-Related Trading

An investment bank’s client-related trading business is comprised of traders, sales profes-
sionals, and research analysts. Traders are responsible for buying securities from institu-
tional and individual investors and, at some point in the future (minutes, hours, days, or
months), reselling those securities at a higher price to other investing clients. The conduct
of this risk-taking function is affected by multiple inputs, including research, regulators,
litigation, public relations, competitors, bankruptcies, credit rating agencies, arbitrageurs,
and a myriad number of other variables. A good trader has the ability to keep track of and
synthesize a large volume of information so that intelligent decisions can be made rapidly.
The consequence of decisions can be a quick gain or loss on a security holding, but some-
times it takes months for the result to be known.

Regardless of the investment timeframe, a trader must keep track of every risk posi-
tion’s value on a daily basis. This is called “marking-to-market.” If a trader holds a public
company’s stock, the value can be taken from the intraday or closing price as reported by
an exchange. If the trader holds a private company’s securities for which no exchange or
reporting service shows a closing price, the trader will need to determine a mark-to-
market value by using comparable securities that trade on an exchange. Alternatively,
the trader can determine value based on a model that has been developed to predict
the realizable value of the security. Irrespective of the valuation method, a trader must
mark-to-market all securities and derivative positions held in inventory each day, which
gives rise to a daily profit and loss statement.

A trader must be able to deal analytically and unemotionally with trading losses since
even the best traders usually have a number of losing trades in their portfolio, alongside
profitable trades. The key is to have more profitable trades than unprofitable trades and
for the cumulative mark-to-market trading position to be positive over a quarter or calen-
dar year timeframe.
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Traders basically buy and sell securities to make profits, but client-related traders also
have the additional objective of helping investing clients trade profitably. If a client can’t
trade profitably with an investment bank, the client may eventually stop trading with that
bank. As a result, sometimes traders decide to accept lower trading margins (and occa-
sional losses) to accommodate client investment objectives and to facilitate greater
trading volume.

Trading is a highly analytical position that requires a large number of daily decisions,
intensive analysis of public and private data, and quick assimilation of information from
multiple sources. Regardless of trading specialization, a strong understanding of global
economics, interest rates, currencies, credit risks, valuation techniques, and even politics
is important.

Traders divide their focus into two principal areas: (1) supporting primary market
transactions, which involves purchasing securities directly from a corporate or govern-
ment issuer and reselling those securities at a profit (investment bank underwriting);
and (2) participating in the secondary market by buying and selling previously issued
securities at a profit. Traders work closely with the Capital Markets Group (often a joint
venture between the Investment Banking Division and the Trading Division) on pricing
for all primary market financing transactions for corporate and government issuers. They
also work closely with sales professionals in the Trading Division to sell securities to
investing clients, providing those clients with bids and offers on all securities that are
underwritten by the investment bank or that the bank chooses to trade in the secondary
market. To provide this “market-making” service, the bank keeps an inventory of securities
after an offering has been completed, and creates bid/offer spreads for investors that
reflect the risk and liquidity of these securities. They also keep other securities in inventory
to facilitate their secondary market activities in these securities.

Pricing Securities Offerings

When the Trading Division and the Capital Markets Group price new securities, they focus
on outstanding securities from the same issuer or, if none exist, on outstanding securities
from comparable issuers as pricing reference points. Depending on the security, different
pricing methods are used:

1. IPOs are principally priced based on a comparable public company valuation
methodology (see Chapter 3).

2. Follow-on equity and bond offerings use the prevailing public market prices of the
company’s securities as a starting point to determine the appropriate offering price.
In addition, traders determine whether a pricing discount to the public price is
necessary based on the size of the offering and market dynamics.

3. Convertible securities are principally priced based on a convertible valuation model
that is similar to the model that convertible arbitrageurs utilize.

When traders work with the capital markets desk to discuss pricing prior to launching a
public offering, the traders are said to be brought “over-the-wall.” This means that certain
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traders will become aware of material nonpublic information regarding an upcoming
financing and they must “wall” themselves off from trading outstanding securities of that
issuer. As a result, traders are careful in determining who will work with the capital mar-
kets desk to finalize pricing. Compliance Departments diligently monitor which traders
have nonpublic information and on which companies.

Whenever pricing is committed to an issuer in a capital markets financing, over-the-
wall traders must make a risk decision regarding pricing, timing, size, and structure. Some-
times the risk associated with these underwritings is considerable. For example, when a
company asks an investment bank to complete a bought deal, the bank buys the entire
securities offering without a road show that would have provided investors’ views on
potential pricing. In this scenario, the bank is exposed to the risk that investors won'’t pur-
chase the underwritten securities at a price equal to or greater than the price at which the
bank purchased the securities from the issuer, creating a potential loss for the bank.

Before an underwriting commitment can be made to any issuing client, an investment
bank assembles a “commitments committee” to determine the riskiness of the underwrit-
ing and whether to proceed with an underwriting transaction. The over-the-wall traders
(usually senior traders who manage other traders more so than trade directly themselves)
are a key voice in this committee. If they are convinced that the firm will lose money on the
underwriting or expose itself to other significant risks, they will likely oppose the transac-
tion. However, if underwriting fees are large and there is a strong push from the Invest-
ment Banking Division to support a key issuing client, traders will sometimes accept
an underwriting even when the risks are perceived to be higher than normal.

Regulatory capital must be set aside to mitigate risks associated with underwriting
activity. This means that the bank will invest some amount of cash (the amount is deter-
mined by regulators depending on the risk characteristics of each firm’s underwriting
business) in a low return/low risk security (often U.S. Treasuries) to cushion against
potential trading losses. Because cash is considered a scarce resource and a low-return
investment reduces the bank’s return on equity, the commitments committee makes
underwriting decisions based on both trading considerations and the amount of regula-
tory capital needed to support the business.

Research

Traders conduct extensive research to gain insight into the securities that they trade. They uti-
lize both trading desk-based research that they initiate and research provided by others that
is publicly available (from both internal and external sources). Research can focus on specific
securities, industries, and financial products, or on general economic, political, or regulatory
topics. High-quality research is imperative when attempting to profitably manage a portfolio
of securities. See Chapter 6 for a more complete description of the research function.

Sales

Sales professionals cover individual and institutional investing clients. Their role is to
bring to clients value-added investing or hedging ideas, as well as pricing from traders.
When an investing client wishes to purchase a security, their sales representative will
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quote an “offer” price. When the client wishes to sell a security, their sales representative
will quote a “bid” price. Sales teams have the dual objective of helping both traders and
investing clients create profits, but sometimes it is difficult to meet the objectives of both
sides. The best salespeople are adept at managing both investment earnings expectations
and egos. They know the pressure points and priorities of both traders and investors and
keep track of wins and losses over an extended period of time. Analytical skills are an
essential part of the sales process, but people skills can be equally important.

In addition to providing pricing information, a sales professional provides investment
ideas developed from research and analysis. The provision of research that provides
unique insights and solutions in a timely way is an important part of the sales process.
This is especially the case with complex investment transactions, where research and
analysis is tailored by sales professionals to meet individual client needs.

Equity Trading

Equity traders trade common shares, derivatives on common shares or equity inde-
xes (options, swaps, and forwards), convertibles, and share-based products, including
exchange-traded funds (ETFs). Each of these is a large business area that requires a high
degree of specialization. Each trader focuses on a limited number of securities or deriv-
atives. Sometimes this is a global focus, but usually traders concentrate geographically,
since each country has its own unique regulatory regime and stock exchange practices.
Examples of a trader’s focus area include U.S. technology companies, U.S. healthcare
companies, emerging market stocks in Asia, and European equity derivatives. There are
dozens of other areas of focus for traders, depending on the size of the firm. Generally
speaking, each trader has responsibility for 20 to 50 securities or derivatives.

There are several benefits to being an active trader in a specific stock. When an invest-
ment bank solicits underwriting mandates for follow-on equity offerings, Equity Trading
may be able to improve the bank’s competitive position if it has significant trading activity
in the stock of the prospective issuer. Services such as AutEx keep track of trading activity
in individual stocks and the information is carefully monitored and included in banker
underwriting pitches when the numbers are favorable. Being active in a stock can also lead
to more accurate pricing and higher trading-based revenue. This is because more active
traders see more bids and offers, become well versed in the trading characteristics of that
stock, and have a deeper understanding of who currently holds the stock, the approximate
price at which the stock was acquired, and which investors are willing to sell.

A sales team is aligned with each trading area in an investment bank to facilitate trades
with investing clients. Traders also work closely with the Equity Capital Markets Group to
price new issue equity and convertibles that are underwritten by the bank.

The relationship between Equity Trading and investing clients is complex. On the
bank’s side, it involves traders, sales traders, research salespeople, and research analysts.
On the client side (assuming an institutional client), it involves portfolio managers,
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FIGURE 5.1 Equity trading. Source: Morgan Stanley.

institutional traders, and operations people (see Figure 5.1). In addition to facilitating
investing clients’ purchases and sales of securities, Equity Trading provides other services
to their clients, including financing, hedging, tax solutions, regulatory solutions, securities
lending, and development of trading platforms.

Prime Brokerage

The Prime Brokerage business is housed in the Trading Division and focuses principally
on hedge funds and other clients who borrow securities and cash to support their invest-
ment business. In addition to lending, other services provided to investing clients include
trade clearing, custody and settlement, real estate and computer assistance, performance
measurement, and performance reporting. These products and services bring in fees that
can be several billion dollars per year at some banks.

Hedge funds sometimes borrow securities to enable them to sell the securities short
(selling a borrowed security, with the obligation to return it after repurchasing it in the
market in the future). Depending on a hedge fund’s strategy, shorting is used to create
downside security price protection (a hedge) or to generate a potential gain based on spec-
ulation that a security’s price will drop. Hedge fund cash borrowings from investment
banks (called “margin loans”) require the use of securities as collateral. If the value of
the collateral drops over time, banks will exercise margin calls to receive repayment of
a portion of the loan. Sometimes this creates a forced sale of securities to raise cash,
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causing potential losses for the hedge fund. Cash borrowings enable hedge funds to
extract higher returns for their investments, if returns are positive. Conversely, if returns
are negative, borrowings (leverage) will create incrementally higher losses.

Prime Brokerage is a very profitable business for the largest investment banks and,
when combined with the commissions earned from trading with hedge funds, it is clear
that hedge funds represent the largest source of client-related revenue within the Trading
Division at many large investment banks. Some non-hedge fund institutional investors
also borrow securities and cash from the Prime Brokerage arm of investment banks,
but in much lesser overall volumes compared to hedge funds.

Securities Lending

Many large institutional investors own sizeable blocks of stock that they expect to hold for
an extended period of time. These investors are often willing to lend their shares to invest-
ment banks, who relend to other parties for a fee (which is split between the lenders and
the bank). Lenders receive cash collateral when they lend shares, and the collateral is
adjusted daily, based on a mark-to-market value of the shares lent. Usually the required
collateral is 2 to 5% greater than the value of the shares. The lenders will pay interest on the
cash collateral at a rate close to or considerably less than the market rate, depending on
demand and supply conditions for lending of different stocks. If, for example, a market
overnight risk-free interest rate is 4% per annum (p.a.) and there is limited demand for
borrowing a particular stock, the lender might pay interest on the collateral to the stock
borrower of 3.5% p.a. If, however, demand for the shares exceeds the availability of lend-
able shares, the interest rate paid might be 2% p.a. The rate of interest paid by lenders to
share borrowers is called “rebate.”

As an example, if an investor lent 4,000 shares of IBM stock when the stock traded at
$100 (valued at $400,000), the borrower might be required to post $416,000 in cash collat-
eral with the stock lender when the stock was borrowed. If the loan was for one month, the
market interest earned on the $416,000 cash collateral at 4% p.a. would be $1,387. Because
IBM shares are fairly easy to borrow, the stock lender might pay a rebate to the stock bor-
rower at a rate of 3.5% p.a., or $1,213. The 50 basis point spread, or $174 difference
between market rate and the rebate rate paid to the stock borrower, is mostly kept by
the stock lender, with a portion paid to the investment bank that facilitated the transac-
tion. The lower the rebate, the higher the effective cost for the borrower.

Shares of stock can be difficult to borrow under certain scenarios, including the follow-
ing: demand exceeds supply, a large portion of the stock is held by insiders who are
restricted from lending it, investors who might normally lend shares decide they want
to sell the shares the next day, or investors owning the shares are concerned about poten-
tial negative share price consequences if there is excessive shorting in the stock.

Short selling activity represents an important part of the global capital markets. Hedge
funds are the largest participants in short selling and are, accordingly, the most important
users of an investment bank’s securities lending business. The investment bank sets up
stock borrowing arrangements with most of its large institutional investing clients and
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with some large individual investing clients. The borrowing arrangements are typically
based on overnight loans, although the arrangement can be extended for weeks or months
based on different rebate rates. Many investors are willing to lend a portion of their secu-
rities to obtain income that enhances the returns of their securities holdings. For some
large institutional investors this can amount to hundreds of millions of dollars a year.

When shares are loaned, title to the shares is transferred to the party that the borrower
sells stock short to. This means that the short buyer receives dividends if title is held on
a “record date” and is able to vote if a shareholder election is held. In most cases, the
stock loan agreement provides that whenever short buyers receive dividends, the bor-
rower (and short seller) must pay to the lender a cash amount that is equal to the dividends
received.

By far the largest shorting activity is conducted by investors that want to hedge
downside share price risk positions (to hedge a long stock position or convertible
holding). Another principal reason to short stock is to create a “bearish” position in a
company’s shares, based on the view that it will be profitable to sell stock short today
and then buy stock back in the open market at a lower price if the share price declines.
Shares are fungible (completely interchangeable), which enables a borrower of shares
to return to the lender different (but equivalent) shares acquired from purchases in the
open market.

Sometimes shares are sold short without taking steps to borrow the shares. This is
called “naked” shorting. If this shorting activity is done to avoid settlement failure, this
is considered legal naked shorting. For example, if an investor agrees to sell stock, but fails
to deliver shares to a buyer on the settlement date, the buyer may need to sell stock short
to avoid settlement failure (and associated costs and penalties) if the buyer has already
resold the stock that should have been received in the original settlement. There has been
considerable regulatory analysis of legal naked shorting and nonlegal naked shorting
(selling stock short without taking steps to borrow it and without legitimate settlement
concerns). See Exhibit 5.1 for a discussion of historical issues and regulatory changes
to this practice.

Shares that are sold short create “short interest,” as recorded by exchanges. The short
interest ratio is the number of shares of a publicly traded company that are sold short
divided by the average daily trading volume. Sometimes it is also important to consider
shares sold short in relation to free float (shares that are not held by owners of more
than 5% of the stock or by senior executives and/or insiders). A high short interest ratio
may imply that the market is bearish on a particular stock. However, this can be mislead-
ing since a large portion of the short interest reported for some companies relates to
hedge fund purchases of convertible securities. In this scenario, hedge funds short some
of the shares that underlie the convertible in order to hedge share price risk. This type of
shorting is therefore usually not an expression of a bearish view on a stock. As a result, an
accurate interpretation of short interest ratios must factor in convertibles that have
been issued. See Chapter 9 for a more detailed overview of convertibles and related
shorting activity.
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EXHIBIT 5.1 SHORT SELLING

In a short sale of stock, a trader borrows stock and sells it. If the stock falls in price, then the short
seller can buy the stock in the open market at the lower price, return what was borrowed, and
pocket the difference.

Through the years, government authorities have occasionally attempted to restrict short
selling. Although short selling is a legitimate trading strategy and helps to prevent “irrational
exuberance” and bubbles, during 2008 the SEC clamped down on short selling because
itwas worried that these trades, along with false rumors, negatively impacted the financial system.

During September of 2008, the SEC issued an emergency order, which curbed short selling of the
shares of 19 large financial firms. They subsequently extended this order to include all financial
stocks. The order attempted to stop short selling of financial stocks as well as “unlawful
manipulation through ‘naked’short selling” in all stocks. Naked short selling refers to the practice of
selling stock short without taking steps to borrow it. Historically, a short seller located shares to
borrow and sold the shares short, but was not obligated to enter into a contract with the share lender
inadvance. Additionally, sometimes more than one trader was able tolocate the same shares and sell
them short, which multiplied the effect of the short position. Under the SEC order, however, a short
seller is now required to have entered into a contract to borrow the shares on the trade date.

The SEC lifted the short selling ban after three weeks but the new restrictions on naked short
selling remain in effect: during July 2009, the SEC made permanent the emergency order, requiring
traders to complete short sales within four days and exchanges to postinformation regarding short
sales, including exact timing and size of short positions, on a one-month delay basis.

Margin Financing

When an investor borrows money to purchase securities and the securities (or other
agreed-on assets) are posted as collateral, an investor is buying on margin. Investment
banks arrange margin accounts for their investing clients when investors want to leverage
their investments. The value of the securities held in collateral are marked-to-market daily
and the investor must maintain a predetermined loan to value percentage. If the value of
the collateral drops, the investor will be required to deposit additional cash or collateral.
A bank’s demand for additional cash or collateral is called a margin call. Margin calls by
investment banks against hedge funds were a precipitating factor in the blowup of several
hedge funds and created an increased level of volatility in the market as hedge funds were
forced to rapidly liquidate part or all of their portfolios. See Exhibit 5.2 for a summary of
Peloton, a large hedge fund that shut down following margin calls by investment banks.
Also refer to the case A Tale of Two Hedge Funds: Magnetar and Peloton after the chapters.

Fixed Income, Currencies, and Commodities Trading

Fixed income, currencies, and commodities (FICC) trading usually focuses on interest rate
products, credit products, and commodities. Traders in these three areas run many differ-
ent businesses, each of which has its own sales force and research function. Although this
has historically been the most profitable division in most of the large investment banks,
the business was subjected to very large write-downs during 2007 and 2008.
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EXHIBIT 5.2 MARGIN CALLS BY PRIME BROKERS AGAINST HEDGE FUNDS

After years of strong growth and outsized returns, hedge funds encountered their worst crisis
since the 1998 collapse of Long-Term Capital Management (LTCM) during the 2007-2008 credit
crisis. Hedge funds rely on prime brokers at investment banks to clear trades, service assets, and,
perhaps most important for their portfolio strategy, provide leverage. Hedge funds take on debt
to enhance asset returns and to facilitate certain investment strategies.

However, for some hedge funds that owned mortgage-back securities (MBSs) or collateralized
debt obligations (CDOs) in 2007 and 2008, leverage proved to be the source of their downfall.
Sharp declines in housing prices reduced the value of these securities’ collateral, leading
prime brokers to demand additional collateral. As a result, many funds were forced to sell
assets to meet margin calls. Some funds, such as Carlyle Capital and Peloton Partners, were
unable to meet requests for additional cash and were forced to unwind their holdings at
fire-sale prices.

While massive leverage ratios and untimely bets on the housing market were to blame for
most of the hedge fund industry’s woes, the large subprime losses experienced by investment
banks also played a role in the collapse of several hedge funds. With their profits wiped out by
asset write-downs, the prime broker operations within investment banks became more
conservative with credit and gave even their best clients little latitude.

Peloton Partners, a London-based hedge fund started in 2005 by two former Goldman Sachs
partners, is a striking example of an otherwise successful hedge fund brought down by margin
calls from its prime brokers. In 2007, Peloton’s fund posted an 87% return by shorting BB-rated
tranches of subprime MBS and going long AAA-rated tranches. However, in January 2008,
Peloton revised its strategy after determining that there was little additional downside in
subprime securities. As the value of subprime mortgages dropped further with higher default
rates and declining housing prices, Peloton’s losses were great enough to prompt demands for
cash from banks. Unable to meet their requests, Peloton shut down its fund and suspended client
redemptions, ultimately posting losses of several billion dollars. The implosion of one of
London’s premiere hedge funds underscores how quickly a fund can go under when margin
financing from prime brokerage lenders is pulled.

Interest Rate Products

At most banks, interest rate products include foreign exchange (since currency exchange
rates are inextricably connected to interest rates of different countries), government bond
trading in U.S., U.K,, German, French, Japanese, and other government and agency bonds
and notes, and interest rate derivatives (including swaps, futures, and options).

Credit Products

Credit products include corporate bonds (investment grade, high-yield, and distressed
debt securities), mortgage-backed securities, asset-backed securities (credit card receiv-
ables, automobile loans, computer leases, trade receivables, equipment leases, etc.),
structured credit, and credit derivatives (including swaps, futures, and options).
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Structured Credit

The structured credit business is primarily focused on CDOs that are linked to bonds—
that is, collateralized bond obligations (CBOs)—and loans—that is, collateralized loan
obligations (CLOs). A CBO is a debt security underwritten by an investment bank that
is backed by a pool of noninvestment grade bonds. Because the pool includes a broadly
diversified group of assets, credit rating agencies have given an investment grade rating to
certain tranches in many of these CBOs. In a CBO, a special-purpose trust is formed to
purchase noninvestment grade bonds and then the trust issues three or more tranches
of bonds (each with a different credit rating) to investors who purchase these securities
as a means to receive slightly higher coupons than similarly rated straight bonds.
A CLO is similar to a CBO, except the collateral pool backing this security is comprised
of lower-quality loans instead of bonds. Further information on CDOs and yield pickup
for investors is found in Figures 5.2 and 5.3.

During 2007 and 2008, investment banks recorded significant losses on their structured
credit positions because of the credit crisis that started during the middle of 2007.
The effects of diversification on CDO portfolios proved to be much less than estimated
by ratings agencies and investors. Losses reported by financial institutions approached
$1 trillion in relation to this product area by the end of 2008, based on losses from both
commercial and residential mortgage-backed securities.

Mortgage-backed securities (MBSs) are debt obligations where the underlying assets
(collateral) are mortgage loans. In the case of residential MBSs, the loans are purchased
from mortgage originators such as banks and mortgage companies and then assembled
into pools. Securities are then issued to investors who become claimants to the interest
and principal payments made by borrowers in the pools of loans. MBS issuers include
U.S. government-sponsored entities Fannie Mae (Federal National Mortgage Association)
and Freddie Mac (Federal Home Loan Mortgage Corporation), the U.S. government
agency Ginnie Mae (Government National Mortgage Association), and some private insti-
tutions such as banks and brokerage firms.

Historically, many MBS securities have been used to create CDOs and many of the
buyers (and insurers) of MBS-related CDOs have been financial institutions. They viewed
some of these securities as very low risk investments (the senior tranches typically
had AAA credit ratings), with a slightly higher yield than straight AAA bonds. Unfortu-
nately, until 2008, most of these institutions underestimated the risk of these securities
and ignored the real estate bubble. Many statistical models utilized by issuers, rating
agencies, and investors did not incorporate the possibility of a significant decline in
housing prices across the country. As a result of large losses stemming from this product
area, as well as losses on loans to fund private equity transactions, an unprecedented
number of senior executives of investment banks were asked to step down during
2007 and 2008.

The Dodd-Frank Act of 2010 had a significant impact on structured credit. The Act
requires banks to retain at least 5% of each CDO tranche they sell and (with minor excep-
tions) they are not allowed to hedge or transfer this risk. Advocates of this new regulation
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FIGURE 5.2 CDOs offer a spread pickup to similarly rated securities: (a) AAA spreads to swaps/LIBOR, in basis points.
(b) BBB spreads to swaps/LIBOR, in basis points. CMBS = commercial mortgage-backed securities. Source: J.P. Morgan
U.S. Fixed Income Markets 2005 Outlook. Spreads data as of November 18, 2004.

claim that it encourages more careful risk assessment in developing CDO products,
whereas critics argue that it increases banks’ capital requirements and therefore increases
securitization costs.

Exhibit 5.3 summarizes Merrill Lynch’s multiyear aggressive buildup of its CDO book,
which resulted in huge write-downs and the ultimate sale of the firm to Bank of America.

Credit Default Swaps

A credit default swap (CDS) is a contract between two counterparties whereby one party
makes periodic payments in return for receiving a payoff if an underlying security or loan
defaults. For example, if an investor purchased $10 million of a five-year $100 million bond
issued by Company ABC and then decided to protect their investment risk by entering into
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Basic Structure CDO Balance Sheet

* A CDO is comparable to a finance company: Assets Liabilities

— Borrows money (liabilities)
— Invests in collateral (assets)
— Has residual value (equity) Senior

The equity of a CDO represents an ownership
stake in an entity and is the first loss position.

The assets are typically managed by a seasoned
asset manager with a strong track record in the .
respective CDO asset class. Mezzanine

Repayment of liabilities relies on the
performance of the underlying collateral pool
and asset manager.

Credit enhancement and tranching creates
different rating levels, allowing involvement
by a wide investor base.

Equity

FIGURE 5.3 What is a CDO?

EXHIBIT 5.3 MERRILL LYNCH

During July 2008 Merrill Lynch agreed to sell more than $30 billion in toxic mortgage-related
CDOs at a steep loss, hoping to purge its balance sheet of problems that plagued the brokerage
giant. The sale was to Lone Star, an affiliate of a private-equity firm, which paid $6.7 billion, or 22
cents on the dollar. This created a $5.7 billion write-down for Merrill.

Merrill's move was an effort to stem the tide of losses after more than $46 billion in write-
downs during the previous 12 months. Faced with this leak in its balance sheet, Merrill sold
$8.5 billion in new common stock, diluting existing shareholders by about 38%.

Many CDOs held by Merrill were viewed as highly likely to default and lose some or most of
their principal value. Of the 30 CDOs totaling $32 billion that Merrill underwrote in 2007, 27 had
seen their AAA ratings downgraded to “junk.”

Merrill had been hit especially hard by the mortgage crisis, largely because of big bets on
mortgage-backed securities not long before the market for those securities collapsed. During
2007, Stanley O’Neal, the CEO who oversaw those bets, was forced out and replaced by John
Thain, a former Goldman Sachs mortgage and CDO trader who later ran the New York Stock
Exchange.

Despite installing new risk controls and a new management team, Thain was unable to steer
Merrill out of trouble. During September of 2008, these ongoing troubles, and the near-panic
surrounding the bankruptcy of Lehman Brothers, led to the sale of Merrill Lynch to Bank of
America for a price that was less than one-half the value of the firm 15 months earlier.
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a CDS on a $10 million notional amount of the Company ABC bond, they might pay 2% of
$10 million annually for five years in exchange for the right to deliver defaulted bonds in
exchange for $10 million if Company ABC defaults. The party that receives an annual fee is
a credit protection seller; the fee payer is a credit protection buyer. None of the cash flows
from the CDS directly involves Company ABC, but it is their bond that is the subject of the
CDS contract. A CDS is essentially an insurance policy to hedge against default. Because
there is no requirement to own the actual underlying security or loan when entering into
this type of contract, many CDS credit protection buyers engage in this transaction purely
for speculative purposes.

CDS transactions were historically not regulated in the United States because the SEC
determined that a CDS contract was not a security and the Commodities Futures Trading
Commission (CFTC) determined that a CDS was not a commodity. As a result, there was
concern about unregulated credit default swap risk positions that grew substantially over
many years. The Dodd-Frank Act addressed this issue by classifying “securities based”
swaps as securities. As a consequence, credit default swaps are now covered under SEC
regulations. The total face value of CDS contracts decreased from an estimated $50 trillion
at the end of 2008 to under $30 trillion by year-end 2011 based on the impact of new
regulations and credit concerns that arose during the 2008 global financial crisis.

The CDS market came under regulatory scrutiny because of its massive size, lack of
regulation, and potential to permit insider-trading activity. An example of the last point
follows: The cost of a CDS sometimes increases considerably in the weeks prior to the
announcement of a corporate takeover by a private equity fund. Upon completion of a
leveraged buyout, the target company’s credit rating generally deteriorates because the
buyout is financed in large part by leveraging the target’s balance sheet. Because this
increases the riskiness of the company’s outstanding bonds, the result is an increase in
CDS pricing relative to these bonds. During 2007 and 2008, prior to the announcement
of a number of acquisitions by private equity funds, CDS pricing for the target company
increased substantially, suggesting that CDS credit protection buyers became aware of the
acquisition before it was publicly announced. Speculators evidently purchased CDSs on
private equity target companies before the announcement and then sold CDSs after the
announcement, creating a substantial profit. Such insider trading would likely be caught,
and prosecuted, in the highly regulated stock market, but the CDS market did not have
much regulatory surveillance.

A notable disaster in relation to CDSs occurred during late 2008 when AIG, which had
previously been one of the world’s largest and strongest insurance companies, had to be
bailed out by the U.S. government. As a credit protection seller, AIG had approximately
$500 billion notional exposure in its CDS positions. After marking-to-market the amount
it owed as a credit protection seller on a portfolio of mortgage-backed securities following
the collapse of the real estate market, AIG’s capital reserves were reduced and, as a result,
the company lost its AAA credit rating. Subsequent ratings downgrades triggered require-
ments to post tens of billions in collateral to AIG’s CDS counterparties. Because AIG could
not provide the required collateral, rather than allow the insurer to fail, the U.S.
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government in late 2008 provided an emergency $85 billion loan to the company. By June
of 2009, the total amount of bailout funding available to AIG through various programs
grew to more than $180 billion.

In response to concerns about the impact of an unregulated CDS market, Interconti-
nentalExchange, CME, and Citadel launched clearinghouses for CDSs. By shifting CDS
transactions to centralized clearinghouses, transparency was increased and counterparty
risk was reduced. In addition, the International Swaps and Derivatives Association (ISDA)
pushed forward standardization of CDS contracts to increase transparency and prevent
legal disputes.

Bank Loans

In order to meet the full financing objectives of selected clients, in addition to arranging
capital markets financings, investment banks sometimes provide bank loans for strong
credit borrowers and leveraged loans for weaker credit borrowers. During 2002 to 2008,
the largest portion of the leveraged loan business involved loans committed for private
equity acquisitions. Private equity firms are among the most important clients of the
Investment Banking Division since they bring equity underwriting, debt underwriting,
and M&A advisory business to the bank. Based on its experience underwriting, investing
in, and trading corporate bonds, the Trading Division collaborates with the Investment
Banking Division in providing loans to important clients of the firm when there are other
revenue opportunities with the client.

Leveraged buyouts require a substantial amount of debt financing. Investment bankers
help private equity firms meet the massive debt requirements of their acquisitions either
through an underwritten bond offering or through a syndicated bank loan in which the
investment bank typically tries to sell up to 90% of the loan to other banks, hedge funds,
and other investors. Historically, most of these financings involved a “best efforts” commit-
ment from the bank, and not an absolute commitment. Unfortunately for the investment
banks, during 2006 and the first half of 2007 banks were persuaded by private equity
firms to make binding commitments for large financings whereby the banks provided the
full funding if bond market and syndicated loan market participants were unwilling to
provideit. This resulted in significant large loan drawdowns from the investment banks when
other lenders and investors refused to buy the debt, creating unexpected credit exposures
for the banks. Private equity related bank loans exceeded $400 billion at the end of 2007
and when banks ultimately sold many of these loans to other investors at prices as low as
70 cents on the dollar, the banks recorded very large write-downs.

Commodities

Contracts on commodities are traded by investment banks principally in the energy (elec-
tricity, natural gas, and oil) and metals (precious metals and base metals) sectors. A num-
ber of investment banks trade physical commodities as well and even own energy
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production facilities. Clients buy and sell financial contracts on commodities in order to
hedge risk positions arising in the regular course of business (airlines, distributors, indus-
trial companies, producers, refiners, shipping companies, and utility companies) or to
invest in or trade them as part of an investment portfolio (funds and high-net-worth
individuals).

Currencies

Currency trading is the largest and most liquid trading market in the world. It is estimated
that in excess of $4 trillion in currencies are traded every day. Currency trading is also com-
monly referred to as foreign exchange (FX) trading. Each currency has a value relative to
other currencies. Currency value fluctuates constantly as money is exchanged into differ-
ent currencies to facilitate international travelers’ purchases abroad or the purchase and
sale of products by businesses to meet import and export objectives. Another reason for
currency fluctuation relates to speculation. When investors expect certain currencies
to strengthen or weaken, they purchase or sell currencies based on these expectations
to create trading profits.

The FX market is comprised of spot FX transactions (buying one currency with a
different currency for immediate delivery), forward FX transactions (contract between
two parties to exchange currencies on a specified date in the future at an agreed-on price),
and FX swap transactions (exchange of one currency for another at a certain price at
multiple points over time).

Market Making

The client-focused trading activities of large investment banks are often referred to as
market making. The meaning is that the bank stands willing to “make a market” any time
itis requested by a client. In other words, the bank will quote a client a bid price or an offer
price (or often both simultaneously) on many securities or derivatives at any time.

If the client wishes to buy a security or derivative, the bank will sell it to them, and if the
client wishes to sell, the bank stands ready to buy. The difference between the price at
which the bank is willing to buy (bid price) and the price at which it is willing to sell
(ask, or offer price) is referred to as the “bid-ask spread.”

Market making is the business of “capturing” bid-ask spreads, by continuously buying
securities at the bid price, and selling securities at the higher offer price. However, in order
to capture bid-ask spreads, market makers must take risk. The nature of the risk varies
greatly depending on the security or derivative, the length of time the risk position is held,
and the liquidity of the security or derivative. In general, bid-ask spreads are narrower in
liquid markets and less complex products. See Exhibits 5.4 and 5.5 for examples of the
business of market making.
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EXHIBIT 5.4 MARKET-MAKING EXAMPLE 1—THE IDEAL: RISKLESS AND UNSOLICITED
TRANSACTION

On the high-yield bond trading desk, a salesperson picks up a ringing phone and hears the
familiar voice of a pension fund manager. The client says that she wants to sell $10 million face
amount of ABC Corp 8% bonds due June 2020. (If there is a good relationship with the client, the
salesperson may also be able to get additional information, such as why they are selling, whether
this represents their whole position in the bond or just a fraction, and what they think about the
company and the sector generally.)

Simultaneously, a bond portfolio manager at an insurance company calls another salesperson
on the same desk. He says he is adding to his energy positions and wants to buy $10 million face
amount of the same ABC Corp 8% bonds.

Both salespeople tell their clients they will quickly check the price, put them on hold, and yell
over to the trader who handles high-yield energy bonds. These bonds generally only trade several
times a week, making this outcome very unusual. Despite the illiquidity, the trader will have
already been following the bonds, tracking any reported trades in the market and adjusting his
view of the appropriate bid and ask prices many times each day based on factors such as the
current yields of Treasury bonds (which define the risk-free interest rate for various maturities),
the price movements of high-yield bonds generally on that day, and any sector or company-
specific news which has recently come out.

Based on all of this, the trader tells the salespeople to quote the pension fund a bid price of
91.25% of par and quote the insurance company an ask price of 91.75% of par. Both salespeople
relay the prices to their clients, and both clients immediately agree to the trade at the price
quoted to them.

The desk books a purchase of $10 million of bonds at 91.25% and a sale of $10 million in bonds
at 91.75%. The two salespeople and one trader just earned the desk a $50,000 profit with no
residual risk for the bank, and with very little effort. Three important notes on this example:

1. The transaction that occurred turned out to be riskless, but the bank actually had to take
substantial risk in order to get the business. Recall that while the clients had equal, offsetting,
simultaneous interest in the bond, unlike the bank neither of them was obligated to go
through with the anticipated transaction. In fact, either of them could have changed their
mind after hearing the price, or might have called three other investment banks to ensure
they got the best price possible. If the bank in this example was the “best bid” of three banks
quoted by the pension fund, but was not the “best offer” of the three banks quoted by the
insurance company, then it would have purchased $10 million of bonds at a cost of $9.125
million, with no offsetting sale. In this case, no profit has been locked in, and the bank retains
the risk of the bonds declining in price before it can sell them to another client, as well as the
more drastic possibility of the issuer’s bankruptcy.

2. Asituation like this is very rare. For illiquid securities with bid-ask spreads of 0.50% or higher,
the chances of simultaneous unsolicited offsetting orders is very small. Liquid securities with
high trading frequency (on which clients with offsetting orders do sometimes send orders in
simultaneously) tend to have much lower bid-ask spreads.

3. Clients are sometimes not willing to tell the bank what they are doing. In many cases they will
ask to see a “two-sided” market, or both the bid and offer price, and the bank does not know
whether the client plans to buy or sell. In that case, the trader would not know whether his
worst-case residual risk was being long or short $10 million of bonds, or $20 million if both
clients turned out to be buyers or sellers.
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EXHIBIT 5.5 MARKET-MAKING EXAMPLE 2—BLOCK TRADE OF STOCK

A trader at a mutual fund calls a salesperson at a bank at 10:45 a.m. and says he wants to

sell 500,000 shares of XYZ Corp. and is asking two banks for an “at risk” price at 11:00 a.m.
The salesperson and the client agree that when the price is quoted, the fund will agree within
two minutes if it wants to proceed.

The salesperson walks over to the trader who is responsible for XYZ shares to consider
the situation together. XYZ shares on average trade 1.25 million shares per day, so the sale
represents 40% of average daily volume. While mutual funds usually trade in and out of shares
gradually, accepting the market price and paying very small commissions, this fund wants to get
out of its entire position at a guaranteed price, passing the risk on to the bank.

The stock is currently trading at $60, so 500,000 shares represent $30 million of risk for the
bank. The trader and salesperson review a shareholder list, call up internal records of clients
that have recently been buying or selling the stock, and ask the other salespeople about
qualitative comments clients have made about the stock, and what they think clients’
interest may be in buying the stock if it came in large size and at a slight discount to the
market price. The team also checks recent sentiment among research analysts who cover the
stock. In conjunction with the trading desk head and a market risk controller, they review
recent price moves in the stock and what caused them and study the general volatility profile
of the stock.

After analyzing all the risks involved, at 10:59 a.m. the trader agrees to bid $59.30 for
the 500,000 shares. This represents a 1.17% discount from the current market price of $60.
The salesperson calls the client to commit the price. The client puts him on hold for thirty
seconds, then comes back on the line and says, “You're done. I sell 500,000 shares of XYZ to you at
$59.30.”

The trader and salesperson get the attention of the rest of the salespeople on the desk and tell
them about the trade, and the need to sell the shares. Together, they formulate a strategy
regarding which clients to call and the price and minimum size to offer. Given the risk position,
the sales force might decide to only call a handful of trusted clients to minimize the information
flowing into the marketplace.

The salespeople tell investors that they have XYZ Corp. stock for sale, without mentioning the
exact amount, and offer to sell 25,000 shares or more to each investor, at a price of $59.60. Two
investors express interest in 150,000 shares each, so the bank resells 300,000 shares at $59.60. The
bank has made a profit of $90,000 on these shares.

The trader decides that rather than have the sales force make any further calls to less trusted
clients, he will trade out of the remaining 200,000 shares on his own. Using program trading
software, he inputs an order for the computer to sell 200,000 shares gradually into the flow of
market trading, targeting 25% of total market volume. The software will drop a few hundred
shares into the market several times per minute, trying to match the frequency and size of the
sales as closely as possible to 25% of volume.

The stock begins to trade down rapidly. By 11:30 a.m. the stock is at $59, where it stays for
the rest of the trading day. The trader manages to sell the last shares just before the market
close. He calculates that on the 200,000 shares that the desk wasn’t able to place with clients, his
average sale price was $59.08. This represents a loss of $44,000 on the unplaced shares, making
the desk’s net profit on the entire trade $46,000.
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Proprietary Trading

Proprietary traders are non-client-related traders who trade solely for the benefit of their
firm. They have no responsibility to balance their profitability interests with the interests
of clients of the firm, and therefore can be considered competitors to these clients.
At some investment banks, they are covered by sales professionals within the same firm
and are considered one of the most important clients of the sales team. At other firms,
internal sales contacts are limited. Even when proprietary traders are allowed to trade with
their own firm, they always trade with others as well, including competitor firms, and
will execute transactions with whichever firm best enables them to achieve profits and
mitigate risks.

Proprietary traders take positions in interest rate and credit products, mortgage-related
securities and loan products, and multiple kinds of asset-backed securities. They also take
positions in commodities and currencies, as well as in the derivatives of all of these prod-
ucts. In the equity world, they take positions in all forms of equity and equity-related prod-
ucts, including derivatives. Their positions can be long or short and, in many cases, are
leveraged by borrowing, using their positions as collateral.

Proprietary traders do their own research and they rely on the research of others as
well. They build models that track credit markets, regulatory and legal developments,
accounting and tax developments, market anomalies, and economic events. Their models
attempt to predict mean reversion or a collapse in historical relationships, among other
phenomena.

Basically, the proprietary trading business is similar to the business conducted by
hedge funds. During an approximately ten-year period ending in 2007, investment banks
became significant competitors to hedge funds (who were the most important clients of
the banks’ client-related trading business). This sometimes created conflicts and, as a
result, some hedge funds limited their trading activity with those investment banks that
had the largest proprietary trading businesses.

At Goldman Sachs, proprietary trading was a very profitable business within the firm’s
Trading and Principal Investments Division between 2002 and 2007. Although their finan-
cials do not break out revenue for client-related trading and proprietary trading, it is pos-
sible that proprietary trading represented larger revenue and earnings than were achieved
during 2007 by Och-Ziff, the largest publicly reporting hedge fund in the United States and
one of the largest hedge funds in the world (see Table 5.1).

Until the credit crisis that started during the summer of 2007, proprietary trading at
many investment banks was a very profitable business. Proprietary traders were often
the highest paid people in an investment bank. Their risk positions sometimes gave rise
to significant unanticipated profits or losses, especially in periods of high volatility. In
many cases, risk positions were significantly leveraged, allowing for greater earnings or
losses, depending on whether the positions were on the right or wrong side of the market.
As aresult of very large trading losses and extreme market turbulence stemming from the
credit crisis, there was a decline in proprietary trading at some investment banks as their
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Table 5.1 Goldman Sachs versus Och-Ziff

Net Revenues Operating Expenses Pretax Earnings
2008 2007 2008 2007 2008 2007
Goldman Sachs Trading and $9,063 $31,266 $11,808 $17,998 $(2,745) $13,228
Principal Investments Division
Och-Ziff Funds' $587 $1,126 $271 $307 $316 $818

Note 1: Economic income figures are shown to present an apples-to-apples comparison of the two years. Och-Ziff significantly reorganized
its operations in 2007 such that GAAP financials would not be comparable from 2007 to 2008.
Source: Respective 2008 10-K filings.

appetite for risk taking and leverage diminished. Banks including Morgan Stanley, Credit
Suisse, UBS, and Deutsche Bank announced in 2008 that they were reducing or reorganiz-
ing their proprietary trading operations. Since then, proprietary trading at most large
investment banks has declined, risk positions have been reduced and firm-wide leverage
that supports these positions has dropped significantly. As a result, the earnings capacity
of this business has been reduced and hedge funds have benefitted from somewhat lower
competition.

Proprietary trading activity at investment banks changed dramatically following the
implementation of the Dodd-Frank Act. According to this Act, banks are no longer allowed
to “invest in securities as principal.” This has been interpreted to include proprietary trad-
ing. The separation of proprietary trading from regular banking business is often referred
to as the “Volcker Rule,” named after former Fed Chairman Paul Volcker. Because of the
Volcker Rule, many banks such as Goldman Sachs and Morgan Stanley have spun off or
reduced many of their proprietary trading groups. While the objective of the Dodd-Frank
Act to ban proprietary trading from banks is relatively clear, its effectiveness has yet to be
fully manifest in actual practice. Many critics claim that market making will serve as a
loophole since it is often impossible to differentiate between market making and propri-
etary trading by looking at trading data only.

International Trading

Regulators around the globe developed new financial regulation following the 2007-2008
financial crisis. However, while U.S. legislation provided a comprehensive new set of rules,
European regulators developed a somewhat narrower set of regulations that focused on
different regulatory objectives. Proprietary trading in the EU is covered by the European
Market Infrastructure Regulation (EMIR), which was passed by the European Parliament
in September 2010 and became effective in all member states at the end of 2012. EMIR
contains a number of new provisions, including regulation of OTC derivatives, short sell-
ing, and clearing requirements. However, EMIR does not require the separation of
proprietary trading from regular banking activities as is required under the Volcker Rule
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in the United States. Because most European banks have always been universal banks
(commercial banks that have not been separated from investment banks), their regulators
have not enforced a separation in these businesses.

Critics argue that the Volcker Rule will be much less effective if it is only enacted on one
side of the Atlantic. U.K. regulators made different proposals in reaction to the 2007-2008
financial crisis. The U.K. treasury set up the “Independent Commission on Banking” to
make recommendations for making the banking system more robust. The Commission
did not recommend a full separation of investment banking and retail banking in the spirit
of the Glass-Steagall Act, but instead suggested that banks should “ring-fence” their retail
division from their investment banking division. As a result, the United Kingdom has gone
well beyond EU regulation.

In Asia, the China Banking and Regulatory Commission issued a new provision during
2011 to restrict banks’ proprietary trading activities (domestic and foreign). Under this
new provision, nonhedged investments by banks must be limited to 3% or less of the
banks’ total capital. Other major financial centers in Asia, such as Singapore or Hong Kong,
have not imposed a version of the Volcker Rule and there is no indication that such a
change will happen in the near future.

Canada is a noteworthy example of a country that had limits on bank proprietary
trading activities prior to the financial crisis. Before 2008, this seemed like a competitive
disadvantage for Canadian banks, but it resulted in much less loss-making for these banks
during the crisis.

Risk Monitoring and Control

Investment banks have risk committees that review the activities of trading desks,
approve new businesses and products, and approve market risk limits and credit risk
limits. There is also a capital committee that reviews and approves transactions involv-
ing commitments of the firm’s capital to support extensions of credit, bond underwrit-
ings, equity underwritings, distressed debt acquisitions, and principal investment
activities. In addition, investment banks usually have risk-monitoring committees
that focus on structured products, new products, operational risk, credit policies, and
business practices.

Value at Risk

A key tool in measuring an investment bank’s trading risk is value at risk (VaR). VaR rep-
resents the potential loss in value of trading positions due to adverse market movements
over a defined time horizon based on a specified statistical confidence level. Typically,
investment banks use a one-day time horizon and a 95% confidence level in reporting
VaR. This means that there is a 1 in 20 chance that daily trading net revenues will fall below
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expected revenues by an amount at least as large as the reported VaR. Stated another way,
shortfalls from probable trading net revenues on a single trading day that are greater than
the reported VaR would be expected to occur, on average, once a month, assuming 20 trad-
ing days in an average month.

Typical implementations of VaR use historical data, with more recent data given greater
historical weight. An inherent limitation of VaR is that the distribution of past changes in
market risk factors may not produce an accurate prediction of future market risk. In addi-
tion, VaR calculated over a one-day time period does not completely capture the market
risk of positions that cannot be liquidated within one day.

As an example of how to interpret VaR, if an investment bank reports an interest rate
trading business VaR of $50 million, this means that, under normal trading conditions, the
bank is 95% confident that a change in the value of its interest rate portfolio would not
result in a loss of more than $50 million in a single day. This is equivalent to saying that
there is only a 5% confidence level that the value of the interest rate portfolio will decrease
by $50 million or more on any given day. A summary of VaR reported by several investment
banks is included in Exhibit 5.6.

EXHIBIT 5.6 AVERAGE DAILY VAR

Value at risk measures the worst expected loss under normal market conditions over a specific
time interval at a given confidence level. In the jargon of VaR, suppose that a portfolio manager
has a daily VaR equal to $1 million at 1% (or 99% confidence level). This means that there is only
one chance in 1,000 that a daily loss bigger than $1 million occurs under normal market
conditions. Note the table that follows.

2010 Average Daily VaR (in $ millions)

Bank of America $201
Barclays $82
Citigroup $205
Credit Suisse $114
Deutsche Bank $127
Goldman Sachs $111
JPMorgan Chase $99
Morgan Stanley $173
UBS $336

Note: The average VaRs for Barclays, Goldman Sachs, JPMorgan Chase, and Morgan Stanley are calculated
based on a 95% confidence level. All others are based on a 99% confidence level. Source: Respective 10-K

filings.
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Asset Management

Asset management refers to the professional management of investment funds for indi-
viduals, families, and institutions. Investments include stocks, bonds, convertibles, alter-
native assets (such as hedge funds, private equity funds, and real estate), commodities,
indexes of each of these asset classes, and money market investments. Asset managers
specialize in different asset classes, and management fees are paid based on the asset
class. For alternative assets, additional fees are paid based on investment performance
as well. Fees types can be broken down into four major categories, based on asset class:

1.

Alternative assets: Management fees can range from 1 to 2% of assets under
management (AUM), and additional fees are charged based on the fund manager’s
performance. Some alternative asset managers receive performance fees of 10 to
20% on the annual increase in value of assets. This means that if a high-net-worth
investor entrusted $10 million to an alternative asset manager, and the value of this
investment increased to $11.5 million in one year (a 15% increase), the asset manager
would be paid as much as 2% x $10 million = $200,000 in management fees, plus
20% x ($11.5 million — $10 million) = $300,000 in performance fees. So the total fees
paid would be $500,000, which is, in effect, a 5% fee on the original $10 million
investment. Although this may seem high, the investor’s net return is still 10% after
fees. Therefore, despite the high fee percentage, this may be a suitable fee arrangement
for an investor if the net return is better than net returns from other investment
choices. Of course, this determination should be made in the context of the riskiness
of the investment and the diversification objectives of the investor.

Equity and convertible investments: Fees are generally lower for this asset class than for
alternative asset investments. Management fees typically range from 0.75 to 1.75% of
AUM, depending on the type of equity or convertible investment (U.S. domestic,
international, large cap, small cap, etc.). Although it is less common for additional
fees to be charged based on the fund manager’s performance for this asset class,
depending on the type of fund and the manager of the fund, performance fees

may be paid.

. Bond and commodity investments: Fees are generally lower for this asset class than

for equity and convertible funds. Investment fees typically range from 0.5 to 1.5%
of AUM, depending on the type of fund (U.S. high grade, U.S. low grade, distressed
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debt, international, etc.). Performance fees are unusual in bond or commodity
investments.

4. Indexes: Fees for managing indexes are usually even smaller, ranging from 0.10 to
0.50% of AUM.

Asset management products are offered through separately managed accounts and
through commingled vehicles such as mutual funds and private investment funds. A sum-
mary of assets under management by some of the largest investment banks is provided in
Table 6.1. Invested funds are generally lumped into the following categories when placed
in asset management accounts at an investment bank: fixed income, equity, alternative
investments (comprised principally of hedge fund, private equity, and real estate invest-
ments), and money market.

Fund performance is a key metric when evaluating asset management capabilities.
Investors measure this by relying on different performance measurement firms, such
as Morningstar and Lipper, that compile aggregate industry data that demonstrate how
individual mutual funds perform against both indices and peer groups over time. For
alternative asset classes such as hedge funds and private equity, there are specialized
industry research firms that track fund performance (for example, Hedge Fund Research
and Alpha Magazine track hedge fund performance, while Preqin Global Private Equity
Review, among others, tracks private equity performance). Many funds are ranked into
quartiles based on their relative performance each quarter and each year. Inevitably,
top quartile funds draw disproportionately more investable funds whenever rankings
are announced.

For most asset classes, performance is measured against a benchmark. This bench-
mark can be either a well-known index for the asset class being managed or a benchmark
created by averaging the returns of a peer group of funds. For mutual funds, where the
focus is on relative returns, performance is compared against indices and peers. For alter-
native assets such as hedge funds, it is common to measure performance not only on
a relative basis but also on an absolute return basis. These funds attempt to achieve

Table 6.1 Global Investment Bank Asset Management Divisions

Firm AUM ($ bn)
Bank of America 1,945
Morgan Stanley 1,628
UBS 1,559
Wells Fargo 1,398
Credit Suisse 865
Deutsche Bank 368
JPMorgan 284
Goldman Sachs 229
Barclays 185

Source: Scorpio Partnership’s Annual Private Banking Benchmark for 2011.
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a positive (nonnegative) return (and not just beat a certain benchmark) through the use of
derivatives and by creating short positions in different asset classes. As demonstrated
by the average industry return of —19% in 2008, hedge funds are not always successful
at generating absolute returns.

Performance measurement is often focused not just on returns but on risk-adjusted
returns as well. Modern portfolio theory has established the qualitative link that exists
between portfolio risk and return. The Capital Asset Pricing Model (CAPM) developed by
Sharpe in 1964 highlighted the concept of rewarding risk. This led to the creation of risk-
adjusted ratios including the Sharpe ratio, which measures the return of a portfolio in ex-
cess of the risk-free rate, compared to the total risk of the portfolio. Subsequent efforts to
measure risk-adjusted returns have led to improved performance measurement practices.

Hedge Fund Investments

Most major investment banks have large hedge funds housed within their Asset Manage-
ment Division. Prior to the Dodd-Frank Act, banks frequently invested directly in their own
hedge funds, often taking up to a 10% position in each fund. Because the Act prohibits this
investment activity, banks no longer coinvest in these funds. However, many investment
banks continue to manage hedge fund investments for their clients, without investment
participation by the bank. Goldman Sachs Asset Management (GSAM), the asset manage-
ment business within Goldman Sachs, has several hedge funds that invest in a wide range
of asset classes and strategies, including commaodities, equity, fixed income, and emerging
markets. Global Alpha was one of the hedge funds, which had assets of approximately $12
billion at its peak in 2006, but shrank to approximately $2.5 billion by 2008 (after losses and
withdrawals). In September 2011, GSAM decided to close and liquidate all of the assets
of Global Alpha. Global Equities Opportunities Fund, another Goldman Sachs hedge
fund, also encountered difficulties during 2007 and required a $3 billion cash infusion
(two-thirds from the parent firm). This fund had about $7 billion in assets at its peak,
but shrank to as low as $1 billion in assets during early 2008 before being closed down
in 2010. Other hedge funds managed by GSAM had substantially better results. Overall,
Goldman Sachs manages about 20 hedge funds within GSAM. Investors in these funds
include high-net-worth clients, institutional investors, and employees of Goldman Sachs.

JPMorgan purchased a majority of hedge fund Highbridge Capital during 2004 (com-
pleting the full acquisition during July 2009), creating a flagship hedge fund within the
bank’s Asset Management Division. Managing several other hedge funds in this division
as well, JPMorgan’s aggregate hedge fund AUM at the end of 2007 stood at $44.7 billion,
making the bank the world’s largest hedge fund manager. In 2008, however, after suffering
from investor redemptions and poor performance at the Highbridge fund, JPMorgan
saw its AUM drop to $32.9 billion, placing it second, after Bridgewater Associates
(a non-investment bank affiliated hedge fund manager). In 2011 Bridgewater continued
to be the largest hedge fund manager with $77 billion under management and JPMorgan
ranked second with $64 billion under management.
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Private Equity Investments

Most large investment banks participate in private equity to varying degrees. Investments
may include leveraged buyout, mezzanine, real estate, and infrastructure transactions.
The Dodd-Frank Act imposes limitations on investment bank direct principal investments
or coinvestments in private equity funds. Banks are still allowed to manage these funds for
investors, but they can no longer invest alongside their investors. This eliminates one of
the selling points for these funds because investing clients prefer having their fund man-
agers retain exposure to the funds they manage (as is the case for private equity funds that
operate independently).

Goldman Sachs has one of the most comprehensive private investment programs.
Since 1986, Goldman Sachs’ Merchant Banking Division (part of the Asset Management
Division) has raised $124 billion of capital for private investments, including $78 billion
for investing in private equity, growth capital, infrastructure, and real estate investments
and $46 billion for mezzanine investments (fixed income securities with an associated
equity component, which may include an equity warrant), senior security lending, dis-
tressed debt, and real estate credit transactions.

Wealth Management

Wealth management refers to advisors who provide investment advice to selected individ-
ual, family, and institutional investing clients. Wealth management advisors attempt to
identify investors who have a significant amount of funds to invest and then work with
these investors to make investments in the asset classes described previously. In other
words, wealth management professionals create investment advisory relationships with
investors, and are not directly involved in the management of asset classes (which is
the role of asset managers). An investment bank’s wealth management advisors help
investors define their risk tolerance and diversification preferences. They then either assist
investors in self-directed investments or persuade them to entrust the advisor to make
investments on their behalf. Wealth management advisors must exercise good judgment
in allocating funds to achieve high investment returns and appropriate diversification rel-
ative to client risk objectives.

Wealth management services include more than providing investment advice. To a
certain extent, advisors are also asset allocators if they have been entrusted to invest
funds on behalf of clients. They are also acting in many cases as a financial planning
advisor, helping clients obtain retail banking services, estate planning advice, legal
resources, and taxation advice. There is also a growing trend for advisors to provide
insurance and annuity products to clients. The wealth management advisor attempts
to help investing clients sustain and grow long-term wealth and meet financial goals,
and there are many different noninvestment tools that are introduced to facilitate
these goals.
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Wealth management advisors typically limit their services to clients that have more
than $5 million in investable funds. Some banks require an even higher amount of funds
in order to focus attention and limited resources on investing clients. For example, subject
to a number of considerations, Goldman Sachs largely limits its wealth management
efforts to clients that have more than $25 million in investable funds.

Some banks have created a “private client services” business that brings many, but not
all, of the services described earlier to investors who do not meet the investable fund
threshold amount required to be covered by wealth management advisors.

Individual investors that have an even lower amount of investable funds are covered by
“retail” advisors and brokers who help them invest cash in both the asset management
products offered by the bank and products offered from external sources. All of the largest
investment banks, with the exception of Goldman Sachs, have a retail team. Merrill Lynch,
immediately prior to its acquisition by Bank of America in 2008, had the largest retail busi-
ness, followed by Wachovia (which was acquired by Wells Fargo in 2008). Citigroup’s Smith
Barney division established a joint venture with Morgan Stanley during early 2009 (major-
ity owned by Morgan Stanley, with the right to acquire 100% ownership in the future over a
five-year period). As of December 2010, the largest retail brokerage teams in the United
States were controlled by Morgan Stanley, Bank of America, Wells Fargo, and UBS (see
Table 6.2). The new Morgan Stanley Smith Barney (MSSB) joint venture is now the largest
retail brokerage.

In summary, the largest investment banks have dedicated “sales forces” that focus on
two or three different individual investing customer segments, based on the client’s
investable asset amount and requirement for noninvestment services.

Since wealth management advisors at investment banks have a duty to help clients
achieve the best possible returns in the context of their risk tolerance, in some cases invest-
ing clients may be directed to investment products not provided by the investment bank.
Suppose for example an investment bank’s asset management fund offerings do not include
a type of investment that a client wants to invest in, or the performance of an internal fund
(from a risk/return perspective) is less than a competing fund at another firm. In this sce-
nario, the wealth management advisor may choose to direct part of a client’s investment
portfolio to an asset management product provided by a competitor. However, at many
banks, incentive systems are designed to keep all client investments within the bank rather

Table 6.2 U.S. Brokerage Force Ranking

Number of Revenue Revenue per Client Assets
Firm Brokers ($ bn) Broker ($ bn)
Morgan Stanley 18,043 $12.6 $742,000 $1,700
Bank of America/Merrill Lynch 16,722 $11.6 $694,000 $1,480
Wells Fargo/Wachovia 15,200 $6.9 $454,000 $1,200
UBS (U.S. division) 6,783 $5.3 $782,000 $715

Source: Respective 10-K filings.
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EXHIBIT 6.1 AVOIDING CONFLICT OF INTEREST IN ASSET MANAGEMENT

During 2005 and 2006, both Merrill Lynch and Citigroup decided to give up control over their
asset management business because, among other reasons, they wanted to avoid a potential
conflict of interest between the wealth management advisory function and the asset management
function. In 2005, Citigroup entered into an arrangement with Legg Mason, Inc., a leading global
asset management firm, whereby the brokerage portion of Legg Mason was bought by Citigroup,
while the asset management business of Citigroup was bought by Legg Mason.

In 2006, two months after the Citigroup-Legg Mason deal closed, Merrill Lynch entered into
an arrangement with BlackRock, a large investment management firm that had a particularly
strong focus in fixed income securities, whereby Merrill Lynch’s asset management business
merged with BlackRock, creating a new independent company with nearly $1 trillion in assets
under management. Merrill Lynch’s ownership of the combined asset management company
was 49.8%, and it came with a 45% voting interest in a firm that had a majority of independent
directors. By giving up control of its asset management business, Merrill Lynch was able to
mitigate potential conflict of interest concerns.

than see funds go to a competing firm, which creates a potential conflict of interest. This
became a significant issue at Citigroup and at Merrill Lynch, as discussed in Exhibit 6.1.

Wealth management advisors at each bank work closely with colleagues from the Asset
Management Division to bring appropriate investment offerings to investors. In addition,
they also work closely with the bank’s capital markets teams to place underwritten new
offerings with their investing clients. At some banks, wealth management advisors place
10 to 30% of underwritten offerings with their investors (the balance of which goes to insti-
tutional investors). Finally, wealth management advisors work with some traders in their
secondary market-making activity, helping to create flow for the traders and meeting the
secondary investment interests of their clients.

Research

Research is provided by all large investment banking firms to selected institutional and
individual investing clients on a global basis. This research usually covers equity, fixed-
income, currency, and commodity markets. Research professionals also focus on econom-
ics, portfolio strategy, derivatives, and credit issues, offering insights and ideas based on
fundamental research.

Equity research focuses on public company specific analysis as well as on industries
and geographical regions. This research sometimes coordinates with macro, quantitative,
and derivatives research teams to identify investment ideas. Economic research formu-
lates macroeconomic forecasts for economic activity, foreign exchange rates, and interest
rates based on globally coordinated views of regional economists. Fixed income research
focuses on corporate debt in the context of the issuer’s industry and is critically dependent
on understanding credit risks. Commodities research is a globally focused effort that prin-
cipally analyzes energy and precious metals. Strategic research groups provide market
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views, forecasts, and recommendations on asset allocation and strategic investment strat-
egies that could involve other forms of research.

Research is typically (but not always) housed within the Trading Division of an invest-
ment bank and is comprised of two different groups. Research that is provided to investing
clients of the firm is called “sell-side” research. Research that is provided to proprietary
traders, who trade for the account of the bank, and to the bank’s asset managers, who
manage money for investing clients, is called “buy-side” research. This is the same type
of research that hedge funds produce for their internal traders, or that large mutual funds
such as Fidelity produce for their internal fund managers.

Sell-side research has always been an analytically intense area within investment
banks. Research analysts produce detailed financial models that help them forecast earn-
ings as well as the future value of assets. For example, equity research is produced by ana-
lysts who build models that forecast a company’s future revenue and earnings. Revenue
and earnings projections are based on several factors, including, but not limited to, com-
pany guidance, economic conditions, historical trends, and new information (e.g., prod-
uct introductions, customer wins/losses, competitive conditions, and analyst judgment).
They then use multiples based on revenue, EBITDA, earnings, book value, and cash flow in
order to help assess a company’s future share price.

In addition, the analyst may also employ other valuation models such as peer com-
parisons, discounted cash flow analysis, or replacement value. An analyst may then use
this information along with other research to formulate an investment opinion, which is
then communicated to investors or investment advisors. Many investors rely on ana-
lysts’ opinions regarding whether or not they should buy or sell a security or other asset.
For example, if a company’s forecasted value is above the value implied by the current
market price, the analyst might use this information to rate a company “overweight”
or “buy.” Conversely, if a company’s forecasted value is below its implied market value,
a rating of “underweight” or “sell” might be given. If the analyst believes the company
is trading at or near fair value, then the stock might be given an “equal weight” or
“hold” rating.

Equity analysts usually publish research reports quarterly in association with a com-
pany’s earnings reports. Additional research is published if there are important events
announced by a company through a press release or an 8-K filing with the SEC (in the
United States), or if the analyst has conducted proprietary research. An example may
be a recent interview between the analyst and senior management of the company or
an investor field trip. Research is provided in both print and electronic form. Some of a
firm’s better investing clients are occasionally given direct access to analysts and are able
to discuss models and assumptions on an ongoing basis.

The value provided to investing clients by sell-side research on public companies is
summarized as follows:

1. In-depth initiation reports that introduce investing clients to new industries or new
companies
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Quarterly performance reports during earnings seasons when investors need concise
and rapid summaries of results
Previews of expected quarterly performance
Analysis of how an investment thesis changes following material events
Creation of financial models and valuation tables
Proprietary research and interpretation of compelling investment considerations
Summary of investor concerns about an industry or individual companies in the
industry
Company or industry updates

9. Surveys of industries based on field checks and industry conferences
10. Access to company management by arranging investor meetings, conferences, and

nondeal road shows

11. Due diligence with a company’s senior management prior to an IPO where the bank’s
investment bankers have an underwriting mandate (if the research team decides to
pick up coverage)

Nowuhkw

&

Research is usually organized into these four main segments: equity research, economic
research, commodities research, and credit research:

1. Equity research focuses on individual stocks typically in targeted industries, which
include communication, media and entertainment, consumer products, financial
institutions, industrials, technology, transportation, healthcare, retail, and education.

2. Credit research focuses on corporate debt of issuers in various industry sectors.
Teams are divided into Investment Grade Credit and High Yield Credit. The focus of
this research is on different aspects of a company than what is provided in equity
research. In particular, credit research analyzes bond and loan documentation and
whether a company’s future cash flow is expected to meet all cash payment obligations.

3. Commodities research uses economic models to analyze supply-and-demand
fundamentals and creates price forecasts on a range of commodities.

4. Economic research creates macroeconomic forecasts for economic activity, foreign
exchange rates, and interest rates.

Paying for Research

Research has historically received revenue from investing clients through an indirect
mechanism: Part of the commissions paid by investors to sales professionals when they
buy securities is redirected to the research department. This “soft dollar” compensation
arrangement has been a key part of sell-side research for decades, since investors are gen-
erally reluctant to pay direct fees for the use of research. For example, an investor who
values equity research provided by a sell-side analyst at an investment bank might be will-
ing to pay a commission of 3 cents per share for common shares the investor purchases
through the bank, and a portion of this commission is redirected to the research
department.
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Unfortunately for research departments, estimated revenues from sales commission
reallocations dropped from an estimated $5 billion in 2005 in the United States to less than
$3 billion in 2008. This drop occurred, in part, because large institutional investors
expanded their own buy-side research in response to growing concerns about the inde-
pendence of sell-side research (questions arose about whether research was biased in
favor of companies that were clients of the Investment Banking Division of a bank). In
addition, Regulation FD (discussed later in the chapter) made some research marginally
less valuable to investors.

Most institutional investors do not want to pay direct fees for research through what is
called “unbundled research” because they are concerned that these fees will negatively
impact their investment record. For example, when investors buy stock through an invest-
ment bank, the stock acquisition cost is net of commissions that are slightly higher than an
investor might otherwise pay (to include some compensation for research). Since inves-
tors record returns based on the difference between the purchase cost net of commissions
and their eventual sales price, if a separate fee is paid for research, with a correspondingly
smaller commission, the net purchase price will be higher (since it does not net out the
separate fee paid for research). This corresponds to a lower investment return, assuming
an eventual sale at a profit.

Notwithstanding investor aversion to paying unbundled fees, during 2006 Fidelity, a
major institutional investor, completed agreements with several investment banks to
pay a separate fee for research and simultaneously reduce commissions. Since Fidelity’s
decision, other large investors such as Vanguard, MSF Investment Management, Bridge-
way Funds, and American Century have reached agreements to pay a separate
fee for research. In spite of these new fee arrangements, the answers to declining
research revenue and the future mechanism for compensating research are unclear.
In this environment, investment banking research departments have been pared
back and compensation has been reduced. At some investment banks there have
been internal discussions regarding whether the research function should be sold
since costs of operation exceed allocated and direct revenue. This problem was exacer-
bated by the 2003 enforcement action against 10 of the top investment banks operating
in the United States that, among other things, took away the Investment Banking Divi-
sion’s ability to make payments to the research team as an inducement to help bankers
obtain underwriting mandates from corporate clients (see the discussion in the next
section).

Conflicts of Interest

One of the major problems with sell-side research is its alleged lack of independence.
Some banks’ Investment Banking Divisions have historically put pressure on research
analysts to modify negative views of a company when bankers were soliciting a financing
or M&A transaction with a company. Negative equity or fixed income research could upset
management, making it problematic for bankers to obtain mandates. As a result, some
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bankers felt it necessary to press research departments to prioritize their research activ-
ities based on the Investment Banking Division’s underwriting or M&A effort, rather than
on the firm’s investing clients’ priorities for objective research. This created a conflict of
interest that had far-reaching repercussions.

During April 2003, the SEC, New York’s attorney general, the National Association
of Securities Dealers (NASD), and the New York Stock Exchange (NYSE) announced
enforcement actions against the following 10 investment banks: Bear Stearns, Credit
Suisse, Goldman Sachs, Lehman Brothers, J.P. Morgan, Merrill Lynch, Morgan Stanley,
Citigroup, UBS, and Piper Jaffray. The banks were required to pay a total of approximately
$1.4 billion, comprised of $875 million in penalties and disgorgement, $432.5 million to
fund independent research, and $80 million to promote investor education. In addition
to the monetary payments, the firms were also required to comply with significant require-
ments that included eliminating any influence by the Investment Banking Division over
the research department, increasing supervision, and making independent research
available to investors.

The enforcement actions alleged that all of the firms engaged in acts and practices that
created or maintained inappropriate influence by the Investment Banking Division over
research analysts, thereby imposing conflicts of interest on research analysts. The allega-
tions, which were neither admitted to nor denied by the firms, also charged that certain
firms issued fraudulent research reports, issued research reports that were not based on
principles of fair dealing and good faith, and did not provide a sound basis for evaluating
facts. In addition, it was alleged that certain research reports contained exaggerated or
unwarranted claims about the covered companies and/or opinions for which there were
no reasonable bases, and certain firms received payments from companies for research
without disclosing such payments. Finally, it was alleged that certain firms engaged in
inappropriate “spinning” of “hot” IPO allocations (selling IPO shares that had significant
demand to top executives and directors of a company, in exchange for future investment
banking business from that company).

By insulating research analysts from Investment Banking Division pressure, the
enforcement action was designed to ensure that stock recommendations are not tainted
by efforts to obtain investment banking fees. Important reforms required of investment
banks included:

1. There must be a physical separation between research and investment banking
professionals.

2. The firm’s senior management must determine the research department’s budget
without input from the Investment Banking Division and without regard to specific
revenues derived from investment banking activity.

3. Research analysts’ compensation may not be based, directly or indirectly, on
Investment Banking Division revenues or on input from investment banking
personnel.

4. Research management must make all company-specific decisions to terminate
coverage, and investment bankers can have no role in company-specific coverage
decisions.
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5. Research analysts are prohibited from participating in efforts to solicit investment
banking business, including pitches and road shows.

6. In addition to providing their own research, investment banks are obligated to furnish
independent research to investing clients.

Regulation FD

Regulation FD was implemented by the SEC during 2000. FD stands for fair disclosure.
This regulation prohibits a company’s executives from selectively disclosing material
information that could impact a company’s share price. This means that prior to discuss-
ing any potential “stock moving” information with research analysts, the company must
disclose this information through an SEC filing. The benefit of this regulation is that it
levels the playing field, enabling all investors to receive the same information at the same
time. Prior to the promulgation of this regulation, some large institutional investors
received stock moving information before other investors received it based on private dis-
cussions that a company had with a research analyst, which was passed on selectively to
favored large investors. Regulation FD was an attempt to bring better transparency and
fairness when companies decide to communicate with investors by ensuring that all
investors are able to make investment decisions based on the same information at the
same time. However, critics claim that because companies must now be more careful
in what they say to analysts and investors, and when they say it, less information is dis-
tributed in a less timely way. In addition, it is usually filtered through lawyers, causing a
dilution in the quality of information. Some investors feel that, as a result of Regulation
FD, no one in the investment community, including retail investors, has the same quality
or depth of information that they used to receive.
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Credit Rating Agencies, Exchanges,
and Clearing and Settlement

Credit Rating Agencies

Credit rating agencies play a very important role in the business of investment banking by
assigning credit ratings to debt issuers and their debt instruments. Debt instruments
include bonds, convertible bonds, and loans. In addition, credit rating agencies assign
ratings to structured finance securities, which are backed by various types of collateral.
Structured finance includes asset-backed securities, residential and commercial
mortgage-backed securities, and collateralized debt obligations. Investment banks work
closely with credit rating agencies when developing structured finance products in order
to secure targeted ratings for these securities. This business practice has been one of
the major sources of criticism for rating agencies, as will be described later. See Table 7.1
for a summary of the role of credit rating agencies.

Issuers can be corporations, local, state, or national governments and agencies, special
purpose entities, and nonprofit organizations. The ratings process involves an analysis of
business risk, including competitive position within the industry, diversity of product
lines, and profitability compared to peers; and financial risk, including accounting, cash
flow financial flexibility, and capital structure considerations (see Figure 7.1). The rating
reflects the issuer’s creditworthiness (ability to repay the obligation), which affects the
interest rate (or yield) applied to the security being rated. Therefore, the credit rating
reflects the probability that a creditor will default on its debt. These ratings are used exten-
sively by investors, banks, and governments as an input into their investment, loan, and
regulatory decisions.

The importance of ratings is hard to overstate. For example, many pension funds are
required to invest only in securities with a rating better than a designated reference rating,
and they are required to liquidate securities if holdings are downgraded. Additionally,
many financial contracts reference credit ratings. For example, credit default swaps are
usually triggered if a credit rating agency has determined a credit event such as bank-
ruptcy, failure to repay, restructuring, or moratorium. The ratings are independent of
influence by others (although this has become the subject of some controversy, as
described in the following) and create an easy to understand measurement of relative
credit risk. This generally results in increased efficiency in the market, lowering the costs
for borrowers, investors, and lenders and expanding the total supply of capital. In most
cases, issuers of public market bonds must receive ratings from at least one agency in
order to attract investment interest.
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Table 7.1 Rating Agency Role
To communicate unbiased opinions on the credit worthiness of companies and their debt instruments
to the investment community.

Corporate and Government Finance Structured Finance

® Bonds/notes/commercial paper ® Collateralized debt obligations (CDO)

® Convertibles ® Residential mortgage-backed securities (RMBS)

® Bank notes ® Commercial mortgage-backed securities (CMBS)
® Asset-backed securities (ABS)

Source: Standard & Poor's.

= Industry characteristics for
specific business lines

Competitive position within
respective industries Business Risk

Business diversity
Profitability/peer comparison
Management

Credit Rating

= Accounting

= Corporate governance/risk
tolerance/financial policies

= Cash flow adequacy Financial Risk

= Capital structure/asset

protection
= Financial flexibility

FIGURE 7.1 The ratings process. Source: Standard & Poor’s.

In many cases, a bond will be rated by two or three different credit rating agencies
based on requests from investors. See Table 7.2 for ratings scales from Standard & Poor’s,
Moody’s, and Fitch (the three largest credit rating agencies) across different levels of credit
risk. These rating agencies operate on an issuer-pay model whereby the issuer, and not the
investor, pays for the rating services. An exception to this is rating agencies’ policy toward
“unsolicited ratings,” which is intended to protect investors from issuers that withdraw
their ratings when performance begins to suffer. If a company has enough debt outstand-
ing to be considered “widely held,” and requests a rating withdrawal, rating agencies
reserve the right to assign ratings on an unsolicited basis (so that investors remain
informed about credit risk).

Ratings issued by “approved” credit rating agencies have historically been referenced
explicitly by the SEC, the Federal Reserve Bank, or the Basel Committee on Banking
Supervision, giving the rating agencies almost regulatory power. However, following the
2007-2008 financial crisis, lawmakers passed the Dodd-Frank Act, which mandates that



Credit Rating Agencies 145

Table 7.2 Credit Rating Scales
Standard & Poor’s and Fitch Credit Rating Scales

Investment Grade Noninvestment Grade (High-Yield, Junk Bonds)

AAA: the best-quality companies, reliable and stable BB+, BB, BB—: more prone to changes in the economy
AA+, AA, AA—: quality companies, slightly higher risk B+, B, B—: financial situation varies noticeably

than AAA CCC+, CCC, CCC—: currently vulnerable and dependent on
A+, A, A—: economic situation can affect financings, favorable economic conditions to meet its commitments
but still strong CC: highly vulnerable, very speculative bonds

BBB-+, BBB, BBB—: medium-class companies, which C: highly vulnerable, perhaps in bankruptcy or in arrears but
are satisfactory at the moment still continuing to pay out on obligations

D: has defaulted on obligations and expected that will
generally default on most or all obligations
NR: not publicly rated

Moody’s Credit Rating Scales

Investment Grade Noninvestment Grade (High-Yield, Junk Bonds)

Aaa: obligations of the highest quality, with minimal Ba1, Ba2, Ba3: obligations judged to have speculative
credit risk elements and subject to substantial credit risk

Aa1, Aa2, Aa3: obligations of high quality and subject ~ B1, B2, B3: obligations speculative and subject to high

to very low credit risk credit risk

A1, A2, A3: obligations of upper-medium grade and Caal, Caa2, Caa3: obligations of poor standing and subject
subject to low credit risk to very high credit risk

Baa1, Baa2, Baa3: obligations subject to moderate Ca: obligations highly speculative and are likely in or very
credit risk; they are medium grade and possess certain  near default, with some prospect of recovery of principal and
speculative characteristics interest

C: obligations are the lowest rated class of bonds and are
typically in default, with little prospect for recovery of
principal or interest

NR: not rated

Sources: Standard & Poor’s, Fitch, and Moody's.

federal agencies reevaluate references to credit rating agencies in regulation and remove
such references where appropriate. In the European Union, credit rating agencies are now
supervised by the European Securities and Markets Authority (ESMA).

Asset-Backed Securities

Moody’s, Standard & Poor’s, and Fitch actively rated mortgage-backed securities, provid-
ing many such securities with their highest ratings until 2007, when a portion of the
mortgages backing these securities defaulted, causing the securities to plummet in value.
As a result, the big three agencies felt compelled to downgrade across the board many
securities in this asset class, which exacerbated their decline in value, causing investors
and insurers hundreds of billions of dollars in losses during 2007 and 2008.

Investment banks consult with credit rating agencies to determine the optimal
structure for different tranches of mortgage-backed securities (and other asset-backed
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securities). During this process, banks submit contemplated structures and expected
ratings to the credit rating agencies for feedback. If there is a divergence between the
banker’s and the credit rating agency’s view on expected ratings, then the process
repeats again, with the banker modifying the structure (which could involve increasing
the collateral base of the senior tranche or modifying the mix of assets) and resubmit-
ting for feedback. The process repeats until the bankers are confident the targeted rat-
ing can be achieved. Frequently, rating agencies will express opinions on the types of
assets that must be used to secure the debt offered by an asset-backed security in order
to obtain desired credit ratings. There are typically different tranches representing dif-
ferent levels of credit risk in an asset-backed security, based on the cash flow, maturity,
and credit support vehicles embedded in each tranche. It is common, for example, to
have three separate tranches rated AAA, BBB, and BB, representing low risk, medium
risk, and speculative risk, respectively. Investors require higher interest rates (or yields)
for the more risky tranches.

Rating agencies state that their ratings suggest the likelihood a given debt security will
fail to pay principal and interest over time, but they are not expressing opinions regarding
the volatility of the rated security or the wisdom of investing in that security. Historically,
the most highly rated debt exhibited low volatility and high liquidity. This means that the
price of the debt did not change much on a day-to-day basis and that there were almost
always other buyers willing to purchase the debt. Unlike straight bonds and loans, how-
ever, asset-backed securities may sometimes have hundreds or thousands of individual
securities embedded in each tranche. These similarly rated securities concentrate risk
in such a way that even a small change in the perceived risk of default can mushroom
in scale and dramatically affect the security’s market price. During the 2007 and 2008
credit crisis, this led to very significant drops in the price of many mortgage-backed secu-
rities, especially those backed by subprime mortgages.

Criticism against Credit Rating Agencies

Credit rating agencies have been heavily criticized for their role in working with invest-
ment banks to create mortgage-backed securities that had higher ratings than they
deserved. They have also been criticized for not downgrading mortgage-backed securities
as early as they should have. Many investors thought that the agencies were both wrong in
the first place and slow to make corrections.

Other criticisms of rating agencies relate to their relationship with corporations that
issue straight bonds and other non-asset-backed securities. Although investors are the
principal users of the credit ratings, they do not pay for this service. Instead, it is the issuer
of the debt security that pays for the rating. It has been suggested by some investors (espe-
cially those who invest in securities that experience a ratings decline) that the agencies are
susceptible to undue influence from corporations (since they are the actual paying clients)
or are vulnerable to being misled. On the other hand, corporate treasury staffs sometimes
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feel that they have an adversarial relationship with credit rating agencies. When receiving
a rating that they believe is unjustifiably low, they sometimes claim that the rating
agencies don't understand their business.

Credit Rating Advisory Services Provided by Investment Banks

Most companies and governments that issue bonds want credit ratings assigned to their
bonds to facilitate investor purchases of the securities at the lowest possible yield.
Although most issuers pay for this service, there are a few companies that do not. These
companies generally have actively traded debt and unassailable credit strength, which
makes demand for their bonds far greater than supply. Purchasers of credit ratings spend
considerable time and resources to provide information that helps rating agencies build
financial models that reflect well on the company’s financial strength. These models are
the foundation from which analysts determine credit ratings.

Investment banks provide credit rating advisory services to companies by suggesting
the potential credit rating outcome from the issuance of different kinds of financings
(bonds, loans, convertibles, preferred shares, or common shares). Bonds and loans
weaken an issuer’s balance sheet and, subject to the use of proceeds, may reduce cash
flow. As a result, rating agencies might consider downgrading a company if the company
initiates a large loan or bond transaction. However, if the bond or loan proceeds are used
to repay existing debt or to fund an acquisition or new business that is expected to gen-
erate significant cash flow (which could be used to pay the coupons on the debt offering),
then there may not be a downgrade.

Further, if the bond or loan obligation is small relative to the company’s capital
structure, there may not be a downgrade. If a company issues convertibles or preferred
shares, the transaction could positively or negatively impact ratings, depending on
maturity and conversion features. If a company issues common shares, this will have
a positive impact on ratings if the size of the issue is sufficiently large. Typically, issuers
are careful to not raise financing that results in a credit rating agency downgrade of
their debt obligations, unless there are very favorable results that otherwise come from
the financing.

Investment bankers help prepare clients for an annual or semiannual pilgrimage to
New York to meet with the agencies to review the client’s business and any material
changes that could impact ratings. Sometimes, investment bankers and their issuing cli-
ents miscalculate rating agency reaction to a new security issuance or changing business
fortunes of a company. When this leads to an unexpected downgrade, there is consider-
able frustration and anxiety. Normally, investment banks are able to avoid surprises by
attempting to replicate the models built by credit rating agencies and advising corpora-
tions (or governments) on ratios that they need to meet in relation to interest coverage,
total debt, cash flow, and other credit-related metrics. Nevertheless, it is not a perfect
process and surprises still occur.
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Tohelp rating agencies build models that accurately reflect the business and financial risks
of companies, senior management from companies (and investment bankers, if retained
for this purpose) sometimes provide material nonpublic information regarding a potential
financing to rating agencies prior to initiating the new financing. This enables the agency
to incorporate information into their models in advance of the financing, which allows a rat-
ing to be issued on the same day as the financing. This is beneficial to investors who want to
know the ratings impact of all new securities before they commit to invest in these securities.
Itisincumbent on rating agencies to not disclose any material nonpublic information to any-
one who can use the information to trade securities of the company prior to the company’s
announcement of the financing.

Investment bank credit ratings advisors are frequently former employees of Moody’s or
Standard & Poor’s and have an in-depth understanding of the models used by their former
employers (as well as the personalities and analytical perspectives of their former col-
leagues). This is helpful in advising companies regarding the probable ratings outcome
from different financing alternatives. Investment bankers provide a narrower range of
credit rating advisory services to governments.

Exchanges

Investment banks actively trade stocks, bonds, and derivatives on exchanges around the
world. Exchanges enable buyers and sellers to anonymously buy and sell securities
at agreed-on prices through an electronic medium (although some exchanges such
as NYSE Euronext still conduct a relatively small volume of trading floor-based
transactions).

Each company that has publicly traded stock must determine the exchange on which
to list their securities. Each exchange has its own requirements that a company must
meet in order to obtain and maintain a listing. Requirements are imposed for financial
reporting and disclosure standards as well as minimum trading volume and stock price
standards. If these standards are not met, shares will be delisted (assuming the infrac-
tions are not rectified after a certain “grace period”). Listing requirements for NYSE
Euronext include at least one million shares of stock worth $100 million and earnings
in excess of $10 million over the last three years. NASDAQ requirements include 1.25
million shares worth at least $70 million and aggregate three-year earnings of at least
$11 million. The London Stock Exchange requires a minimum market capitalization
of £700,000, a minimum public float of one-quarter of this amount, and a minimum
working capital amount.

The largest stock exchanges in the world by value of shares trading (turnover) are
NASDAQ and NYSE Euronext (U.S.) in the United States; London Stock Exchange, Frankfurt
Stock Exchange (Deutsche Borse), and NYSE Euronext (Europe) in Europe; and Tokyo
Stock Exchange and Shanghai Stock Exchange in Asia. As of the end of 2010, turnover
for the top seven exchanges (in trillions of U.S. dollars) was NYSE Euronext (U.S.)
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Market Capitalization Trade Value
Region Stock Exchange (US $ bn) (US $ bn)
Americas NYSE Euronext $14,242 $20,161
Americas NASDAQ $4,687 $13,552
Asia-Pacific Tokyo Stock Exchange $3,325 $3,972
Europe-Africa-Middle East London Stock Exchange $3,266 $2,837
Asia-Pacific Shanghai Stock Exchange $2,357 $3,658
Asia-Pacific Hong Kong Stock Exchange $2,258 $1,447
Americas Toronto Stock Exchange $1,912 $1,542
Americas BM&F Bovespa $1,229 $931
Asia-Pacific Australian Securities Exchange $1,198 $1,197
Europe-Africa-Middle East Deutsche Borse $1,185 $1,758
Europe-Africa-Middle East SIX Swiss Exchange $1,090 $887
Asia-Pacific Shenzhen Stock Exchange $1,055 $2,838
Europe-Africa-Middle East BME Spanish Exchange $1,031 $1,226
Asia-Pacific Bombay Stock Exchange $1,007 $148
Asia-Pacific Korea Exchange $996 $2,029

Source: World Federation of Exchanges.

($29.9), NASDAQ ($15.3), London Stock Exchange ($10.3), Tokyo ($6.4), NYSE Euronext
(Europe) ($5.6), Frankfurt ($4.3), and Shanghai ($4.0). See Table 7.3 for the ranking of the
top 15 exchanges.

Specialists

Historically, a portion of the business conducted on the NYSE Euronext trading floor was
through a specialist system whereby an individual acted as the official market maker for
a given security, providing liquidity to the market, taking the other side of trades when there
were buy/sell imbalances, and preventing excessive volatility. However, as electronic com-
munications networks (ECNs) have become more efficient, the specialist system has dimin-
ished in importance. In addition, there had been rising objections to certain aspects of the
specialist system. Some of the objections included the possibility of a special interest profit
at the expense of investors, higher cost (relative to ECNs), and the possibility of front run-
ning (traders using knowledge of a customer’s incoming large order to place their own order
ahead of it to benefit from a change in market direction that a large order may induce).

In 2008, in response to these concerns and shifts in the market structure of securities
trading, NYSE Euronext moved to eliminate specialists and replaced them with designated
market makers (DMMs). A key difference between the new DMMs and specialists is that
the issue of front running is eliminated as DMMs no longer get first look at electronic
orders. In addition, some of the privileges enjoyed by specialists are no longer available
and some restrictions under the specialist format have been removed to allow greater flex-
ibility. In general, the new structure is designed to modernize the market-making function
and make it more competitive and effective.
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Derivatives Exchanges

CME Group (CME), headquartered in Chicago, is the world’s largest and most diverse
derivatives exchange. Derivatives include options, futures, and swaps. Futures are con-
tracts to buy or sell an asset on a specific date (in the future) at a price determined today.
This is in contrast to spot contracts, which are for immediate delivery. Options are con-
tracts between a buyer and seller that give the buyer the right, but not the obligation,
to buy or sell a designated asset at a future date at an agreed-on price. Swaps are contracts
in which two counterparties agree to exchange one stream of cash flows for another
stream of cash flows.

Since launching an IPO in 2002, the market capitalization of CME has grown to be the
largest of any derivatives exchange in the world, approximately double the value of NYSE
Euronext, the most valuable stock exchange. Instead of stocks and bonds, derivatives are
traded on this exchange. With customers utilizing a nearly 24-hour electronic trading
platform for some products, remarkable trading volume is generated at the CME. The
exchange offers futures and options based on benchmark products available across all
major asset classes including interest rates, equity indexes, foreign exchange, energy,
agricultural commodities, metals, and alternative products such as weather and real
estate. The futures and options contracts for these asset classes enable counterparties a
means for hedging, speculation, and asset allocation in relation to risks associated with
interest rate—sensitive instruments, equity market exposure, changes in the value of for-
eign currency, and changes in the prices of commodities.

The largest agricultural commodities product is corn, where more than 319,000 futures
and options contracts trade daily. The largest interest rate products are Eurodollars, where
more than 2 million futures contracts trade daily, and interest rate futures on 10-year U.S.
Treasury Notes, where more than 1 million contracts trade daily. The largest equity prod-
uct is the E-mini S&P 500 futures contract, which trades more than 2.5 million contracts
daily; there are also more than 1 million contracts traded daily in other equity index
futures and options. In addition, there is daily trading of more than 1.4 million energy
futures and options contracts, 600,000 FX futures and options contracts, and 230,000
metals futures and options contracts.

CME is now largely an electronic exchange. All major investment banks trade at the
exchange for their own account and on behalf of their investing and hedging clients.
All trades require the posting of margin that changes daily based on the value of the futures
and options contracts that counterparties enter into. The margin positions must be
adjusted daily in order to manage risk properly. Margin obligations are met by cash or per-
formance bonds and vary according to product and associated volatility. The effect of the
margin system is to prevent failures to deliver value at contract expiration.

Futures exchanges (a subset of derivatives exchanges) are regulated in the United
States principally by the Commodities Futures Trading Commission (CFTC) since futures
contracts are not deemed to be securities, which fall under the regulatory scope of the
SEC. Other large international futures/derivatives exchanges include Eurex, NYSE Euro-
next, BM&F Bovespa, and Intercontinental Exchange (ICE).



Over-the-Counter Market 151

There has been an attempt to consolidate stock and derivatives exchanges around the
world. One reason for this is the increasing computerization of trading. Because com-
puters can essentially trade nonstop, exchanges are competing globally for market share
as each exchange attempts to promote their trading model beyond national borders. How-
ever, due to restraint of trade and national interest considerations, the 2011 initiative of
Singapore Exchange Ltd. to acquire the Australian Stock Exchange (ASX) and Deutsche
Borse’s effort to acquire the NYSE in 2011 were not completed.

Dark Pools

Dark pools have gained considerable popularity and importance. Dark pools are trading
platforms that are created away from public exchanges by broker/dealers for institutional
investors. Large transactions such as block trades are often completed through these plat-
forms. One of the dark pools is Goldman Sachs’ Sigma-X, which has expanded operations
within the U.S. and Canadian markets. While the name suggests opacity, trading on a dark
pool is very similar to a normal exchange in terms of order books and order prioritization.
In addition, dark pools offer features such as negotiated pricing, which is unavailable at
exchanges. It is estimated that approximately 8% of U.S. equities transactions are now
conducted via dark pools.

Over-the-Counter Market

Securities and derivatives that are listed and traded on an exchange are called listed instru-
ments. Securities and derivatives that trade directly between two parties, without an
exchange as intermediary, are called over-the-counter (OTC) instruments. Unlike listed
trades, OTC trades are not in the public domain and, unless reported by the parties to
the trade, remain confidential. OTC stock trades in the United States are sometimes
reported by investment banks to either the OTC Bulletin Board (OTCBB), if the relevant
company files required reports with the SEC, and/or to Pink Sheets (so named because
stock quotes are printed on pink sheets), if the relevant company does not file required
reports with the SEC. With the exception of a few foreign issuers that have issued American
Depositary Receipts (ADRs), companies quoted in the Pink Sheets are generally smaller
and have thinly traded stock. These companies are usually much riskier than listed com-
panies or OTCBB-traded companies.

The OTC market for derivatives is much larger than the market for listed derivatives.
Derivatives are financial instruments whose value changes in response to changes in
an underlying security or other asset. Derivatives have two uses: reducing risks and allow-
ing speculation. They are tied to many different types of assets, including stocks, bonds,
interest rates, exchange rates, commodities, and indexes.

Due to exceptional growth experienced by the global OTC derivatives market, regula-
tors are increasingly concerned about the potential systematic risk posed by this market.
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Exchange Traded

Futures exchanges such as the CME Group

and NYSE Euronext trade standardized
derivative contracts. These contracts are either
options contracts or futures contracts on a range
of underlying products. The total notional amount
of all outstanding exchange-traded derivative
contracts as of 2011 was $90 trillion.

Derivatives contracts that do not trade on a
futures exchange are known as over-the-counter
(OTC) contracts. Counterparties to OTC contracts
principally include investment banks, hedge funds,
commercial banks, and government-sponsored
enterprises. OTC products include swaps, forward
rate agreements, options, forward contracts, and

credit derivatives. The notional amount of all
outstanding OTC derivative contracts as of
2011 was $708 trillion.
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FIGURE 7.2 Exchange-traded derivative markets and over-the-counter (OTC) derivative markets. The graph
displays the outstanding notional amount of exchange-traded and OTC derivatives from 2000 to 2011 ($ in billions).
Source: Bank for International Settlements, World Federation of Exchanges.

The Bank for International Settlements estimates that as of June 2011, the total out-
standing notional amount of over-the-counter derivatives was $708 trillion, which is more
than twenty times higher than the total amount of exchange-traded derivative contracts
(see Figure 7.2).

Because regulators and politicians believed that financial institutions’ involvement in
OTC derivatives contributed to the financial crisis in 2008, U.S. regulators announced
in May 2009 a proposal to increase federal regulation of the previously underregulated
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OTC market. The proposed financial regulatory reforms under review attempt to increase
transparency and promote market discipline by requiring many standard OTC derivative
contracts to be cleared through regulated central counterparties. These contracts are to be
guaranteed by the exchange, mitigating the risk of systemic failure from the collapse of
one large counterparty (see additional discussions on transaction clearing in the next sec-
tion). New reporting requirements for firms with significant positions in complex deriv-
ative transactions are also proposed. The legislation is designed to bring a higher level
of disclosure across all major players in the derivatives market. Regulators in many of
the world’s major capital centers are considering adoption of similar regulations in an
effort to create greater disclosure and reduce systemic risk.

Clearing and Settlement

Investment banks are inextricably linked with exchanges in clearing and settling listed
securities and derivatives transactions. Clearing and settlement starts with an effort to
capture trade data between counterparties and making sure the terms of buyers’ and
sellers’ trade records match perfectly. This is the “front end” of the trade. Clearing also
involves novation, in which the central counterparty clearing house (CCP) substitutes
for the original counterparties in relation to future performance of all remaining obliga-
tions. For each transaction that is to be cleared, the original contract is replaced with two
contracts with the CCP, one where the CCP is the buyer, and one where the CCP is the
seller. CCPs use a risk management system that includes the posting of collateral to sup-
port a guarantee that is provided by the CCP to transacting parties in a trade. Each
exchange has its own clearing house and all members of the exchange are generally
required to clear their trades through the clearing house.

Securities Settlement

Securities are accounted for electronically by “book-entry” in an electronic table. Transfer
of ownership of a security is based on the simultaneous transfer of funds to pay for the
security, which is called “delivery versus payment.” Once title to the security has been
passed to the buyer, the clearing and settlement process ends and the custody process
begins. Bank CDs and commercial paper settle on the same business day (“for cash”);
U.S. Treasury securities settle the next business day (“for regular”); and FX settles two busi-
ness days after the trade (“T + 2”). U.S. equity securities settle three business days after the
trade (“T + 37).

Settlement risk default arises from two sources. First, the seller either does not have or
does not properly deliver securities on the settlement date. This is called a “short fail.” Sec-
ond, the buyer fails to pay for the security, which is called a “long fail.” Exchanges have
automatic procedures that temporarily mitigate both long and short fails, including cash
collateral and netting arrangements.

To reduce the number of transactions that must be settled, exchanges have a multilat-
eral netting system. Since most settlements with an exchange are completed between an
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investment bank and an exchange and since banks typically have many purchases and
sales of the same security, their net delivery obligation is determined by the exchange.
All details of settlement obligations must be resolved before the close of business the
day after the trade was originally consummated. The funding side of settlement is netted
down to a single payment made either by the exchange to an investment bank or by the
bank to the exchange.

Derivatives Settlement

Derivatives are also accounted for electronically through a book-entry system. Other than
this initial similarity, clearing and settlement of derivatives is quite different from that of
securities. Instead of clearing and settling within three days, derivatives often remain out-
standing for a much longer time—sometimes months and years. Unlike securities, where
the security is delivered and simultaneously paid for in full, derivatives represent an obli-
gation (if a futures or swap contract) or an option (if an options contract) to buy or sell a
financial instrument or asset at a future date, which can be weeks, months, or years in the
future. As a result, the buyer and seller pose financial risks to an exchange for an extended
period of time. Because of this large risk, exchanges require daily mark-to-market posting
and adjustment of collateral based on the changing value of the derivatives contract.
Derivatives therefore require substantially more complex risk management systems than
are required for securities.

As is the case with securities, for exchange-traded derivative transactions, investment
banks that initiate trades (on their own behalf or for clients) novate the transactions by
substituting the exchange’s clearing house as the counterparty to the trade. This results
in the creation of two new contracts with a guarantee of closing provided by the exchange
on both contracts. Novation also allows the liquidation of derivative contracts prior to
maturity, which is not possible for a security.

In addition to providing risk management, margining, and collateral management
services to investment banks and other users of an exchange, the exchange also provides a
performance guarantee and anonymity between counterparties. To protect itself from
financial loss that will occur if an investment bank or other counterparty fails to deliver
against their trading obligations, exchanges require all counterparties to deposit per-
formance collateral. Generally speaking, this performance collateral is set at levels that
should cover at least one day’s expected market movement for the instruments that underlie
each trade.

International Clearing and Settlement

Through the ongoing integration of financial markets, cross-border clearing houses have
emerged that allow clearing and settlement of securities and commodities across national
borders. Following the implementation of the MiFiD, the European Multilateral Clear-
ing Facility (EMCF) was created to promote competition among clearing houses. LCH
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Clearnet, a European clearing house, has cooperated with NYSE Euronext to enable more
efficient transatlantic clearing. In the United States clearing is mostly conducted through
the Automatic Clearing House network (ACH).

Treasury and Securities Services

Treasury and Securities Services (TSS) has become a significant business unit for many
investment banks. TSS professionals advise clients on a variety of matters such as working
capital management, custody, securities lending, and fund accounting. Clients can be
small businesses, large multinational corporations, and government entities. These ser-
vices help clients conduct financial transactions in a more efficient manner. This can
be an important source of revenue for banks. In 2010, J.P. Morgan reported Worldwide
Securities Services revenue (clearing and custody revenue) of approximately $10 billion
(8% of net revenues), with more than $16 trillion in assets under custody. Since this is a
low-risk business model that represents consistent fees that are largely independent of
cyclical fluctuations, many banks are attempting to grow TSS operations.
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SHE
International Banking

Investment banking is a global business, with most of the largest firms operating in
more than twenty countries. This chapter focuses on (1) Euromarkets, (2) financing
and advisory activity in Japan, China, and emerging markets, (3) the global IPO market,
and (d) selected other international banking topics.

Euromarkets

Euromarkets is the generic term used in international capital markets for securities issued
and held outside the issuer’s country of origin. Bonds that trade in this market are called
Eurobonds. Euromarkets exist to facilitate cross-border financings by corporations and sov-
ereign entities and were originally created in response to the Cold War during the 1950s. The
Soviet Union at that time was concerned that holding U.S. dollar deposits (largely generated
from the sale of oil) in the United States would enable the U.S. government to freeze these
assets. As a result, they deposited their U.S. dollars with European banks in Europe, outside
ofthe control of the U.S. government. Due to restrictions on dollarlending activities to foreign
companies and ceiling limits on interest rates offered for deposits, U.S. banks also moved
significant dollar balances to their merchant banking offices in Europe. All of this gave rise
to a very large amount of U.S. dollars deposited mostly in London and has led to remarkable
growth in the Euromarkets, especially after OPEC countries began depositing U.S. dollars
received from oil sales outside of the United States during the 1980s.

Although London is the unofficial center of the Euromarkets, Frankfurt and Paris are
large centers as well. One reason European cities tend to dominate this market is due
to their geographic convenience to markets in the Americas and Asia. Euromarkets can
also be considered to include certain Caribbean countries such as the Cayman Islands,
which have significant foreign deposits as well. The Euromarkets are attractive because
they are, for the most part, unregulated and sometimes offer higher yields to investors.
This market has become a significant source of global liquidity.

Eurobonds are debt instruments that are listed on an exchange in bearer form (i.e.,
owned by whoever is holding the security instead of in registered form with registered
owners). They are issued and traded outside the country whose currency the Eurobond
is denominated in, and outside the regulations of a single country. Interest income from
these bonds is exempt from withholding tax and the bonds are generally not registered
with any regulatory body. For example, while a U.S. corporation’s domestic bonds are sub-
ject to SEC oversight, its Eurobonds are not (unless offered concurrently to U.S. investors).
The market is self-regulated through the International Capital Markets Association
(ICMA). Eurobonds are generally issued by multinational corporations or sovereign
entities of high credit quality. An international syndicate of banks typically underwrites
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a Eurobond issuance and distributes the bonds to investors in a number of countries
(other than the country of the issuer).

Eurobonds can be issued in many forms, including fixed-rate coupon bonds (interest is
usually payable annually and principal is due in bullet form), convertible bonds, zero-
coupon bonds, and floating rate notes. Eurobonds issued in U.S. dollars are called Euro-
dollar bonds; Eurobonds issued in Japanese yen are called Euroyen bonds. There are many
other currencies in which Eurobonds are issued, including pound sterling, euro, and
Canadian dollar, among others. In each case, the Eurobond is named after the currency
in which it is denominated. Almost all Eurobonds are owned “electronically” rather than
in physical form and are settled through either Euroclear or Clearstream, two global
electronic depositary systems.

London’s Financial Market

One-quarter of the world’s largest financial companies have their European headquarters
in London. There are more than 550 banks and 170 global securities firms that have
London offices, more than any other city in the world. The London foreign exchange mar-
ket is the largest in the world, with average daily turnover in excess of $500 billion. The
London market has captured more than one-third of the OTC derivatives market and
manages almost half of European institutional equity capital. The London Interbank
Offered Rate (LIBOR), which represents the interest rate that banks charge each other
for short-term loans, is recorded every day in London and disseminated worldwide as
the most used base rate in the world for determining loan pricing.

Japan’s Financial Market

During the 1980s, Japan’s stock market skyrocketed to remarkable levels. The price to earn-
ings (PE) ratio for the Nikkei-225 stock index reached above 70x, nearly four times higher
than the U.S. S&P 500 stock index PE ratio of approximately 18 x. This market was buoyed by
high real estate prices and an interlocking corporate ownership structure that was common
in Japan. Unfortunately, after reaching a high of almost 39,000 in January 1990, the Nikkei-
225 index fell more than 50% during that year. Although the market has since seen consid-
erable volatility, it has never returned to the historical high, and as of mid-2009, was below
10,000. An innovative investment banking transaction that relates to Japan’s financial mar-
ket crash is summarized in Chapter 9, under the Nikkei Put Warrant section.

The principal banking institutions in Japan have changed dramatically through mergers
over the past twenty years. There are currently three large banks: Mitsubishi UFJ Financial
Group, Mizuho Financial Group, and Sumitomo Mitsui Financial Group. Each of these
banks operates principally as a commercial bank, with somewhat limited securities activ-
ities. However, during 2008, in the wake of the credit crisis that weakened many of Wall
Street’s investment banks, Mitsubishi Tokyo Financial Group made a significant invest-
ment in Morgan Stanley, acquiring approximately 21% of the U.S. firm’s stock. The largest
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pure-play securities firms in Japan are Nomura Securities and Daiwa SMBC. When Lehman
Brothers failed during 2008, Nomura Securities acquired most of Lehman’s businesses in
Asia and Europe, substantially bolstering its global investment banking presence.

M&A in Japan

Due to a restrictive regulatory environment, the M&A market in Japan had been slow to
develop. However, new legislation passed in the last decade helped to accelerate the pace
of deal making in Japan. In 2003, a new law passed that permitted non-Japanese compa-
nies to use their own stock to acquire Japanese companies that were under Japanese bank-
ruptcy court protection. This was followed by a 2007 law that further extended the ability
of foreign companies to use their stock to acquire Japanese companies, as well as other
laws that lowered the threshold shareholder approval requirement for an acquisition.
As a result, it is likely that M&A activity will continue to increase in the future in Japan.

One of the most successful foreign acquisitions in Japan was initiated by Ripplewood, a
U.S.-based private equity firm. Ripplewood led the buyout of Long-Term Credit Bank
(LTCB) in 2000, which was suffering a severe financial reversal. As part of the acquisition
agreement, the Japanese government agreed to purchase any LTCB assets that fell by 20%
or more post-acquisition. As a result, the bank sold its worst assets at above-market prices
to the government immediately following the acquisition. LTCB was renamed Shinsei
Bank, and with new management and Ripplewood’s ongoing support, the bank became
profitable. Ripplewood subsequently monetized its investment by taking Shinsei Bank
public in 2004, achieving a reported profit of more than $1 billion for its four-year holding.

Equity Financing in Japan

More than 70% of equity underwriting in Japan is conducted by Nomura Securities,
Mitsubishi UFJ Securities, and Daiwa SMBC. Although foreign investment banks can also
underwrite Japanese securities, they have limited distribution networks and therefore
most of their underwriting activities are directed to companies whose stocks trade on
the Second Section of the Tokyo or Osaka stock exchanges (midsized companies trade
on the Second Section while large-cap companies trade on the First Section). However,
foreign investment banks sometimes are able to act as a colead bookrunner in partnership
with one of the big three Japanese securities firms when First Section-listed companies
desire a strong distribution capability outside of Japan.

Trading Securities in Japan

Japanese government bonds are issued in the form of short-term Treasury bills and longer-
term coupon bonds and zero-coupon bonds that range in maturity from 2 to 30 years.
Bond auctions are conducted by the Ministry of Finance (MOF) and can be bid for by
Japanese banks and securities firms, as well as by qualified foreign firms.
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Japanese corporations have historically relied principally on bank borrowings for their
debt financings. As a result, the Japanese corporate bond market is small relative to the
country’s GDP when compared to the U.S. or U.K. corporate bond markets. However, over
the past 15 years, which has been a difficult time for the Japanese banking sector, the
Japanese corporate bond market has grown substantially. Banks are increasingly applying
stricter covenants in their loans to corporations and are encouraging many clients to allow
them to underwrite bonds, rather than complete bank borrowings. This trend has recently
allowed several U.S. and European firms to break into the top bond underwriter rankings
in Japan.

Trading in equity securities is largely centered on the Tokyo Stock Exchange (TSE),
which accounts for more than 80% of all trading volume in the country. In addition to
Japanese firms, a limited number of non-Japanese companies list their shares on the
TSE. The remainder of the trading volume in Japan is generated from four other equity
exchanges: Osaka, Nagoya, Fukuoka, and Sapporo.

China’s Financial Market

China’s financial market has seen dramatic growth and increasing sophistication as reg-
ulatory barriers have been reduced and the country’s economy has grown rapidly. This
growth has been facilitated in part by the government’s relaxation of its foreign exchange
controls in 1996. Under relaxed regulations, current account renminbi (RMB) became
convertible (subject to certain restrictions) into other currencies. This was followed in
2002 with the creation of the Qualified Financial Institutional Investor (QFII) program,
which allowed qualifying foreign investors to participate in the Chinese equity market
via domestic A-shares and in the Chinese debt market. Many non-Chinese financial insti-
tutions have since obtained the QFII designation, enabling them to participate in these
markets.

M&A in China

Nondomestic M&A activity in China has historically been limited. However, because of
China’s accession to the World Trade Organization in 2001, there are now more opportu-
nities for foreign investment. China has restructured many of its state-owned assets and is
encouraging some of these enterprises to consolidate into larger companies. As a result, a
large number of state-owned enterprises are being made available for restructuring or
partnering with foreign companies. There is a high level of government participation in
all M&A transactions in China, with the Ministry of Commerce and the State Development
and Reform Commission focusing not only on antitrust issues but also on economic and
social consequences. In addition, the Ministry of Commerce is the principal foreign
investment regulator and has general supervisory and approval authority over M&A
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transactions. Finally, the State-Owned Assets Supervision and Administration Commis-
sion and The China Securities Regulatory Commission are also involved in approving,
monitoring, and regulating state-owned or listed company M&A transactions.

Foreign companies are not permitted to operate business directly in China. To conduct
business in China, a company must operate through a Foreign Investment Enterprise (FIE).
The percentage of foreign ownership allowable in a FIE depends on the industry: 100% own-
ership is permitted for some industries, but for others, the percentage of foreign ownership
is restricted. FIEs can be set up as joint ventures (JVs), wholly owned foreign enterprises
(WOFEs), or foreign-invested companies limited by shares (FCLS).

Equity Financing in China

The Shanghai Stock Exchange and the Hong Kong Stock Exchange are the two largest
exchanges in China. The market capitalization of domestic shares trading on both
exchanges reached an aggregate high of more than $6 trillion in 2007. Although market
capitalization fell during 2008 due to the global financial crisis (combined market
capitalization at the end of 2008 was $2.8 trillion, less than half the capitalization
compared to 2007), these exchanges maintained their rankings as the world’s sixth
and seventh largest exchanges due to the global impact of the crisis. Stock market val-
uations rebounded strongly on these two exchanges during 2009.

The next largest exchange in China is the Shenzhen Stock Exchange. The market cap-
italization of shares trading on this exchange was $353 billion at the end of 2008. Plans are
under way to designate the Shenzhen Stock Exchange as the Growth Enterprise Market
(GEM) for China. This market will be similar to NASDAQ in the United States, specializing
in smaller-market capitalization and predominantly high-tech companies. Acceptance
of listing applications by the China Securities Regulatory Commission commenced in
July 2009.

Chinese companies may issue A-shares or B-shares on the Shanghai or Shenzhen
exchanges. A-shares are limited to purchases by only Chinese residents and QFIIs, and
are denominated in renminbi. B-shares can be purchased by foreign investors and, as
of 2001, by Chinese residents as well. These shares cannot be converted into A-shares
and are denominated in renminbi, but traded in either U.S. dollars (in Shanghai) or Hong
Kong dollars (in Shenzhen). Dividends and capital gains from B-shares can be sent outside
of China and foreign securities firms can act as dealers for these shares.

Foreign investors can also invest in Chinese shares through purchasing shares listed in
Hong Kong (H-shares). These shares are listed to facilitate offshore financing by Chinese
companies and can only be traded by foreign investors or Hong Kong residents (and not by
mainland Chinese residents). H-shares are denominated in Hong Kong dollars. Hong
Kong-headquartered companies (which can be incorporated in Hong Kong or certain
offshore jurisdictions) that are controlled by mainland Chinese companies or derive
significant revenue from mainland China customers issue “Red Chip” stock.
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The growth and popularity of the H-share and Red Chip markets in Hong Kong has led
to a decline in the B-share markets. Today, there are more than ten times as many A-shares
as B-shares trading on the two mainland exchanges and the aggregate market value of all
B-shares is less than 1% of the aggregate market value of A-shares. This decline hasled to a
gradual withdrawal of foreign institutional funds as the liquidity in the B-share markets
continues to dwindle. The majority of B-share investors are now domestic retail investors.
Due to the diminishing utility of having separate A- and B-share markets, there is specu-
lation that Chinese regulators are considering merging the B-share market into the
A-share market.

UBS, Goldman Sachs, and Morgan Stanley have historically dominated the equity under-
writing league tables in Hong Kong for H-shares. In mainland China, Chinese securities
firms, including China International Capital Corp. (one-third owned but not managed by
Morgan Stanley) and China Galaxy Securities Co. dominate the rankings for A-share
underwriting.

Trading Securities in China

More than 200 bond products trade on the Shanghai Stock Exchange, including treasury
bonds, enterprise bonds (issued by government-owned enterprises), corporate bonds,
and convertible bonds. There are also more than 1,000 listed companies, and more than
25 securities investment funds and 20 warrants listed on the exchange.

The corporate bond market in China is very small, with negligible trading volume.
China’s banks provide almost all of the debt financing required by borrowers. Only 6%
of all Chinese bonds are issued by nonfinancial enterprises, providing just 1.5% of the total
financial needs of corporations in China. 84% of all capital for corporations comes from
bank loans and 14.5% comes from equity offerings. The Chinese bond market has three
major players: the Central Bank is responsible for a 37% market share, the Chinese
government has a 31% share, and Chinese policy banks represent a 23% market share.

Chinese government bonds trade both on exchanges and over-the-counter. The
Ministry of Finance issues Treasury bonds, construction bonds, fiscal bonds, and other
“special” bonds. Policy banks such as Export-Import Bank and China Development Bank
issue bonds to support infrastructure projects and strategic industries. These bonds are
considered to be only slightly riskier than government bonds. Bonds issued by the govern-
ment and by policy banks are important tools for the central bank in managing the coun-
try’s monetary and fiscal policies.

International Investment Banking Activity in China

Most major investment banks have actively pursued business opportunities in China.
However, tight regulatory controls by the Chinese government have limited the entry of
these banks to only certain areas of the domestic market. In addition, depending on when
the bank entered the Chinese market, the level of authorization varied according to the
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legislation in place at that time. In general, these banks can only participate in domestic
securities underwriting through JVs set up with Chinese securities firms whereby the
foreign bank owns no more than a one-third share in the entity. Goldman Sachs and
UBS set up their JVs in 2004 and 2005, respectively, and are the only two foreign
banks that have been allowed management control over their JVs. The three other major
foreign banks that have domestic securities underwriting approval (Morgan Stanley,
Credit Suisse, and Deutsche Bank) only have passive ownership in their JVentities. A sum-
mary of major foreign investment bank investments in China is provided in Exhibit 8.1.
Foreign and domestic investment bank revenues in China are summarized in Table 8.1.

EXHIBIT 8.1 FOREIGN INVESTMENTS IN CHINA

* Morgan Stanley entered into a joint venture, China international Capital Corporation (CCC),
with China Construction Bank in 1995. It sold its stake in 2010 for $1 billion, however, having
become a passive investor with no say in how the business was run. Morgan Stanley then
teamed up with the smaller Huaxin, hoping to have more control; notably, though, the new JV
cannot trade local securities.

¢ (Citigroup bought 5% of Shanghai Pudong Development Bank for $67 million in 2002.

* Goldman Sachs owns 33% of a joint venture with Gao Hua Securities called Goldman Sachs
Gai Hua Securities that was set up at the end of 2004. This gave Goldman Sachs entrance into
the domestic securities underwriting business.

e UBS acquired 20% of Beijing Securities in 2005, giving the bank license to underwrite
domestic securities.

* Bank of America (then Merrill Lynch) entered into a JV agreement with Huaan Securities in
2005, with a 33% stake in the venture. However, in 2007, after failing to get approvals from the
Chinese government, the bank cancelled its agreement with Huaan.

* Credit Suisse entered into a JV with Founder Securities in 2008, and subsequently received
regulatory approval in 2009 to underwrite domestic securities.

* Goldman Sachs, Allianz, and American Express paid $3.8 billion in 2006 for 10% ownership in
the Industrial and Commercial Bank of China (ICBC). During June 2009, Goldman Sachs
raised more than $1.9 billion from the sale of an almost 1% holding in ICBC, leaving Goldman
Sachs with a remaining 4% stake.

* Deutsche Bank entered into a JV with Shanxi Securities in 2009. The new venture, Zhong De
Securities, has regulatory approval to underwrite domestic securities.

» (Citigroup established Citi Orient Securities Co. Ltd, a JV with Orient Securities Company Ltd,
in June 2011. Consistent with Chinese regulations, Citi has a 33.3% share, while Orient owns
the remaining shares

* ].P. Morgan entered into a JV with First Capital Securities in June 2011 with 33.3%/66.6%
ownership, respectively. The new venture is named J.P. Morgan First Capital Securities
Company Limited (JPMFC) and has obtained a permit to underwrite securities.

* Total assets for all foreign banking institutions in China is RMB 1.74 trillion.

Sources: Company press releases, PWC’s Foreign Banks in China.
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Table 8.1 Foreign Investment Banks’ Securities Business Revenue in China

China M&A, ECM, and DCM Revenue Ranking - (as of 2010)

Bank Amount ($ m) % Share
1 Bank of China 44,991.0 7.2
2 China International Capital Corp 40,057.5 6.4
3 Industrial & Commercial Bank 31,410.0 5.0
of China
4 Morgan Stanley 29,401.3 4.7
5 CITIC Securities Co Ltd 29,339.0 4.7
6 China Construction Bank 26,833.0 4.3
7 Goldman Sachs & Co 24,902.4 4.0
8 Agricultural Bank of China Ltd 23,117.0 3.7
9 UBS 20,749.0 33
10 Bank of Communications 16,235.0 2.6
Subtotal 287,035.1 45.9
Total 624,945.0 100.0
China M&A, ECM, and DCM Revenue Ranking - (as of 2011)
Bank Amount ($ m) % Share
1 Bank of China 50,891.2 6.2
2 Industrial & Commercial Bank 44,796.4 5.5
of China
3 CITIC Securities Co Ltd 42,185.9 5.1
4 China Construction Bank 41,050.4 5.0
5 China International Capital Corp 36,267.0 4.4
6 Agricultural Bank of China Ltd 29,252.7 3.6
7 Goldman Sachs & Co 28,113.5 3.4
8 UBS 27,680.1 3.4
9 China Everbright Bank 23,566.0 2.9
10 China Development Bank 19,679.4 24
Subtotal 362,940.4 44.2
Total 821,776.1 100.0

Source: Bloomberg L.P.

Emerging Financial Markets

Emerging markets countries are countries in a transitional phase between developing and
developed status. Examples include India, Mexico, China, most of Southeast Asia, and
countries in Eastern Europe and the Middle East (countries included in MSCI Barra’s
Emerging Market Index are listed in Exhibit 8.2).

Conducting investment banking activities in emerging markets countries represents
both significant revenue opportunities and correspondingly large risks. Some investment
banks have prioritized activities in these countries and have been very successful.
Included among the most successful banks are Citigroup, Goldman Sachs, UBS,
J.P. Morgan, Morgan Stanley, Deutsche Bank, and Credit Suisse. These firms have focu-
sed on a broad array of business activities, including securities underwriting, syndicated
lending, M&A, and a significant number of trading and investing initiatives.
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EXHIBIT 8.2 MSCI BARRA'S EMERGING MARKET INDEX

The MSCI Emerging Market Index is designed to measure equity market performance in global
emerging markets. This index is a float-adjusted market capitalization index. As of July 2011, it
consists of indices in 21 emerging economies.

Brazil Hungary Morocco Taiwan
Chile India Peru Thailand
China Indonesia Philippines Turkey
Colombia Korea Poland

Czech Republic Malaysia Russia

Egypt Mexico South Africa

Source: MSCI Barra.

Incremental risks associated with investment banking business in these countries
include currency, political, liquidity, accounting, tax, and volatility risks. Currencies in
some of these countries are subject to rapid, sometimes unanticipated changes based
on significant dislocations in a country’s credit or stock markets. Political risk can signif-
icantly impact a securities market if a government expropriates property or if there is a
political coup. A country’s securities market can also be significantly impacted if liquidity
dries up. This can happen based on government limitations on foreign investments or if
large blocks of shares are held by founding investors who refuse to share control or profits.
Accounting and tax policies can sometimes change in a preemptive manner in emerging
market countries, putting investing and underwriting activities at risk. Finally, high vola-
tility is part and parcel of most emerging market countries, with occasional wild swings
in securities prices that are difficult to anticipate and hedge.

In spite of these risks, most large investment banks have prioritized development of
their emerging markets business since these countries are expected to grow significantly
and develop more efficient capital markets. Many of these countries are improving their
legal system to better support enforcement of contracts. They are also improving disclo-
sure requirements and corporate governance practices. Finally, they are increasing privat-
ization of previously government-owned businesses, allowing individual ownership of
shares. All of this suggests that investment banks will be able to profitably expand their
activities in these countries if they properly monitor and control risk procedures.

Bonds

Credit ratings for bonds issued by emerging markets countries and for the countries them-
selves are important considerations in the development of robust securities markets. Rat-
ings are provided by rating agencies such as S&P, Moody’s, and Fitch, as well as by specialty
publishers such as Institutional Investor (see Table 8.2). In addition to affecting a country’s
currency, country credit ratings can also have an important impact on the universe of
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Table 8.2 Global Credit Ranking for Emerging Markets Countries

Rank (March 2011) Country Institutional Investor Credit Rating Six-Month Change
20 Taiwan 81.3 1.4
22 China 80.2 0.4
23 Chile 79.5 —-1.1
26 South Korea 78.4 0.8
28 Czech Republic 76.5 2.0
35 Malaysia 73.6 -0.9
38 Poland 71.6 1.3
39 Israel 71.6 1.3
41 Brazil 68.5 -1.3
43 Mexico 67.6 0.0
47 Russia 65.2 -1.2
48 India 65.0 0.4
49 Thailand 64.3 4.1
50 South Africa 63.3 1.3
52 Peru 61.7 3.4
57 Columbia 58.4 -0.3
59 Turkey 56.8 1.5
60 Hungary 56.8 1.5
61 Indonesia 55.6 -0.6
65 Morocco 54.5 -0.7
66 Philippines 54.0 2.7
74 Egypt 51.1 0.1

Source: Institutional Investor.

investors able to invest in the country. For example most institutional investors cannot
invest in countries below a certain credit rating. A ratings upgrade, therefore, can poten-
tially increase the pool of investors for a country’s securities.

Annual secondary market trading of emerging market bonds (and other emerging mar-
ket debt securities) is estimated to exceed $6 trillion. Emerging market debt securities
include Brady bonds (see the next section), sovereign and corporate Eurobonds, local
market debt, and sovereign loans. Approximately 50% of this trading volume is repre-
sented by trading in debt instruments denominated and traded in the issuer’s home
country.

Syndicated Loans

Syndicated loans have historically been the key source of new capital for emerging mar-
kets countries. Unfortunately, during the 1980s, most of these loans defaulted. In order to
mitigate losses that banks were accruing, Brady bonds were created in 1989: Bonds were
issued to banks in exchange for their nonperforming loans. In most cases these bonds
were tradable and came with guarantees from various governments. In addition, the
bonds were usually collateralized by U.S. Treasury 30-year zero-coupon bonds purchased
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by the debtor country using a combination of IME World Bank, and the country’s own for-
eign currency reserves. This allowed the banks to remove the bonds from their balance
sheets and the borrowers to regain the ability to pay off existing debt and issue new debt.
A large share of all Brady bonds has now been repaid.

Equity

Many emerging markets countries have removed most barriers to foreign investor pur-
chases of equity. However, there are still some restrictions that limit the trading activities
of international investment banks in most of these countries. Principal equity trading
activity in emerging markets countries relates to ADR (American Depositary Receipt)
and GDR (Global Depositary Receipt) issues by some of the larger companies in the
emerging markets. Another important trading activity of the investment banks is in
emerging markets exchange-traded funds. These funds, usually benchmarked off of indi-
ces created by MSCI Barra (a spin-off of Morgan Stanley), enable investors to purchase U.
S. dollar-based exposure to different emerging markets countries based on indexes in
individual countries (MSCI Brazil Index Fund, MSCI South Africa Index Fund, or MSCI
Taiwan Index Fund, etc.). MSCI Barra also has a broad-based index called MSCI Emerging
Index Fund, which captures equity market exposure to the emerging markets countries
listed in Table 8.2.

M&A

Most large investment banks have reasonably active emerging markets M&A businesses.
Risks must be carefully balanced against expected returns to be successful in this market.
Risks that are especially important to consider include intellectual property, political,
legal, currency, operational, and financing risks. All of these risks are much higher in
emerging markets countries and should be factored into deal considerations. For example,
in an M&A DCF valuation, WACC should be adjusted higher, depending on the country. It
is also important to consider a wide range of potential growth rates, depending on
the countries involved. League tables for M&A activity in emerging markets countries
are provided in Table 8.3.

Global IPO Market

During 2007, global IPO financings raised nearly $300 billion in proceeds, with Brazil,
Russia, India, and China (“BRIC” countries) accounting for $105 billion (or 35%) of this
volume. Three years earlier, in 2004, this same group of countries comprised just 11%
of total global IPO proceeds. BRIC’s share of the global IPO market temporarily decreased
to 22% in 2008, mostly stemming from the ongoing uncertainty and market turmoil
caused by the global credit crisis. By 2009, however, BRIC IPOs regained much of their
prior momentum and comprised more than half of global IPOs. In 2010, global IPOs raised
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Table 8.3 Emerging Market M&A League Tables as of 2011
2011 Latin America Completed M&A Advisor Rankings

Rank Bookrunner Parents Value ($ bn) No.
1 Credit Suisse 54.0 41
2 Citi 47.3 22
3 Banco Santander SA 43.7 24
4 Goldman Sachs & Co 25.6 28
5 Banco BTG Pactual SA 21.4 39
6 Banco Itau BBA SA 18.9 32
7 J.P. Morgan 18.7 33
8 UBS 15.0 10
9 Bank of America Merrill Lynch 14.7 10

10 Morgan Stanley 13.6 22

2011 Eastern Europe Completed M&A Advisor Rankings

Rank Bookrunner Parents Value ($ bn) No.
1 Morgan Stanley 53.1 28
2 Goldman Sachs & Co 46.8 11
3 J.P. Morgan 42.6 14
4 Deutsche Bank AG 40.8 15
5 Bank of America Merrill Lynch 37.6 13
6 Citi 30.9 8
7 UBS 30.2 10
8 Credit Suisse 29.3 12
9 Lazard Ltd 28.1 6

10 Mediobanca 22.4 3

Source: Bloomberg L.P.

more than $280 billion in proceeds and BRIC countries accounted for more than 40% of
this market. China, by far, represented most of the activity that year among BRIC countries
and more than one-third of the global IPO market. Other Asian countries such as South
Korea have also shown a strong increase in IPO activity, accounting for almost 3% of
worldwide IPOs. In total, more than two-thirds of IPOs in 2010 came from the Asia-Pacific
region. During 2011, global IPO proceeds were below the 2010 level, but China again had
the largest market share (41%) of global IPO funds raised (see Figure 8.1).

Because of U.S. regulatory restraints, GAAP reporting requirements, high U.S. costs,
and development of other equity capital markets, most of the world’s IPOs are now
launched outside of the United States (see Figure 8.2).

Brazil’s IPO Market

Brazil became the third largest IPO market in the world in 2007, contributing to more than
10% of global IPOs by funds raised. Sixty-four companies worth $27.3 billion tapped the
Brazilian IPO market, a 251% rise from the previous year. Almost all of these companies
listed on the Sao Paolo stock exchange (BOVESPA), which went public in 2007, raising $3.2
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FIGURE 8.1 Emerging market IPOs. (a) Total funds raised by emerging market IPOs (US$bn). (b) Total % of funds
raised by emerging market IPOs. Sources: McKinsey Global Institute, Bloomberg L.P.
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billion in the country’s largest ever IPO at the time. The BOVESPA then went on to merge
with the Brazilian Mercantile and Futures Exchange (BM&F) in 2008 to create the new
BM&F BOVESPA. U.S.-style corporate governance standards, one-share/one-vote rules,
greater transparency, minority shareholder protection, and enhanced quality of disclosed
information all combined to draw a record amount of foreign capital into the Brazilian
equity market. These foreign investors purchased more than two-thirds of all local
Brazilian share offerings during 2007.

The typical business plan for a family-run Brazilian enterprise is to take in private equity
or hedge fund money for 25 to 30% of the company to enable growth through acquisitions,
and then, when a sufficient size is achieved, an IPO is the next source for capital. This, in
turn, enables further growth since the company now has a liquid acquisition currency. Since
the record IPO activity in 2007, there have been fewer IPOs in Brazil with $4.6 billion, $13.1
billion, and $6.4 billion raised during 2008, 2009, and 2010, respectively. In 2011 a total of $4
billion (2.5% of the world market) was raised through Brazilian IPOs.

In 2008, Standard & Poor’s upgraded Brazil’s credit rating to investment grade status at
BBB-. In 2011, Moody’s lifted Brazil’s rating to Baa2 (with positive outlook). This was an
important step in further expanding the investor base for Brazil’s equity and bond markets
since the investment grade rating enabled international pension funds and other institu-
tions to invest in Brazil for the first time.

Russia’s IPO Market

Russia’s capital markets developed rapidly between 2000 and 2007, with the stock market
value increasing more than tenfold during this period. Russia’s IPO market in 2007 saw
fundraising totaling $19 billion, with 20 IPOs at an average deal size of $948 million.
The new issuances primarily came from the financial services, real estate, and energy
and power sectors. The $8 billion offering from Vneshtorgbank, Russia’s second largest
state-owned bank, was the largest IPO in the world that year. In all, Russia represented
7% of the global IPO market during 2007. Similar to Brazil, Russia’s IPO market slowed
down significantly in 2008 (as did the rest of the global capital markets) due to the global
credit crisis. In 2009, Russian IPO activity dropped to only $100 million. In 2010, IPO activ-
ity increased to $4.4 billion raised, accounting for roughly 1.6% of IPOs in the world. For
2011, Russian IPO activity fell in volume to $2.5 billion.

Russian companies are legally required to list locally at least 30% of their equity. How-
ever, the local Russian market retains only enough liquidity to support smaller IPOs below
$500 million. The Moscow Exchange provides limited liquidity and an opaque pricing sys-
tem, although many improvements are under way to improve the listing process, market
infrastructure, and trading systems. These changes should improve the appeal of this
exchange to issuers and investors over time.

The most popular way for large Russian companies to raise equity is to list a Global
Depositary Receipt (GDR) issue in London, combined with a Moscow listing, giving com-
panies exposure to both local and international investors. Some international investors
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are apprehensive about the ambiguity of certain Russian regulations, especially as they
relate to tax, financial statements, and legal restructuring. Until these uncertainties dimin-
ish, there may be limited international demand for Russian GDR issues. As an alternative
to listing in London, some Russian companies are listing in Hong Kong. In addition, com-
panies in Ukraine and Kazakhstan have listed IPOs in both London and Hong Kong.

Private equity and hedge fund investments have provided important pre-IPO financing
for smaller transaction sizes of up to $200 million. As Russian banks withdrew funding
drastically with the advent of the credit crisis that began in 2007, these alternative inves-
tors filled the funding gap, enabling Russian companies to continue financing acquisi-
tions. The companies that are able to grow via these acquisitions have also positioned
themselves to access the IPO market. Once public, many companies have used their
shares as an acquisition currency to facilitate further growth.

India’s IPO Market

India’s IPO market saw 106 deals during 2007, raising an aggregate $8.8 billion, which rep-
resents the largest volume raised in one year for the country. Average deal size was $83
million, which is much smaller than in either the Brazilian or the Russian markets. How-
ever, during 2008, Reliance Power completed a $3 billion IPO, creating a foundation for
future large offerings. The most active Indian IPO issuers come from the industrial, energy
and power, financial, and real estate sectors. As India continues to build up its roadways,
power plants, and ports, it is expected that the industrial and power sectors will see
the most IPO volume going forward, as these industries are direct beneficiaries of
infrastructure projects. In 2008 and 2009, IPO activity declined to $4.5 and $4.1 billion,
respectively. With $8.3 billion (63 individual deals) in 2010, IPO activity almost reached
the 2007 record high, with growth in proceeds mainly driven by the government’s
divestment program. In 2011, IPO activity in India dropped to $1.64 billion based on
38 transactions.

Due to strict regulatory limits, a foreign institutional investor can invest in no more
than 10% of total issued capital of a listed Indian company. However, in aggregate, for-
eigners provide approximately three-quarters of the capital coming into the IPO market.
Indian companies seeking to complete an IPO are required by law to list on a local
exchange such as the Mumbai Stock Exchange or the National Stock Exchange. They
are, however, also allowed to dual-list on international exchanges. There are two principal
routes taken for dual listings. High-tech Indian companies whose customers might be
principally U.S.-based will dual-list in the United States since U.S. investors may have
a better understanding of the issuer’s value proposition. For metals and mining compa-
nies, it is common to dual-list in the United Kingdom on the AIM market section of
the London Stock Exchange since it attracts many of the global players in this industry.
Most Indian IPOs that raise more than $125 million include a Rule 144A component that
enables some funding from qualified institutional buyers in the United States.
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In 2007, both the Mumbai Stock Exchange and the National Stock Exchange became
20% owned by foreign investors that included NYSE Euronext, Deutsche Bourse, and
the Singapore Exchange. The resulting sharing of management and regulatory practices
has facilitated many improvements in these large Indian exchanges. India’s growing
GDP and high savings rates of approximately 35% have made a huge pool of investible
funds available. The strengthening of India’s exchanges and higher-quality IPOs have
led to an increasing allocation of investible funds to equities. In 2005, total Indian
savings in equities were less than 2%. By 2007, this had grown to more than 5%. Ongoing
growth in equity allocation may substantially boost the growth of the equity market
in India.

Hedge funds, private equity, and venture capital firms have all invested in pre-IPO
companies in India and these firms have been the key driver for the country’s IPO market
in recent years. International investor interest in smaller Indian companies should con-
tinue to grow following the government’s announcement that any fund that is regulated
in its home country is welcome to invest in India.

China’'s IPO Market

During 2007, Greater China led the world in both IPO funds raised ($66 billion) and number
of transactions (259). Proceeds raised that year were almost twice the $34 billion raised in
the U.S. IPO market. Under the government’s new policy of promoting Shanghai’s stock
exchange, about two-thirds of funds raised in Shanghai were H-share issues (first-time
domestic IPOs by China’s biggest companies that had previously listed in Hong Kong). In
addition, many midsized IPOs were listed in mainland China, with an average deal size
of $255 million. The top four Chinese industries by funds raised during 2007 were financial
services, industrials, real estate, and metals and mining. The largest ever Chinese IPO was a
$22 billion offering from ICBC during 2006: the IPO raised $16 billion in Hong Kong and
another $6 billion in mainland China through a dual-listed transaction. This even eclipsed
the largest ever U.S. IPO, which was an offering by VISA that raised proceeds of $19.6 billion
during 2008. Similar to most IPO markets in the world, Chinese IPO activity declined in 2008
to 97 deals, accounting for $17 billion. In 2009, IPO activity rose to $51 billion (159 trans-
actions) and soared in 2010 with a total volume of almost $130 billion and 440 individual
transactions. The Hong Kong Stock Exchange, the only Chinese exchange fully open to for-
eign investors, raised $57 billion during 2010. This exchange benefited from Chinese com-
panies going public and also from foreign issuers that chose to establish a listing easily
accessible to Chinese investors. The most prominent example of this was RUSAL, the
world’s largest aluminum producer. Companies from mainland China often went public
on both the stock exchange in Hong Kong and the Shanghai or Shenzhen exchanges. In
2011, Chinese exchanges accounted for the vast majority of IPOs in the world, raising more
than $77 billion, accounting for 41% of global IPO activity.

Mainland Chinese companies listed on the Shanghai Stock Exchange (A-shares) have
historically traded at a premium to mainland Chinese companies listed on the Hong Kong
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Stock Exchange (H-shares). This is often true for the same company that lists both
A-shares and H-shares. An index was launched in 2007 (the Hang Seng China AH Premium
Index) to track the price disparity between A-shares and B-shares of dual-listed compa-
nies. The premium tracked by this index has been as high as more than 100%. The reason
for this anomaly is the strict capital controls in China that create a supply and demand
imbalance.

Although the wealth of individuals in China has grown rapidly, capital controls prevent
average Chinese investors, who have a very limited range of companies that they can
invest in within mainland China, from investing in shares in Hong Kong or in any non-
China market overseas. As a result, the limited numbers of investment opportunities avail-
able to mainland Chinese investors are bid up through heavy demand. The Chinese
government has suggested it will consider allowing mainland Chinese individuals to pur-
chase H-shares (Red Chips) for the first time, which should reduce the price disparity
between Hong Kong-listed and Shanghai-listed Chinese companies.

Historically there have been a number of overseas Chinese listings. However, as part
of an effort to develop the Shanghai Stock Exchange into an international financial cen-
ter, the Chinese government passed provisions in 2006 that made it more difficult for
Chinese companies to list anywhere outside of the mainland. Only a limited number of
domestic companies may be allowed to dual-list in China and on an international
exchange, and the process for approval is not very transparent. During 2007, the
Chinese e-commerce company Alibaba was the first major Asian technology company
not to list on NASDAQ (which historically receives the majority of listings from overseas
technology companies). Alibaba achieved a very high PE multiple when it raised $1.7
billion through a listing solely on the Hong Kong exchange. In 2009, China decided to
allow qualified foreign companies to float shares and issue GDRs on the Chinese
exchange.

Compared with the mainland exchanges, the Hong Kong exchange offers the advan-
tages of better access to global capital, greater brand recognition, higher corporate gover-
nance standards, and less volatility. While this exchange caters to foreign investors and
settles in HK dollars, the Shanghai and Shenzhen exchanges focus on local retail investors,
operate under an exchange control regime, and use the renminbi as the settlement cur-
rency. As a result, the Hong Kong and mainland exchanges are not fully comparable and
neither is in a dominant position.

Private Chinese companies that are incorporated offshore can choose where to list
their shares (other than in mainland China). Usually, they prefer to list in Hong Kong
to access global institutional investors, and include Regulation S or Rule 144A provisions
to access European and U.S. institutional markets. Smaller private Chinese companies
that are incorporated offshore usually consider listing in Singapore or on London’s AIM
market. Because of the provisions passed in 2006, Chinese companies incorporated off-
shore need to receive approvals from a number of Chinese regulatory agencies, including
preapproval to list from China’s securities regulatory body, before they can list on a foreign
exchange.
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American Depositary Receipt

An American Depositary Receipt (ADR) represents U.S. investor ownership of non-U.S.
company shares. ADRs are issued by U.S. depositary banks and deposited with a custodian
(agent of the depositary bank) in the country of issuance. An ADR represents the right for
an investor to obtain the non-U.S. shares held by the bank (although in practice investors
usually never receive the shares). ADRs are priced in U.S. dollars and pay dividends in U.S.
dollars. Although convenient for investors, this results in currency risk embedded in the
security. Individual shares of a non-U.S. company represented by an ADR are called
American Depositary Shares (ADS).

ADR investors can obtain ADRs either by purchasing them on a U.S. stock exchange
or by purchasing the non-U.S. shares in their original market of issuance and then
(1) depositing them with a bank in exchange for a new ADR or (2) swapping the shares
for existing ADRs.

Investment banks are actively involved in helping non-U.S. companies list their shares
in the United States in the form of ADRs. Foreign companies utilize the ADR program to
raise capital, increase liquidity, and expand U.S. market awareness of the company.
Sometimes issuers also use ADRs as an acquisition currency.

An ADR that trades in the U.S. market is priced based on the non-U.S. company’s share
price in their home market. This price is constantly adjusted for changing FX spot rates
and so there is a high degree of volatility in ADR prices. ADR prices are also impacted
by home country accounting, legal, and political differences. Although most non-U.S.
companies provide GAAP-based financial information, caution is necessary because of
the use of estimates, uncertain tax implications, and other adjustments that are unique
to the home country. ADRs are registered with the SEC through Form F-6 based on certain
exemptions that are available to qualified non-U.S. companies.

A Global Depositary Receipt (GDR) is similar to an ADR except that a GDR is offered in
two or more markets outside the non-U.S. issuer’s home country. A number of other
depositary instruments exist as well, such as EuroDRs, which trade within the Euro zone
and represent ownership of shares in a company headquartered outside of the Euro zone,
and SDRs, which trade within Singapore and represent ownership of shares in a company
headquartered outside of Singapore.

Standardized International Financial Reporting

During 2002, the European Union agreed that all listed companies that were within Europe
should report using one financial reporting framework, called International Financial
Reporting Standards (IFRS). IFRS, finally adopted in Europe in 2005, has become the
key contender to be the global financial reporting language. Canada, India, Brazil,
China, Korea, and Japan are expected to either adopt or converge to IFRS and when this
occurs, approximately 65% of Fortune 500 companies will be reporting their financial



International Investors 175

results under IFRS. The SEC has announced that foreign private issuers preparing
their financial statements in accordance with IFRS will no longer have to include recon-
ciliation to U.S. GAAP. It is now likely that the SEC will also adopt IFRS as a standard finan-
cial reporting framework for U.S. companies. In November 2008 the SEC released a
roadmap to conversion, which proposed beginning with voluntary conversion in 2009
(for fiscal years ending on or after December 15, 2009) and concluding with mandatory
conversion by 2014.

A remaining complication with IFRS relates to the fact that, although IFRS applies to
listed (public) companies, it does not apply in some countries to unlisted companies. As a
result, unlisted companies must use their national standards, and not IFRS, when prepar-
ing financial statements. For example, in Germany, listed companies prepare their finan-
cial statements in accordance with IFRS, but unlisted companies prepare their financial
statements in accordance with German GAAP. Therefore, if an unlisted German company
initiates an IPO, the company may have to spend considerable resources to convert its
financial information from local GAAP to IFRS.

Despite the initial conversion expense, one global financial reporting language
means that the cost of doing business across jurisdictions becomes lower, transparency
and comparability increase, and global capital raising initiatives become more compel-
ling. The end result is improved efficiency in global capital markets, lower costs of capital,
and enhanced shareholder value. IFRS will enable a harmonization of international reg-
ulations and will allow international investors to make more informed decisions, resulting
in an expansion of capital available for the world’s capital raisers.

International Investors

Sovereign Wealth Funds (SWFs) have become a major source of funding for interna-
tional capital raising. According to Deutsche Bank and Boston Consulting Group
(BCQ), at the end of 2007, SWFs controlled more than $3 trillion in investible assets
(almost doubling in size since 2003), and they owned 7% of worldwide stock market
capitalization. Although many of these funds experienced considerable losses in 2008,
estimated aggregate AUM of SWFs is still more than $3 trillion. Despite their deep
pockets, some governments have restricted SWF investment in key companies. For
example, in 2006, Germany prevented a Russian SWF fund from making a major
investment in Deutsche Telekom. In 2008, in an effort to foster closer and more coop-
erative relationships, the U.S. signed agreements with Abu Dhabi and Singapore that
established a basic code of conduct for SWFs and the countries in which they invest.
One of the major principles established in this agreement was the idea of investment
decisions driven solely on commercial grounds and not geopolitical motives. Until
similar actions are adopted worldwide to resolve these largely political considerations,
the long-term impact of SWFs on the global equity (and M&A) markets will be difficult
to predict. The largest SWFs are listed in Table 8.4.
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Table 8.4 Largest Sovereign Wealth Funds

Country Fund Assets (US$ bn)” Inception  Origin
UAE-Abu Dhabi Abu Dhabi Investment Authority $627 1976 QOil

Norway Government Pension Fund — Global $572 1990 QOil

China SAFE Investment Company $567.9% 1997 Noncommodity
Saudi Arabia SAMA Foreign Holdings $473 n/a QOil

China China Investment Corporation $410 2007 Noncommodity
Kuwait Kuwait Investment Authority $296 1953 Qil

China — Hong Hong Kong Monetary Authority Investment $292 1993 Noncommodity

Kong Portfolio
Singapore Government of Singapore Investment $248 1981 Noncommodity
Corporation

Singapore Temasek Holdings $157 1974 Noncommodity
China National Social Security Fund $147 2000 Noncommodity
Russia National Welfare Fund $142.5° 2008 QOil

Qatar Qatar Investment Authority $85 2005 QOil

Australia Australian Future Fund $73 2004 Noncommodity
Libya Libyan Investment Authority $70 2006 Qil

UAE — Abu Dhabi  International Petroleum Investment Company $58 1984 QOil

Algeria Revenue Regulation Fund $57 2000 Qil

U.S. — Alaska Alaska Permanent Fund $40 1976 Ol

Kazakhstan Kazakhstan National Fund $39 2000 o]l

South Korea Korea Investment Corporation $37 2005 Noncommodity
Malaysia Khazanah Nasional $37 1993 Noncommodity
Azerbaijan State Oil Fund $30 1999 Qil

Ireland National Pensions Reserve Fund $30 2001 Noncommodity
Brunei Brunei Investment Agency $30 1983 QOil

France Strategic Investment Fund $28 2008 Noncommodity
Iran QOil Stabilisation Fund $23 1999 Qil

Note 1: Rankings as of July 2011.

Note 2: This number is a best guess estimation.

Note 3: This includes the QOil Stabilization Fund of Russia.
Source: Sovereign Wealth Fund.
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Convertible Securities and Wall
Street Innovation

Convertible Securities

Most convertibles' are underwritten by large investment banks on a best efforts basis. This
means that the issuer bears share price risk during the period of time when the security is
being marketed to prospective investors. In the United States, convertibles are typically
sold based on a 144A exemption from registration with the Securities and Exchange Com-
mission (SEC). These securities, if held for 180 days (and assuming the issuer is current in
its required SEC filings), can be freely sold, as can the underlying common shares, without
the need for a registration statement. Investors therefore have confidence that, when and
if they decide to convert into common shares, the shares will be freely tradable.

Hedge Funds and Delta Hedging

The principal investors in most convertible securities are hedge funds that engage in con-
vertible arbitrage strategies. These investors typically purchase the convertible and simul-
taneously sell short a certain number of the issuer’s common shares that underlie the
convertible. The number of shares they sell short as a percent of the shares underlying
the convertible is approximately equal to the risk-neutral probability at that point in time
(as determined by a convertible pricing model that uses binomial option pricing as its
foundation) that the investor will eventually convert the security into common shares.
This probability is then applied to the number of common shares the convertible security
could convert into to determine the number of shares the hedge fund investor should sell
short (the “hedge ratio”).

As an example, assume a company'’s share price is $10 at the time of its convertible issu-
ance. A hedge fund purchases a portion of the convertible, which gives the right to convert
into 100 common shares of the issuer. If the hedge ratio is 65%, the hedge fund may sell
short 65 shares of the issuer’s stock on the same date as the convertible purchase. During
the life span of the convertible, the hedge fund investor may sell more shares short or buy
shares, based on the changing hedge ratio. To illustrate, if one month after purchasing the
convertible (and establishing a 65-share short position) the issuer’s share price decreases
to $9, the hedge ratio may drop from 65 to 60%. To align the hedge ratio with the shares
sold short as a percent of shares the investor has the right to convert the security into,
the hedge fund investor will need to buy five shares in the open market from other

'For a general description of convertible securities, please refer to Chapter 3.
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shareholders and deliver those shares to the parties who had lent the shares originally.
“Covering” five shares of their short position leaves the hedge fund with a new short posi-
tion of 60 shares. If the issuer’s share price two months after issuance increases to $11, the
hedge ratio may increase to 70%. In this case, the hedge fund investor may want to be short
70 shares. The investor achieves this position by borrowing 10 more shares and selling
them short, which increases the short position from 60 to 70 shares. This process of buying
low and selling high continues until the convertible either converts or matures.

The end result is that the hedge fund investor is generating trading profits throughout
the life of the convertible by buying stock to reduce the short position when the issuer’s
share price drops, and borrowing and selling shares short when the issuer’s share price
increases. This dynamic trading process is called “delta hedging,” which is a well-known
and consistently practiced strategy by hedge funds. Since hedge funds typically purchase
between 60% and 80% of most convertible securities in the public markets, a significant
amount of trading in the issuer’s stock takes place throughout the life of a convertible
security. The purpose of all this trading in the convertible issuer’s common stock is to
hedge share price risk embedded in the convertible and create trading profits that offset
the opportunity cost of purchasing a convertible that has a coupon that is substantially
lower than a straight bond from the same issuer with the same maturity.

In order for hedge funds to invest in convertible securities, there needs to be a substan-
tial amount of the issuer’s common shares available for hedge funds to borrow, and ade-
quate liquidity in the issuer’s stock for hedge funds to buy and sell shares in relation to
their delta hedging activity. If there are insufficient shares available to be borrowed or
inadequate trading volume in the issuer’s stock, a prospective issuer is generally discour-
aged from issuing a convertible security in the public markets, or is required to issue a
smaller convertible, because hedge funds may not be able to participate. Alternatively,
an issuer could attempt to privately place a convertible with a single non-hedge fund
investor. However, it may be impossible to find such an investor, and even if found, the
required pricing for the convertible is likely to be disadvantageous for the issuer.

When a new convertible security is priced in the public capital markets, it is generally
the case that the terms of the security imply a theoretical value of between 102% and 105%
of face value, based on a convertible pricing model. The convertible is usually sold at a
price of 100% to investors, and is therefore underpriced compared to its theoretical value.
This practice provides an incentive for hedge funds to purchase the security, knowing that,
by delta hedging their investment, they should be able to extract trading profits at least
equal to the difference between the theoretical value and “par” (100%). For a public mar-
ket convertible with atypical characteristics (e.g., an oversized issuance relative to market
capitalization, an issuer with limited stock trading volume, or an issuer with limited stock
borrow availability), hedge fund investors normally require an even higher theoretical
value (relative to par) as an inducement to invest.

Convertible pricing models incorporate binomial trees to determine the theoretical
value of convertible securities. These models consider the following factors that influence
the theoretical value: current common stock price; anticipated volatility of the common
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stock return during the life of the convertible security; risk-free interest rate; the com-
pany’s stock borrow cost and common stock dividend yield; the company’s credit risk;
maturity of the convertible security; and the convertible security’s coupon or dividend rate
and payment frequency, conversion premium, and length of call protection, among
other inputs.

Zero Coupon Convertibles

A zero coupon convertible (ZCC) is similar to a coupon-paying convertible except, instead
of paying interest coupons each year, the issuer increases the principal amount of the con-
vertible over time by an amount equal to the unpaid coupon, creating an “accretion” of
the bond. Accordingly, as is the case with a zero coupon bond that does not have a con-
version feature, the principal amount increases each year until the maturity of the bond.
Notwithstanding the zero coupon feature, the conversion premium, which determines the
underlying shares the security can convert into, is approximately the same for both a cou-
pon-paying convertible and a ZCC of the same issuer (assuming identical maturity and
call provisions).?

Given the fact that there are approximately the same number of underlying shares for a
ZCC and a coupon-paying convertible, and ZCCs’ unpaid coupons are “paid” by increas-
ing the principal amount of the convertible, why might a prospective issuer prefer a ZCC to
a coupon-paying convertible? The reasons include the following:

1. AU.S. issuer is able to receive tax deductions in relation to the annual accretion of the
convertible, creating a positive cash flow bond financing (no cash payments for
coupons, but tax deductions equal to the deductions the issuer would receive if a
coupon-paying convertible had been issued).

2. If the convertible converts, the tax deductions received based on the annual accretion
are not reimbursed to the IRS even though the coupons are, in effect, never paid
because the accreted bond price is never paid by the issuer (although this tax treatment
is also available for a coupon-paying convertible).

3. There is a lower probability of conversion on the portion of the convertible that is
not purchased by hedge funds® because an unhedged investor will usually (assuming
no credit or illiquidity concerns) only convert into common shares if the value of
those shares exceeds the principal cash redemption value of the bond’s
accreting principal amount, which increases each year.

A ZCCis, therefore, a positive cash flow bond financing with a lower chance of earnings
per share (EPS) dilution since conversion is somewhat less likely. Given these benefits,
why don't all potential convertible issuers complete ZCC transactions? One reason is that,

?Depending on the credit rating of the issuer, a ZCC might have a slightly lower conversion premium to
compensate investors for greater credit risk associated with not receiving annual coupon payments.

Hedge funds generally do not convert their holding into common stock based on the value of shares since
they have delta hedged their position by selling short a percentage of the shares they can convert into.
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based on tax law symmetry, since issuers receive tax credits based on the accretion, inves-
tors must pay income taxes in relation to this annual accretion (or “phantom income”). As a
result, typically only nontaxable investors will consider ZCC investments. Another
reason is that because coupons are accreted into the bond principal amount instead of
paid annually, investors have more credit exposure to a ZCC issuer at maturity. Depending
on the issuer, investors may require a small economic benefit as compensation for this
risk (such as an up to 1/8% higher yield compared to a conventional coupon-paying con-
vertible, or, as described in footnote 2, a slightly lower conversion premium).

Mandatory Convertibles

Unlike an optionally converting convertible where the investor has the right, but not the
obligation, to convert its bond holding into a predetermined number of the issuer’s com-
mon shares, a mandatory convertible requires conversion. In an optionally converting
convertible, the decision to convert at maturity is based on the company’s share price.
If the share price does not exceed the conversion price, the investor will require the com-
pany to pay off the convertible’s principal amount with cash at maturity. As a result, from a
credit rating agency perspective, on its issuance date, an optionally converting convertible
is considered to be similar to debt.

In a mandatory convertible, however, because an investor does not hold the right to
demand cash repayment in the future (shares will always be delivered instead), credit rat-
ing agencies consider this security to be similar to equity. Because of this, a company seek-
ing to issue equity may consider a mandatory convertible as an alternative to a common
share issuance. Issuing a mandatory convertible has the benefit of receiving almost the
same equity content from rating agencies as from a common share issuance, but with
fewer shares delivered to investors if the company’s share price is higher on the maturity
date (which is usually three years following issuance).

A mandatory convertible has, in effect, a floating conversion price that changes based
on the company’s share price at maturity. The formula for determining the shares
delivered at maturity is as follows:

1. If, at maturity, the issuing company’s share price (Maturity Price) is at or below the
share price on the convertible issuance date (Issuance Price), the shares delivered to
investors will be identical to the shares that would have been delivered if common
shares had been issued instead of the convertible (Shares Issued).

2. If, at maturity, the company’s share price has risen but is less than the conversion price
(usually set at 20-30% above the share price on the issuance date), the number of
shares delivered to investors is equal to Shares Issued x Issuance Price / Maturity Price.

3. If, at maturity, the company’s share price exceeds the conversion price, the number of
shares delivered to investors is equal to Shares Issued x Issuance Price / conversion
price (see the Freeport-McMoRan case to review application of the floating conversion
price formula).



Convertible Securities 181

Suppose, for example, that company ABC is seeking to raise $100 million. If ABC
decides to raise the funds through a $100 million mandatory convertible that has a con-
version price of $31.25 (25% conversion premium) when its common stock price is $25, it
will be obligated to deliver 3.2 million shares at maturity if its share price equals or exceeds
the conversion price at maturity ($100 million / $31.25 = 3.2 million shares). This is also
the same number of shares that would be delivered if the convertible had been an option-
ally converting convertible with the same conversion price. If the company had decided to
issue common shares when the stock was at $25 per share instead of a mandatory con-
vertible, it would have had to sell 4 million shares to raise $100 million. Assuming ABC’s
share price at the maturity of the mandatory is equal to or higher than the conversion
price, the common share issuance would have resulted in the delivery of 25% more shares
compared to a mandatory convertible offering of the same issuance size. If, however,
ABC’s share price is $25 or lower at maturity of the mandatory convertible, the company
will deliver 4 million shares, which is the same number of shares that would have been
issued in a common share offering. If the share price is between $25 and $31.25 at matu-
rity, the company will deliver somewhere between 3.2 million shares and 4 million shares,
depending on the share price.

Despite the certainty of eventual conversion into common stock, from the perspective
of issuers, investors, and rating agencies, a comparison between a mandatory convertible
and common shares is somewhat complex. For example, the equity content for one form
of mandatory convertible is less than the equity content for a straight common stock offer-
ing if the issuer wishes to receive tax benefits from the mandatory convertible issuance
(see details in the following paragraph). In addition, the dividend associated with a man-
datory convertible is higher than the issuer’s common stock dividend. This is because,
although mandatory convertible investors bear the same downside risk as common share
investors, they do not have the same upside share price benefit (the number of shares
received at conversion is lower than the shares that would be received in a common stock
offering if the mandatory convertible issuer’s share price is higher on the maturity date
than on the issuance date).

Mandatory convertibles are issued in two forms. The first one is a unit structure, which
has two components: (a) a 30-year subordinated debt and (b) a three-year stock purchase
contract issued by the company to the same investors, which results in a variable share
delivery mechanism after three years. For U.S.-regulated banks, the unit structure has
an additional layer, whereby the subordinated debt is issued to a trust vehicle and a
simultaneous subordinated trust stake is issued to investors by the trust (including a pro-
vision for remarketing the trust stake to other investors after three years). See Figure 9.1
for an overview of a unit structure mandatory convertible issued by Marshall and
IlIsley (M&I). The second form of a mandatory convertible is a nonunit structure, which
provides for issuance of preferred stock and a variable common share delivery
mechanism in three years that is linked to the issuer’s share price at delivery and with
simultaneous retirement of the preferred shares once common shares are delivered
(see Figure 9.2).
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FIGURE 9.1 Marshall and llsley: unit mandatory convertible. Solid lines are initial cash flows and periodic payments.
Dotted lines are cash flows at maturity of the stock purchase contract in three years and cash flows at the time of the
auction to resell the trust stake in three years. Source: McDonald, Robert L. Derivatives Markets. Prentice Hall, 2006.
Auction added by David Stowell.

Unit Structure

A unit structure mandatory convertible is described in Figure 9.1. M&I's security is divided
into two components: a trust, which purchases M&I subordinated debt, and a stock pur-
chase contract, which requires investors to make a payment in three years to receive M&I
stock. The subordinated bonds have a 30-year maturity, and they reprice after three years
when investment bank underwriters of the convertible conduct an auction to sell the trust
stake held by investors to new investors. The yield on the trust stake will be reset at the
time of the auction so that it will trade at par. The original investors who purchased
the trust stake also enter into the stock purchase contract, which requires them to pay cash
for common shares in three years. The cash amount payable under the stock purchase
contract is exactly equal to the cash that the same investors receive from auctioning
the trust stake in three years. As a result, investors achieve the same risk/return profile that
exists for other mandatory convertible investors, as described earlier and in the following
section on nonunit mandatory convertibles.

Depending on the terms, the unit structure provides a company with equity credit of
50% or 75% from rating agencies. The issuer also receives tax deductions on the interest
payments associated with the subordinated debt (equivalent to approximately 60% of
the annual cash payment obligation of the company, with the remaining 40% relating
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FIGURE 9.2 Nonunit mandatory convertible. Solid lines are initial cash flows and periodic payments. Dotted lines
represent the exchange of preferred stock for common stock at maturity in three years.

to dividends paid pursuant to the stock purchase contract). The unit structure also
receives favorable accounting treatment that results in less EPS dilution on the date of
issuance compared to a common stock offering (based on the treasury stock method of
accounting).

Nonunit Structure

A nonunit mandatory convertible structure is preferred by companies that cannot benefit
from tax deductions and/or want even higher (up to 100%) equity content. A description
of this structure is in Figure 9.2.

In 2007, Freeport-McMoRan (FM) issued a $2.9 billion nonunit structure mandatory
convertible underwritten by joint bookrunners JP Morgan and Merrill Lynch. FM also
simultaneously issued $2.9 billion of common equity, generating total proceeds for the
company of $5.8 billion. These transactions, in conjunction with $17.5 billion in debt
financing, funded the cash portion of FM’s acquisition of Phelps Dodge, which created
the world’s largest publicly traded copper company. The mandatory convertible financing
achieved a number of objectives for FM:

1. It enabled the company to obtain a larger equity financing than would have been
available from sale of common stock only due to limited demand for the company’s
common shares beyond $2.9 billion (most of the mandatory convertible investors were
funds that would not have purchased the common stock).

2. It provided FM with almost 100% equity credit for the offering, even though common
shares would only be issued after three years, upon the mandatory conversion of
the convertible from its initial preferred share form.
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3. For the same amount of proceeds raised, there would be fewer common shares
delivered to investors upon conversion in three years compared to the simultaneous
common stock offering, assuming FM’s share price increases during this period, which
would provide a permanent benefit to EPS reporting.

FM chose the nonunit structure mandatory convertible for its ability to maximize
equity credit and was willing to give up tax deductions that are only available in the unit
structure because the company operated principally outside of the United States and
therefore had no U.S. tax obligations. By contrast, M&I chose the unit structure in order
to take advantage of tax deductions, even though this structure provided less equity credit.

The FM mandatory convertible was issued in the form of 28.75 million preferred shares
offered at $100 per share, with a 6.75% dividend and a three-year maturity. The preferred
shares were mandatorily convertible into FM’s common shares based on the following
schedule: If FM’s share price at maturity is

Less than or equal to $61.25, the investor receives 1.6327 FM shares
Between $61.25 and $73.50, the investor receives $100/current FM share price
Equal to or greater than $73.50, the investor receives 1.3605 FM shares

The payoff graph for delivery of FM shares as a function of the company’s share price
on the maturity date in three years is shown in Exhibit 7 of the FM case. This mandatory
convertible, at maturity, provided investors with the following:

1. The same number of FM common shars in three years as they would have
received by buying the company’s common stock on the date of the simultaneous
offering (with the purchase price in both cases at $61.25), assuming FM’s stock
price is equal to or less than $61.25 in three years

2. No participation in the upside of any FM share price appreciation in three years if FM’s
stock price falls in the range of $61.25 to $73.50 during this period

3. Participation in 1/1.2 (83%) of the appreciation in FM share price above $73.50 in
three years

Investors in the FM convertible assumed all of the downside risk of owning FM stock
over a three-year period, but did not participate in the first 20% appreciation (from $61.25
to $73.40), and participated in only 83% of the appreciation above 20%. As a result, they
had to be compensated for the opportunity cost of buying the mandatory convertible
compared to purchasing common stock. Compensation was paid, in effect, through
6.75% p.a. dividend payments for three years, which was 5.15% p.a. above FM’s common
stock dividend of 1.6% p.a. at the time of issuance.

Comparison of Mandatory Convertibles Issued by M&I and FM

There are both differences and similarities between FM’s nonunit structure and M&I’s unit
structure. Both securities pay annual cash flows that are greater than the underlying
stock’s dividend. M&I'’s security pays an annual cash flow of 6.5% (2.6% dividend under
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the stock purchase contract and 3.9% coupon for the subordinated bond component,
which was tax deductible for M&I) and FM’s security pays 6.75% in annual dividends. Both
securities have a similar common share payoff structure at maturity. However, M&I'’s secu-
rity was divided into two components: a trust that contained M&I subordinated bonds and
a stock purchase contract that required investors to make a payment in three years to
receive M&I stock. The subordinated bonds have a 30-year maturity, and reprice after
three years so that they trade at par. This will enable investors to sell the subordinated
bonds to other investors through an auction conducted by investment banks, receiving
the exact amount of cash from this sale necessary for investors to purchase M&I’s shares
pursuant to the stock purchase contract.

M&I (unlike FM) had U.S. tax obligations, and so chose the unit structure over the non-
unit structure because of the tax deductions received on the 3.9% coupons. Under the unit
structure, tax-deductibility arises in part because 30-year debt is issued rather than pre-
ferred shares. The debt is remarketed to new investors at the end of a three-year period
(when common stock is delivered under the stock purchase agreement). The detached
nature of the debt and stock repurchase agreement are evidenced by separate documents.
Although the investor must pledge the debt against their obligation to purchase M&I stock
in three years, the investor can substitute treasury securities as collateral. As a result, the
two documents and related obligations operate independently.

Wall Street Innovation

As evidenced by the complexity of convertible securities, investment banks are creative in
achieving the varying objectives of both their issuing and investing clients. New forms of
securities must take into account not only client economic priorities, but also legal, tax,
accounting, and political issues. All large investment banks have new product development
teams that work with internal and outside advisors, including lawyers, accountants, tax
experts, and regulatory experts. This is a very time-consuming and complicated process,
and often includes false starts. Significant resources can be invested in creating a new struc-
ture only to conclude at the end that, although it resolves economic, legal, and tax issues,
there is a disadvantageous tax outcome. Or if the tax outcome is acceptable, sometimes
regulatory or accounting difficulties may arise. The challenge is making sure all potential
issues have been considered and resolved before presenting new products to clients.
When developing new products, a firm must also take its reputation into consideration.
Even if all of the key areas are thoroughly analyzed and all issues seem to be resolved, any
negative press coverage of the new product (or the client involved in the new product) can
be problematic for the bank. In addition, despite strong favorable opinions provided by
the bank’s legal, accounting, tax, and other advisors, regulators may disagree in the
future with one or more of these opinions, creating unforeseen complications for the
product. As a result, all banks have a very careful vetting process where committees must
approve any new product prior to its launch. Even when all advisors are supportive, clients
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are interested in the product, and considerable resources have been used to develop it,
these committees may veto the product if there are reputational concerns.

Although some of the most innovative products are developed in the convertible secu-
rities market, there have been many other successful products developed in other areas,
including structured finance, municipal securities, pension funds, M&A, and others. Two
examples of investment banking product innovations are discussed in the following sec-
tions: Nikkei Put Warrants and accelerated share repurchase programs.

Nikkei Put Warrants

The Nikkei Put Warrants program, developed by Goldman Sachs and other firms, exem-
plifies an investment banking innovation that not only meets the global needs of both
issuing and investing clients, but also involves principal risk-taking by investment banks.

In 1990, put warrants on the Nikkei 225 stock index (Nikkei Puts) were sold in the
United States for the first time. Nikkei Puts enabled U.S. retail investors to receive a cash
payment if the Japanese stock market fell. This market had increased by almost 50% every
year in the preceding four years, reaching its historical high of 38,915.90 on the last trading
day of 1989, two weeks prior to the launch of a Nikkei Put offering in the U.S. public market
by Goldman Sachs on January 12, 1990. By June of that year, the Japanese stock market had
crashed, dropping by more than 50%.

Put warrants (essentially the same as put options) give their holders the right, but not
the obligation, to sell an underlying asset by a certain date for a predetermined price. In
the case of Nikkei Puts, a decline in the Japanese stock market would increase the value
of Nikkei Puts, and the investor would receive a cash payment equal to the difference
between the Nikkei 225 stock index market price and the higher predetermined strike
price (a cash-settled option). The first Nikkei Puts were listed on the American
Stock Exchange and principally underwritten by Goldman Sachs, with the Kingdom of
Denmark as the issuer. At the time a private partnership, Goldman Sachs did not have
registration capability with the SEC and therefore could not issue the Nikkei Puts directly.
The Kingdom of Denmark had the ability to register with the SEC, which enabled them
to sell the Nikkei Puts at the request of Goldman Sachs. Simultaneous to selling the puts
to U.S. retail investors, the Kingdom of Denmark also entered into a Nikkei Put purchase
contract with Goldman Sachs, thereby fully hedging its exposure (see Figure 9.3). The
proceeds from the Nikkei Put sales exceeded the cost of purchasing the hedge and
so the remaining proceeds were contributed into a Eurobond transaction, which the
Kingdom of Denmark simultaneously sold in London through Goldman Sachs, thereby
creating low-cost financing.

U.S. companies with registration statements could have been asked to issue the Nikkei
Puts, but the unfavorable accounting consequences of matching Nikkei Put purchase and
sales contracts precluded their involvement. The Kingdom of Denmark, on the other
hand, had no such accounting concerns. Multiple other Nikkei Put transactions took place
in the United States during the first half of 1990, until the Japanese government asked
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FIGURE 9.3 Nikkei Put Warrants. Source: Francis, Jack Clark, William W. Toy and J. Gregg Whittaker. The Handbook of
Equity Derivatives. John Wiley and Sons, 1999.

investment banks to discontinue these transactions following the sharp reversal in Japan’s
stock market. Prior to this shutdown, U.S. investors actively purchased and traded the Nik-
kei Puts, making them among the most actively traded instruments on the American Stock
Exchange. Investors saw the value of their Nikkei Put investment skyrocket as the Japanese
stock market crashed (see the Nikkei 225 stock index history in Figure 9.4).

The Nikkei Put sales in the United States marked the tail end of a series of transactions
arranged by Goldman Sachs in Japan that also involved the firm’s offices and clients in
both New York and London. The front end of this story had started two years earlier in
1988 when Japanese insurance companies purchased hundreds of high-coupon Nikkei-
linked bonds from high-quality European issuers. These bonds offered investors above-
market coupons in return for accepting the risk of principal loss if the Nikkei 225 Index
dropped below a designated level at the maturity of the bonds.

Economically, these bonds can be analyzed as yen-denominated bonds in which the
Japanese investor sold an embedded put warrant on the Nikkei 225 index to the issuer
of the bond (see Figure 9.5). The issuer of the bond then sold the embedded put warrant
to Goldman Sachs (see Figure 9.6 and the following discussion). A conventional fixed-rate
yen bond from an issuer might have carried a coupon of 5%, but Nikkei-linked bonds often
had a coupon of at least 7.5%. The amount by which the Nikkei-linked bond coupon
exceeded a conventional coupon represented the warrant (option) premium the Japanese
investor received for selling the embedded put warrant to the issuer.
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FIGURE 9.4 Nikkei Put Warrants: Nikkei 225 Index performance, January 2, 1985, to January 4, 1992. Source: Data
provided by Commodity Systems Inc.
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If the Nikkei 225 Index dropped below a designated level at maturity (for example, 32,000
in Figure 9.5), the bond’s principal amount paid to the Japanese investor decreased. The
amount by which it decreased is equivalent to the settlement value for the embedded put
warrant. Therefore, if the Nikkei Index’s average dropped below the designated level (strike
price), the European issuer repaid the original principal amount through two settlements:

1. The reduced amount of principal is paid to the Japanese investor.

2. An amount equal to the difference between the original principal amount of the bond
and the reduced payment to the Japanese investor is paid to Goldman Sachs. This
difference is equal to the cash settlement value of the put warrant sold to Goldman Sachs.

Japanese investors were obviously bullish on their domestic stock market when they
accepted the downside risk inherent in the Nikkei-linked bonds. Beyond their optimism
on the domestic economy, regulatory factors also motivated these investments. Regula-
tions required that Japanese insurance companies pay dividends to policyholders only
from current investment income and not capital gains from stock holdings. Therefore,
while dividends received from equity investments and coupons received from bond
investments could be paid out, stock market gains could not. This created an incentive



190 CHAPTER 9 « CONVERTIBLE SECURITIES AND WALL STREET INNOVATION

to invest in bonds with high coupons rather than in stock investments with very low
dividends (below 1% average).

Because of the Nikkei-linked bonds’ higher yield, there was strong demand from
Japanese insurance companies for these bonds. As aresult, Goldman Sachs (and other invest-
ment banks) actively arranged private placements of these bonds for the insurance com-
panies, finding high-quality issuers principally from Europe. In addition to the bond
underwriting, the investment banks also arranged transactions for the bond issuers to hedge
their exposure to both the yen currency and the high interest rate obligation of the bond.

The Nikkei-linked bond issuers were mostly AAA-rated European banks and sover-
eigns, who wanted to raise U.S. dollar proceeds at a low interest rate (in the example pro-
vided in the exhibits, a three-year bond with a net coupon of LIBOR-35 basis points). To
achieve this objective, the issuer stripped out the Nikkei Put Warrant that was embedded
in the bond and sold it to Goldman Sachs. The payment from Goldman Sachs for the
Nikkei Put Warrant fully compensated the issuer for the difference between the coupon
they paid on the Nikkei-linked bonds (7.5% in the example) and the substantially lower
floating rate payment that was their target (LIBOR-35 basis points in the example). In
addition, the payment covered the cost of hedging the issuer’s currency exposure from
yen to U.S. dollars. The issuer was left with a fully hedged U.S. dollar-denominated
financing with a coupon that was below their normal borrowing cost (see Figure 9.6).

Goldman Sachs’ role in the Nikkei-linked bond transaction was manifold:

1. They located investors (Japanese insurance companies) that were interested in yen-
denominated bonds that provided a higher-than-market coupon (7.5% in the example)
in exchange for accepting principal repayment risk based on downside exposure to the
Nikkei index.

2. They found highly rated issuers from Europe that were willing to accept a complicated
financing structure in order to achieve U.S. dollar fully hedged funding at a below-
market interest rate (in the example, approximate annual coupon savings of 35 basis
points).

3. They arranged a swap counterparty for the issuer to hedge currency exposure from
yen to U.S. dollars, with an up-front payment to the counterparty to compensate
for risks and costs associated with the swap.

4. They purchased the Nikkei Put Warrants embedded in the Nikkei-linked bond from
the issuer, paying a price equal to the up-front payment required by the swap
counterparty to the issuer.

Goldman Sachs paid a price for the Nikkei Put Warrants that was considerably below the
theoretical value of the warrants, creating potential future profit opportunities.

With an approximate two-year gap between when the first Nikkei-linked bonds were
originated (resulting in Nikkei Put Warrant purchases by Goldman Sachs) and when
Nikkei Put Warrants were sold to U.S. retail investors by the Kingdom of Denmark (after
purchasing like warrants from Goldman Sachs), the investment bank had to manage its
exposure to the Japanese stock market. Goldman Sachs did this by buying Japanese stocks
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FIGURE 9.7 Nikkei Put Warrants. Source: Francis, Jack Clark, William W. Toy and J. Gregg Whittaker. The Handbook of
Equity Derivatives. John Wiley and Sons, 1999.

or futures on these stocks in amounts equal to a portion of the exposure represented by the
purchased Nikkei Puts, and then “delta hedging” their exposure by buying more shares (or
futures) on any future day that the Japanese equity market declined and by selling shares
(or futures) when the market increased. As a result of this daily delta hedging, Goldman
Sachs was able to transform their exposure from Japanese share price exposure to Japa-
nese stock market volatility exposure, which was easier to manage, until the time that the
Nikkei Put Warrants were sold in the U.S. market (see Figure 9.7).

By purchasing Nikkei Put Warrants at a below theoretical market cost from the Nikkei-
linked bond issuer and delta hedging this risk position, Goldman Sachs created the oppor-
tunity for significant trading profits (buying when stock prices dropped and selling when
they increased) that exceeded the Nikkei Put Warrant purchase cost. Goldman Sachs was
able to succeed in its strategy because it had accurately estimated that the future volatility
of the Nikkei 225 Index would be higher during the delta hedging period than the implied
volatility of the Japanese stock market at the time of the purchase of the Nikkei Put War-
rants. A summary of the activities of Goldman Sachs in relation to the Nikkei Put Warrant
program includes the following:

1. Investment arranger: placed Nikkei-linked bonds with Japanese insurance company
investors and Nikkei Put Warrants with U.S. retail investors.

2. Financing arranger: raised fully hedged low-cost financings for European issuers of the
Nikkei-linked bonds and Eurobonds for the Kingdom of Denmark and other issuers.
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3. Swap arranger: developed the strategy for hedging the Nikkei-linked bond and found
swap counterparties.

4. Risk manager: acted as principal in pricing the Nikkei Put Warrants both in Japan and
in the United States, delta hedged the Nikkei Put Warrant risk position, and hedged
currency exposure between the yen-denominated Nikkei Put Warrants purchased and
the U.S. dollar-denominated Nikkei Put Warrants sold.

5. Regulatory catalyst: worked with legal counsel and stock exchange officials to obtain
Japanese and U.S. regulatory approvals for the first Nikkei Put Warrant transaction
in the United States.

The Nikkei Put Warrants transactions created by Goldman Sachs (and several other
firms that participated in this effort) offered innovative financing and investing solutions
for the firm’s issuing and investing clients. By working with its network of offices and cli-
ents throughout the world, and undertaking considerable principal risk, the investment
bank was able to meet client needs while creating significant risk adjusted profits.

Accelerated Share Repurchase Program

Corporations must make decisions each quarter regarding how to allocate available cash.
One option is to return cash to shareholders through dividends or share repurchases. His-
torically, dividend payments represented up to 90% of the total payout to shareholders.
However, share repurchases have increased significantly in recent years and, in 2007, cash
paid to shareholders from share repurchases eclipsed cash paid in dividends as compa-
nies became more focused on earnings per share increases as a vehicle to support their
share price.

Normally in the United States, shares are repurchased through an open market share
repurchase program whereby the company announces through an SEC filing that they
have board approval to purchase either a specified number of shares or a specified dollar
amount of shares. The company has no obligation, however, to purchase shares, notwith-
standing this announcement, and in some cases never completes the purchases (similar
to when a company files an S-3 shelf registration statement that covers future securities
issuances, but may never issue securities from the registration statement). Assuming the
company does initiate a repurchase plan, an investment bank is typically employed as the
company’s agent to repurchase shares. To take advantage of the safe harbor provisions of
SEC Rule 10b-18, which mitigates legal risk in repurchases, the agent must limit daily
share purchases (with some exceptions) to no more than 25% of the stock’s prior four-
week average daily trading volume (ADTV). The result of repurchases is a reduction in
the share count in the denominator for EPS reporting. However, with the limitation on
daily purchases, it can take more than a year for some companies to purchase the number
of shares that the board has authorized, resulting in a slow capture of the EPS benefit from
repurchases.
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An accelerated share repurchase (ASR) program is designed to capture the EPS benefit
of a repurchase program up front, rather than waiting for the benefit to be realized over
time. This is accomplished by a contract under which a company purchases a large block
of its shares from an investment bank at the closing market price on the date of the pur-
chase, with a cash adjustment to follow at the end of the contract (which might be, for
example, one year later). The investment bank borrows the shares it sells to the company
from existing shareholders, creating a short position, which it covers through daily open
market purchases that are limited to 25% of the company’s ADTV. Assuming it takes one
year for the investment bank to purchase enough shares to cover its short position, the
total cost for the purchases of shares over this period is determined at the end of the year.
If the total purchase cost is higher than the payment received by the investment bank from
the short sale of shares to the company one year earlier, the company reimburses the
investment bank for the difference. If the total purchase cost for the investment bank is
less than the payment they received one year earlier, the investment bank reimburses
the difference to the company. This adjustment amount after one year is modified based
on the returns that the investment bank achieves from investing cash they received from
the company up front (factoring in a reducing cash position each day as cash is used to
purchase shares over the one-year period). A further modification to the cash adjustment
is made to compensate the bank for their service. See Figure 9.8 for a summary of the
ASR program. Keep the following assumptions in mind when reviewing this figure:

e The Company A share price when shares are borrowed by the Investment Bank and
sold short to Company A is $30.
e There are 240 business days in a full-year ASR program.
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FIGURE 9.8 Graphic of the accelerated share repurchase program.
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e The ADTV for Company A is 200,000 shares.
¢ 41,667 Company A shares are purchased every business day during a one-year period
by the investment bank (<25% of ADTV).

An ASR program does not create any greater EPS benefit after one year than if the com-
pany purchased its own shares every day over this period. However, the ASR program
accelerates the EPS benefit to the first day of the one-year period, rather than waiting for
the full benefit at the end of the year. This is what motivates some companies to utilize
the program. An ASR program also can be linked to equity derivative strategies that create
additional potential benefits to the company. For example, call spreads or collars can be
included in an ASR program to enable a share repurchasing company to limit the maximum
settlement payment they will make at the end of the program.

In addition to creating an earlier EPS benefit, investment banks added an interesting
(but short-lived) tax benefit to the ASR in 2007, in conjunction with IBM. In May of 2007,
IBM announced that it had completed a $12.5 billion ASR agreement with three invest-
ment banks, under which the company repurchased 118.8 million shares (8% of the com-
pany’s outstanding shares) at $105.18 per share from the investment banks for immediate
delivery to the company. The banks were expected to purchase an equivalent number of
IBM shares in the open market during the following nine months, with an adjustment paid
(settlement payment) at the end of this period, as described earlier.

The repurchases were executed through IBM International Group, a wholly owned sub-
sidiary based in the Netherlands, which used $1 billion of its own cash and an $11.5 billion
loan from the banks to fund the balance of the purchase. Principal and interest on the loan
were to be paid with cash generated by IBM International Group’s non-U.S. operating
subsidiaries (see Figure 9.9). The assumptions to keep in mind follow.

Settlement payment after 9 months

$11.5-bn loan
Sell 118.8 mm 1\ y
Borrow shares
S 118.8 mm shares Investment ———> | IBM International
E— Banks €< Group
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N A
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1
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Other IBM
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FIGURE 9.9 IBM’s ASR program.
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* The IBM share price when shares are borrowed by the investment banks and sold short
to IBM International Group is $105.22.

e There are 180 business days in a nine-month ASR program.

e The ADTV for IBM stock is 7,500,000 shares.

* 660,000 IBM shares are purchased every business day during a nine-month period by
the investment banks (<25% of ADTV).

As aresult of this ASR program, IBM was able to purchase $12.5 billion in stock (imme-
diately improving its EPS) and, at the same time, lower its tax obligations by using funds
from its foreign units to repay the loan instead of repatriating these funds to the United
States. Repatriation of funds usually results in a U.S. tax obligation if the money sent back
is profit that was taxed overseas at a lower rate. In essence, IBM’s use of their overseas unit
to purchase stock, with a simultaneous borrowing by the unit, implied that as IBM’s over-
seas businesses produce profits, these profits would be used to repay the loan raised to
finance the repurchase, rather than repatriating the profits to the United States and paying
withholding taxes on this repatriation. Assuming a potential repatriation tax rate of 35%,
IBM may have reduced their tax bill by approximately $2 billion by applying this rate to the
overseas borrowing of $11.5 billion and then reducing the result by an estimated 17%
credit for foreign taxes paid.

Subsequent to the completion of the IBM ASR transaction and several other similar
transactions that reduced repatriation-related taxes, the IRS issued new rules under
Section 957(c) that effectively shut down this ASR-related structure. The IRS position
was immediately challenged by several corporations.
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Investment Banking Careers,
Opportunities, and Issues

Investment banking focuses on (1) giving financial advice to corporate or government-
related clients and helping them raise, retire, or risk manage capital; (2) giving strategic
advice to corporate clients to enhance shareholder value through acquisitions, divesti-
tures, mergers, or restructurings; (3) taking trading risk positions in financial instruments
to provide investment opportunities and liquidity for investing clients; (4) providing
financing, risk management, and other securities services to investing clients; (5) provid-
ing research for investing clients; (6) investing the firm’s own capital on a proprietary basis;
(7) providing loans to large corporations that use other investment banking services;
(8) managing money for investing clients; and (9) providing support functions for all
aforementioned areas of focus.

Each of these different areas is separately managed and has different responsibilities and
compensation systems. Each requires a separate analysis to determine whether there are
career fits. All investment banking jobs are time consuming, intense, and well compensated,
but vary considerably in terms of content and required skills. The nine focus areas just listed
generally fall into five main business areas: (1) Investment Banking, (2) Trading and Sales,
(3) Wealth Management, Asset Management, and Research, (4) Principal Investments, and
(5) other investment banking functions such as Operations and Finance.

Investment Banking

The Investment Banking Division is responsible for (a) giving financial advice to corporate or
government-related clients and helping them raise, retire, or risk manage capital, and
(b) giving strategic advice to corporate clients to enhance shareholder value through
acquisitions, divestitures, mergers, or restructurings. All bankers in this division have strong
analytical and communication skills, but some are better at marketing and others are better
at focusing on the technical aspects of transaction execution. Bankers with greater market-
ing skills tend to work in a client relationship management area and bankers with greater
technical skills often work in a product area such as M&A or capital markets. Of course, there
are many exceptions to this general statement and sometimes bankers move between these
areas during their career. In addition, some banks combine M&A and client relationship
management into a single area.

This division requires long hours, hard work, and strong analytical skills. Fellow
employees and clients are intelligent and demanding, and there is a strong focus on team-
work. The first few years provide an apprenticeship environment where the “trade” is
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Table 10.1 Investment Banking Division Positions

Position' Source Period in Position
Analyst College graduates 2-3 years
Associate Third-year analysts, MBAs, JDs, other industries 3.5-5 years

Vice President Experienced Associates, other industries 4-10 years
Managing Director Experienced Vice Presidents, other industries

Note 1: Some investment banks also have a Director and/or a Senior Vice President position between Vice President and Managing
Director.

taught and skills are developed. Some of the work during this period is somewhat mun-
dane and some work is highly analytical and creative. Banking operates on a meritocracy
system and those who have or can develop the requisite skills and demonstrate the
required work ethic can do very well. There is stiff competition to succeed and not every-
one does since there is a culling process to determine the weakest performers every year,
who leave the firm either through self-selection or the firm’s edict. Depending on the year
and the firm, this could be between 5% and 15% of employees. Although compensation
generally does not vary much during the first few years, in subsequent years, it can vary
dramatically, depending on performance.

There are different entry points into the Investment Banking Division. Analyst posi-
tions are available for college graduates; Associate positions are available for a small group
of third year Analysts, MBAs, JDs, and, occasionally, other professionals from other indus-
tries. It is sometimes (infrequently) possible for professionals from other industries or
PhDs to be hired as Vice Presidents or Managing Directors, if they have a unique skill
set that is needed at the firm, but mostly, these positions are filled through internal pro-
motions or hires from other investment banks. At some firms, there are additional levels
such as Senior Vice Presidents and/or Directors (see Table 10.1).

Analysts

Prospective candidates for Analyst positions should develop skills with spreadsheets dur-
ing their undergraduate years and, ideally, take accounting and economics classes.
Finance or investing classes are not essential, but could be valuable preparation as well.
Although difficult to obtain, since investment banks limit their summer recruiting to a
small number of universities, it is very helpful to secure a summer internship at an invest-
ment bank after the sophomore or junior year of college. Analyst positions typically are for
a two- or three-year period and most Analysts will be asked to leave after this period to
pursue an MBA, other academic interests, or to work elsewhere. Depending on the year
and the firm, 20 to 40% of Analysts will be asked to stay at the firm and will be promoted
to Associate.

An Analyst principally runs analytical models, gathers information, analyzes the infor-
mation so that it can be incorporated in presentations, and develops presentation



Investment Banking 199

materials for Associates, Vice Presidents, and Managing Directors. They usually have mul-
tiple projects to work on and are essential members of a client or deal team. Projects gen-
erally relate to either M&A or financing transactions. A typical week can involve 80 to 100
hours in the office, sometimes including all-nighters and almost always including work
during the weekends. A good attitude, strong analytical skills, attention to detail, and a
strong work ethic are essential, as is an ability to work well in a team.

Associates

MBAs are the principal candidates for the Associate position, although an increasing num-
ber of third year Analysts are being promoted into this position. MBA students should
focus on developing strong analytical, negotiation, and teamwork skills while in school.
A broad array of finance and investing classes are important, as are classes that focus
on derivatives, securities analysis, tax planning, restructuring, and M&A. The best MBA
candidates have a strong background of extracurricular and leadership activities and have
demonstrated the ability to work well in a group.

Associates manage the day-to-day details of most banking projects and have the prin-
cipal responsibility to create presentations. They check all Analyst work, including finan-
cial modeling, and run some of the more complicated models themselves. There is
frequent client contact and, for some smaller deals, an Associate may be responsible
for executing the transaction, as well as directly communicating with the client. In addi-
tion to managing multiple projects, training Analysts and recruiting future bankers is also
required. Work hours are generally not much less than for analysts: 70 to 100 hours on
average, although there are some differences based on the city and the size of the firms
(e.g., outside of New York and/or smaller firms sometimes require fewer hours).

Vice Presidents

Associates are generally promoted to Vice President (VP) after 3.5 to 5 years, depending on
the firm. VPs are responsible for managing most deals and managing both Associates and
Analysts who work on deal teams. They are a principal source of communication with cli-
ents and are involved in new business development and client relationship management
activities. Negotiating and creating solutions for client problems are a core part of their
responsibility. VPs also mobilize resources within the firm to meet client needs and so they
need to initiate communication and coordination with different banking teams and other
divisions in the firm.

In addition to deal work, VPs are responsible for recruiting, mentoring, and promoting
the firm’s overall business activities. They understand internal relationships, resource allo-
cation issues, legal issues (in relation to specific transactions), and ethical standards of the
firm. VPs may manage 5 to 10 projects at a time and bear the responsibility for execution of
existing transactions and development of new revenue-producing transactions.
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Managing Directors

Managing Directors (MDs) are generally promoted after 4 to 10 years at the Vice President
(or equivalent) level. MDs manage VPs, Associates, and Analysts and have the most senior
responsibility for managing client relationships. In addition, they have the greatest burden
for developing new business and are asked to achieve a minimum revenue level each year.
They must be team oriented and possess the ability to obtain all the firm’s resources nec-
essary to complete deals and meet client needs. They have access to the firm'’s senior man-
agement and frequently call on them to meet with clients. They also have access to
resources provided both internally and externally from outside legal, tax, and accounting
professionals.

Negotiating with clients and internally for resources is a key part of an MD’s job. Proper
resource allocation and internal political issues are important areas of focus. Ultimately,
Managing Directors are running fairly large businesses with associated revenue that could
fall in the range of $10 to $100 million (or more) a year, depending on the function and the
firm. Managing Directors also determine compensation levels and career development
paths for members of their team, make capital allocation decisions, and focus on recruit-
ing and training. They usually manage between 5 to 10 revenue-based client projects at a
time, while balancing the needs of other clients who are not currently completing trans-
actions, but are expected to in the future.

Trading and Sales

The Trading Division usually has the following responsibilities: (1) taking trading risk posi-
tions in financial instruments to provide investment opportunities and liquidity for invest-
ing clients; (2) providing financing, risk management, and other securities services to
investing clients; (3) providing research for investing clients; and (4) investing the firm’s
own capital on a proprietary (short-term) basis or through long-term principal investments.
Usually, the same titles described above for the Investment Banking Division apply to the
Trading Division. However, the period of time it takes for promotion could be accelerated for
particularly capable employees. Compensation in this division may initially be comparable,
or slightly lower than for the Investment Banking Division. However, over time, for espe-
cially high-performing employees, the compensation could be higher for Trading Division
professionals since they may have the ability to create greater revenue for the firm.

The entry points into the Trading Division are similar to the Investment Banking
Division: Analyst positions are available for college graduates; Associate positions are
available for third year Analysts (with many more promoted, compared to the Investment
Banking Division), MBAs, and occasionally, professionals from other industries. PhDs are
also hired as Associates in quant-heavy areas such as fixed-income strategy. Sometimes
(infrequently), PhDs and others are hired as Vice Presidents or Managing Directors if they
have a unique analytical skill that is needed by the firm.
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Descriptions of careers in this division are best provided based on job function, rather
than job title. The key job functions include client-related trading, proprietary trading,
and institutional sales.

Client-Related Trading

Client-related traders function as equity, fixed-income, currency, or commodity traders. In
addition, there is a separate group of derivative traders in each of these areas. Traders have
the responsibility to commit the firm’s capital in support of purchasing and selling secu-
rities with investing clients of the firm. They need to have an inventory of securities at all
times in order to actively make bids and offers in reasonable volume for targeted securi-
ties. Hedging decisions regarding their inventory and forecasting future valuations are key
responsibilities. The ability to make quick, accurate analytical decisions and synthesize a
myriad of risks including political, regulatory, interest rate, credit, and volatility risks is
important. A trader must be able to accept periodic losses and manage a portfolio in
an efficient and logical manner. Most of a trader’s key decisions are made before noon,
when the market is most active, and so a good trader must be able to start early (some-
times 7 a.m. or so) and make numerous clear-headed decisions before lunch. Hours
are usually shorter than for bankers: often 50 to 60 hours per week. However, time spent
on a trading floor can be quite intense.

Client-related traders must be able to work as a team with sales professionals, upon
whom they are critically dependent for information and trades. In addition, they must
be able to absorb both internal and external research and synthesize this information
to build analytical models that facilitate good trading decisions. This is a very fast-paced
environment set on a crowded trading floor with, often, hundreds of other traders sharing
a large trading area that might have thousands of computer screens and a high noise level.
The ability to isolate oneself from the surrounding tumult and rely on carefully built ana-
lytical models to guide trading decisions is a key to success in this business.

Proprietary Trading

Proprietary trading used to be a very profitable part of investment banking until the begin-
ning of the 2008 financial crisis. During this crisis, many investment banks incurred large
losses in their proprietary trading business. The future of this trading is unclear based on
new regulations such as the Dodd-Frank Act, which attempts to limit proprietary trading
within investment banks. In reaction to this new regulation, many investment banks,
including Goldman Sachs and Morgan Stanley, have spun off or reduced part of their pro-
prietary trading groups.

Proprietary traders largely need the same skill set as client-related traders. However,
they are not integrated with the firm’s sales team, as client-related traders are. Proprietary
traders may receive investment ideas from internal sales colleagues, but also are con-
tacted by numerous other sales professionals from other firms who consider them to
be clients. These traders might have more than a dozen sales professionals calling on them
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to do trades and their duty is to execute transactions with whoever can bring the best
ideas, best price, and best execution. Assuming the internal and external options are com-
parable, however, the transaction is likely to be completed in-house, unless there are inter-
nal limitations.

There are potential conflicts of interest with the firm’s client-related traders because
both sets of traders could be competing for the same trades. As a result, there must be
a physical and legal separation between the two groups, as well as restricted communi-
cation. In addition, there must be an impermeable “Chinese Wall” between proprietary
traders and investment bankers since the latter are privy to material, nonpublic informa-
tion that cannot be shared with anyone outside of a small “need-to-know” group of
bankers that are advising clients or executing transactions.

Proprietary traders have the potential to create the largest earnings, as well as the larg-
est losses, within an investment bank. As a result, they can be the best compensated
employees; however, if losses are too large, they are the first to be fired.

Institutional Sales

Institutional Sales is divided into equity, fixed-income, currency, and commodity areas.
There are also separate sales professionals focused on derivative products that relate to
these areas. Institutional sales people work directly with client-related traders in an effort
to bring reasonable bids and offers in required sizes to their institutional clients, which
include pension funds, endowments, family funds, corporate treasury funds, insurance
companies, hedge funds, banks, and mutual funds. Of these clients, hedge funds are
the most active traders. It is estimated that hedge fund trading represents approximately
50% of NYSE Euronext and NASDAQ trading, which is by far the largest trading by any of
the key institutional investor categories.

Equity Sales

Equity Sales is comprised of four segments. Research sales professionals make stock recom-
mendations to investors based on analysis of internal or external research. Portfolio man-
agers are their client contacts. Sales traders recommend stock-trading ideas that are not
solely research based and focus on technical issues that are important to their principal con-
tact, the trader at the institutional investor. Sales traders have direct contact with their firm’s
client-related traders to price and execute trades with the institutional investor’s trader (see
Figure 5.1 from Chapter 5). Convertibles sales professionals focus exclusively on selling con-
vertible securities to targeted convertible investors. Equity derivative sales professionals
cover investing clients who are interested in derivatives transactions.

Sales professionals must always keep abreast of market developments, possess a solid
ability to keep track of client’s perspectives and priorities, and be creative in finding secu-
rities and strategies that help their investing clients achieve good, risk-adjusted trading
profits. They stand between internal traders and the investing client, trying to balance
the competing interests of both parties.
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Fixed-Income Sales

Fixed-Income Sales is divided into many different product areas, including (1) investment
grade corporate bonds, (2) high-yield corporate bonds, (3) securitized products, (4) dis-
tressed debt, (5) bank loans, (6) U.S. and other sovereign securities, (7) emerging market
bonds and loans, (8) municipal securities, (9) preferred stock and commercial paper, (10)
money market instruments, (11) foreign exchange, and (12) commodities. Each of these
areas is highly specialized and institutional investors expect focused coverage that pro-
vides timely ideas, creative solutions, liquidity, and excellent execution.

This is a very fast-moving market and volume is the key to achieving profitability, since
the margins on many of these products are razor thin. In addition, Fixed-Income Sales
includes a separate group of derivatives sales specialists who, in many cases, have over-
lapping client coverage responsibility. Proper client coverage requires a lot of coordination
and good communication. Depending on the firm, a commodities sales team may focus
on spot, forward, and futures markets in any or all of the following commodities: metals
(base and precious), agricultural products, crude oil, oil products, natural gas, electric
power, emission credits, coal, freight, and liquefied natural gas.

Prime Brokerage Sales

Hedge funds are the principal clients of the sales effort of the Prime Brokerage area. The
main products of the Prime Brokerage area are securities lending and the provision of
financing based on sophisticated collateral mechanisms. This group also coordinates
securities clearing and provides custody and reporting services. In addition to facilitating
trades in stocks, bonds, and convertibles through lending activities, the group also focuses
on foreign exchange, precious metals, and derivatives prime brokerage activities. A sales
position in Prime Brokerage requires extensive knowledge of the securities market and the
ability to work closely with internal sales and trading professionals, as well as with hedge
fund clients, who demand excellent service.

Private Wealth Management

Private Wealth (PW) professionals secure, develop, and manage relationships with high-
net-worth individuals, and their families, family offices, and foundations. PW helps
investing clients build and preserve their financial wealth by creating and implementing
long-term asset allocation strategies based on client risk parameters. They also provide
clients with access to investment ideas, private banking services, and trust company ser-
vices. This job requires strong people skills, as well as analytical ability, networking ability,
and an understanding of a global array of investment opportunities. Investing clients can
make every investment decision and ask the PW sales professional to execute these
decisions.

Alternatively, investing clients can turn over many decisions to the PW sales team, who
will allocate assets according to the client’s risk preferences. In this case, the sales effortis a
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careful balance between introducing clients to investment products offered internally and
products offered by external sources. At some investment banks, the PW business is com-
bined with the Asset Management area in a single division comprised of the two separate
business functions. At other firms, the PW business is separate from the Asset Manage-
ment area. In addition, some firms have a very large “retail” business that works with indi-
vidual investing clients who have smaller investment portfolios.

Asset Management

Asset Management (AM) professionals specialize principally in one of the following dif-
ferent areas:

1. Fundamental Equity Investments, which conducts bottom-up research across a broad
range of public companies, including both developed and emerging markets globally.
This group focuses on both growth equity and value equity investments.

2. Fixed-Income Investments, which locates fixed-income investing opportunities either
locally or throughout the world, focusing in particular on under-researched markets.
This group looks at all maturities, including short-term money market instruments and
thirty-year bonds.

3. Quantitative Investments, which employs advanced quantitative methods to
systematically find sources of alpha (risk-adjusted returns in excess of “market
returns”). This group utilizes proprietary risk models that actively manage risk and
allocations. All securities across all types of investment styles are included in this
investment area.

4. Alternative Investments, which includes hedge fund, private equity, and real estate
strategies.

AM professionals manage a broad array of funds which target coinvestment by many
investing clients, whenever suitable. In addition, professionals develop and manage cus-
tomized investment portfolios and discretionary funds for institutions, corporations, pen-
sion funds, governments, foundations, and individuals. They also design and manage
families of mutual funds and develop new investment products.

The entry points into the AM Division are slightly different from the Investment Bank-
ing Division: there are generally fewer positions available for college graduates because
entry-level positions are usually offered to MBAs. AM typically has more lateral hires, with
candidates coming from consulting, accounting, or investment banking sell-side
research. Some AM positions target candidates who have obtained their Chartered Finan-
cial Analyst (CFA) certification. PhDs are also hired in areas such as economic research
and quantitative research.

College graduates start at the Junior Analyst/Junior Associate level (the title varies
depending on the firm), which supports the research efforts of buy-side Research Analysts.
Some Junior Analysts/Junior Associates leave to pursue MBAs, while others are promoted
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to Associates. Successful Associates are promoted to buy-side Research Analysts (who
provide investment recommendations to Portfolio Managers) and then some eventually
become Portfolio Managers.

Research

Research is a globally focused business. It covers fundamental research and analysis of
selected company debt and equity securities, industries, commodities, and economies. This
group provides investment and trading recommendations and strategies for institutional and
individual investors, as well as for the Trading Division of the firm. In addition to conducting
research and writing reports, research professionals interact with investing and issuing clients
and host conferences and meetings between investors and corporate or government issuers.

Research professionals develop analytical models that capture relevant information
(while filtering out noise) and interpret events so that compelling research themes can
be developed. In addition to analytical skills, writing skills are essential to facilitate com-
munication. In-depth, nonsuperficial, and timely analysis and reporting are essential to
performing well in this function.

Principal Investments

Principal Investments is comprised of professionals who focus on (1) acquiring public
companies or divisions of companies through leveraged buyout transactions (private
equity); (2) infrastructure investments in transport-related projects (toll roads, airports,
and ports) and in regulated gas, water, and electrical utilities; (3) mezzanine finance (sub-
ordinated debt or preferred shares with equity warrants or conversion rights); (4) private
equity fund of funds (investing in multiple different external private equity funds as an
asset allocator); and (5) real estate investments.

As an example of the meaningful size of the Principal Investments business, Goldman
Sachs raised a $6.5 billion infrastructure fund in 2006, a $20 billion private equity fund in
2007, a $20 billion mezzanine fund in 2008, a $5.5 billion private equity secondary fund in
2009, and, since 2001, more than $16 billion for real estate investments. This business also
includes a $24 billion private equity fund of funds. Goldman Sachs coinvested in each of these
principal investment funds, with an estimated 10 to 20% of the funds subscribed by the firm
and the balance of the funding coming from institutional and high-net-worth clients.

Professionals who work in the Principal Investments area have a strong investment back-
ground and aptitude. Their analytical and negotiation skills are tested in the private equity
arena by running LBO models, focusing on debt capital markets to secure leverage, finding
high-quality management teams, and determining exit strategies that enable high rates of
return.

As banks’ Principal Investments areas have grown in recent years, so has the potential
for conflicts of interest between this area and the investment bank’s larger private equity
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clients such as KKR, TPG, Catrlyle, Blackstone, and Bain Capital. The Principal Investments
area sometimes competes directly with these firms to secure investment opportunities.
This can become problematic since these same private equity firms usually pay very large
fees to investment banks for arranging acquisitions, debt financing, and mezzanine
financing. In addition, investment banks are paid fees to arrange exit transactions when
private equity funds sell companies they have purchased after a three- to seven-year hold-
ing period. Typical exit strategies include IPOs and M&A sales, both of which are highly
profitable businesses for investment banks. Some firms have tried to resolve potential
conflicts regarding asset investments by focusing on joining their private equity clients
in “club LBOs,” where an investment bank will coinvest with these clients if the acquisition
amount is in excess of the capacity the private equity firms are able to provide. In this case,
investment banks claim that they are facilitating private equity client investment objec-
tives, instead of competing against them.

Other potential conflicts of interest arise sometimes in an investment bank’s Principal
Investments business when a bank is retained to advise a client that is the subject of a
potential hostile acquirer. For example, in 2006, Goldman Sachs was acting as an M&A
advisor to BAA (the owner and operator of seven British airports), which was then the sub-
ject of a hostile takeover. The company was surprised when Goldman Sachs’s Principal
Investments team indicated their interest to acquire BAA if this prevented the company
from falling into the hands of a hostile acquirer. In this case, the company was concerned
because, after hiring the firm to protect them from acquirers, Goldman Sachs became a
potential acquirer. Goldman, on the other hand, felt that they were acting as a potential
“white knight” to preempt a hostile acquisition with a friendly acquisition offer. The result
was that BAA fired Goldman Sachs as their M&A advisor and the original hostile bidder
outbid Goldman Sachs by acquiring $1.9 billion of BAA stock in the open market. The
U.K. press criticized Goldman Sachs, leading to their CEO’s announcement that the firm
needed to be more careful to avoid potential conflicts of interest in the future.

Other Investment Banking Functions

The other activities conducted by an investment bank are characterized as service areas
designed to facilitate revenue production in the previously described businesses. Included
among these service areas are Finance, Operations, Compliance, HR, Legal, Building and
Security Management, and Technology. Each of these areas is important for the successful
operation of an investment bank. The following sections summarize the Operations and
Finance areas.

Operations

The Operations area at an investment bank sometimes represents up to 15% of all
employees at a firm. This area assists all of the revenue-generating businesses, serving
as internal consultants who develop processes and controls and help specify systems that
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deliver accurate and timely reporting and execution. This group is involved in risk man-
agement and execution activities that protect both the firm’s and the client’s capital and
reputation. It is also a party to the innovation and process improvement activities that cre-
ate the systems, tools, and workflows that support the firm’s transactions, while improving
productivity and competitive advantage. This group is also involved in process manage-
ment activities that create best practices within the firm and solutions to problems faced
by clients, the firm, and the industry.

Finance

Members of an investment bank’s finance team are responsible for (1) tracking and analyz-
ing the firm'’s capital flows; (2) managing relationships with regulators; (3) preparing the
firm’s statutory financial information and statements for each region; (4) measuring, analyz-
ing, and controlling the risk exposures of the firm; and (5) coordinating with each of the firm’s
business areas to ensure there is sufficient funding and appropriate allocation of capital.
Finance is organized into separate groups that focus on different functions. The controller’s
group is responsible for safeguarding the firm’s assets. The corporate tax team ensures com-
pliance with the tax laws of all countries in which the firm operates. Corporate treasury man-
ages the firm’s liquidity and capital structure. The credit department protects the firm’s
capital against counterparty default. The strategy group develops and executes long-term
strategic plans (often working closely in conjunction with the heads of the bank’s lines of
business). Market risk management focuses on measuring, analyzing, and controlling the
market risk of the firm. Finally, operational risk management analyzes the risk assessment
frameworks that identify, measure, monitor, and manage risk exposures.

Investment Banking Opportunities and Issues
Mortgage Securitization

Mortgage securitization is the process of combining mortgages into pools and then dividing
them into portions (tranches) that can be sold as securities in the capital markets. This pro-
cess breaks with the tradition of commercial banks holding mortgages on their balance
sheets. Instead, banks that originate U.S. mortgages can unwind risk and add liquidity by
selling pools of mortgages to government-sponsored enterprises (GSEs)—the Federal
National Mortgage Association (FNMA, or Fannie Mae), the Federal Home Loan Mortgage
Corporation (FHLMGC, or Freddie Mac), or the Government National Mortgage Association
(GNMA, or Ginnie Mae)—in addition to private conduit-type customers. By creating a mar-
ket for previously illiquid mortgages, securitization offers more efficient pricing of mort-
gages, which lowers interest rates for borrowers and contributes to greater home
ownership. The act of pooling mortgages into different tranches, ranging from high-
coupon to low-coupon or short-term to long-term securities, has also improved the
marketability of these investment products by catering to investors with different risk
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tolerances. Investors can invest in securitized mortgages ranging from senior (low-risk)
securities that pay low interest rates to subordinated (high-risk) securities that pay high
interest rates.

Despite the benefits, the complex nature of securitization can also mask some of the
risks involved in owning mortgage-related investments. By immediately selling the mort-
gages they have originated, commercial banks transfer credit and interest rate risk onto
institutional and individual investors, thereby giving lenders little incentive to adhere
to strict mortgage underwriting standards. This agent-principal problem contributed to
the development of negative amortizing loans, zero principal loans, and no documenta-
tion mortgages, as well as the explosion of subprime loans. In an attempt to mitigate the
agent-principal problem, regulators now mandate that banks retain 5% of each CDO
tranche they create and sell to investors. Additionally, banks are not allowed to hedge these
positions, with limited exceptions.

Subprime mortgages accounted for more than 20% of all mortgage originations in
2007, up from 6% in 2002. Securitized mortgages were at the epicenter of the credit crisis
of 2007-2008, creating trillions of dollars in investment losses and contributing to signif-
icant changes in the investment banking industry landscape. Since the financial crisis, the
market for securitized products has weakened and mortgage securitization has dropped
considerably. In the future, there will still be a need for securitization, but it is unlikely that
the market for mortgage securitization will reach precrisis levels.

Short-Term Financing by Investment Banks

Investment banks have historically relied on large amounts of short-term financing to
fund their operations. The most popular forms of short-term financing are commercial
paper and repurchase (repo) agreements. In a typical repo agreement, a financial institu-
tion receives overnight financing by selling securities and repurchasing them when the
agreement matures (often overnight or in one week or one month). In this exchange,
the buyer receives securities as collateral to protect against default. Should these assets
tumble in value, the seller is forced to come up with additional cash to meet margin calls
or risk losing access to credit. Almost 25% of total assets at investment banks were
financed by overnight repos in 2007, an increase from about 12.5% in 2000.

Commercial paper is different from repos in that it is generally unsecured and
matures within 1 to 270 days (although most paper matures within 90 days). Invest-
ment banks typically refinance or “roll over” maturing paper with new commercial
paper issuance. Short-term financing provides four principal benefits for investment
banks:

1. Funding is cheap (below bank loan rates) because the historical default risk is low.

2. The availability of funding is typically high.

3. This funding provides considerable flexibility to meet cash needs as they change from
day to day.
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4. Inanormal upward-sloping yield curve environment, the assets purchased with short-
term liabilities carry returns above funding costs, creating earnings based on an asset/
liability mismatch.

While short-term financing offers investment banks many benefits, it also exposes
them to interest rate and liquidity risk. Specifically, should the banks’ assets experience
a significant drop in value, the interest rate charged by investors can increase and the
availability of short-term financing can evaporate. Investment banks found themselves
in this position during October of 2008 (following the collapse of Lehman Brothers), when
the amount of their commercial paper outstanding shrank to just 25% of its former volume
virtually overnight. Instead of issuing more paper to pay back investors, when the market
dried up, banks were forced to dump assets at significant discounts. The credit crisis also
caused significant value reductions in the collateral backing repo agreements (as well as a
general crisis of confidence), resulting in the refusal by many investors to roll over repos.
This refusal forced banks to unload more assets at fire sale prices, exacerbating the drop in
securities values across the globe. After the credit markets ravaged investment banks dur-
ing 2007 and 2008, these institutions were forced to significantly reduce their reliance on
short-term financing and limit their asset/liability mismatch. The end result was higher
funding costs, less flexibility, and lower earnings potential.

Leverage at Investment Banks

Banks are heavily leveraged compared to other businesses. The average commercial
bank has a leverage ratio (defined as total assets/book equity) in the range of between
10 and 15 to 1, compared to between 1 and 3 to 1 for the average nonfinancial company.
Investment banks historically took on more debt than commercial banks, with average
leverage ratios of between 20 and 30 to 1. Investment banks use leverage to enhance their
return on equity (a closely watched metric for financial services companies). When busi-
ness plans are realized, leverage boosts returns and profits. However, when losses occur,
banks’ high leverage can cause outsized losses that reduce equity and deplete capital
cushions. During 2007, leverage at investment banks approached (or reached, in several
cases) historical highs.

Investment banks frequently adjust their leverage in response to liquidity conditions
and the macro economy. As a result, leverage is typically high during business cycle peaks
and low during business cycle troughs. During the first half of 2007, investment banks
were enjoying a strong period of growth marked by impressive proprietary trading profits.
Despite rising Value at Risk (VaR) estimates, which measure an investment bank’s
“worst case” losses if conditions quickly deteriorate, investment banks continued to build
up leverage to augment their investment returns. Such excessive leverage, however,
worked against the banks when the credit markets collapsed during the second half of
2007. At that time, trading losses piled up, and asset prices plunged in response to
worries about the value of underlying collateral. Consequently, many investment banks
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Table 10.2 Leverage at Investment Banks

Leverage (Assets/Equity)

Firm YE-06 YE-07 YE-08 Mid-09
Bank of America 10.8 1.7 10.3 10.0
Barclays' 39.2 41.4 49.8 41.0
Bear Stearns? 28.9 335 - -
Citigroup 15.7 19.3 13.7 121
Credit Suisse 28.8 31.5 36.2 30.1
Deutsche Bank' 34.3 50.8 71.7 50.5
Goldman Sachs 23.4 26.2 13.7 14.2
JPMorgan Chase 1.7 12.7 13.0 13.1
Lehman Brothers? 26.2 30.7 - -
Merrill Lynch? 21.6 31.9 - -
Morgan Stanley 31.7 334 13.0 14.5
uBs' 48.2 61.7 61.9 47.7

Note 1: Barclays, Deutsche Bank, and UBS financials are presented under IFRS standards. All other banks are
presented according to U.S. GAAP. A major difference between IFRS and U.S. GAAP is the accounting for
derivatives, nonderivative trading assets, and reverse repos/borrowed securities. The former shows gross
exposures while the latter shows values on a net basis. For example, after taking into consideration the netting
impact of U.S. GAAP accounting, Deutsche Bank's total assets at year-end 2008 dropped from EUR 2,202 to
EUR 1,030 billion. According to Deutsche Bank’s targeted leverage ratio definition, which has adjustments for
U.S. GAAP netting rules (and some additional minor adjustments), its adjusted assets/adjusted equity ratio was
28 on December 31. 2008.

Note 2: Bear Stearns and Merrill Lynch were acquired by JPMorgan Chase and Bank of America, respectively, in
2008. Lehman Brothers filed for Chapter 11 bankruptcy protection in 2008 and subsequently sold its U.S.
investment banking operations to Barclays.

Source: Respective 10-K and 10-Q filings; Deutsche Bank road show presentation from February 19-20, 2009.

moved from appearing overcapitalized to being undercapitalized over the span of six
months. During 2008 and 2009, investment banks all significantly reduced their leverage
following substantial losses and the imposition of regulatory requirements that restricted
leverage (see Table 10.2).

Capital Ratios

Some investors have become increasingly skeptical regarding investment banks’ capital
ratios. Tier 1 ratios are reported by investment banks based on either Basel I or Basel II guide-
lines. These ratios compare shareholder’s equity to risk-adjusted assets. However, deciding
on the proper risk weighting for assets leaves the process open to subjective judgments.
Historically U.S. investment banks compiled assets based on Basel I guidelines and under
supervision by the SEC, while commercial banks compiled assets based on Basel II and
under the supervision of the Federal Reserve. During late 2008, however, all investment
banks shifted to compiling assets under Basel II. Unfortunately, Basel II allows for manage-
ment judgment and management control over models that determine the risk weighting of
assets, which, in effect, gives banks some latitude to set their own capital requirements. As a
result, there is a concern that these ratios may not provide reliable information about bank
capital. See Table 10.3 for a comparison of Tier 1 ratios as of December 31, 2011.
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Table 10.3 Capital Cushions: Bank Tier 1 Capital
Ratios, as of 2011 Year End

Global Investment Banks Capital Ratio
Bank of America 12.4%
Barclays 12.9%
Citigroup 13.6%
Credit Suisse 18.1%
Deutsche Bank 12.9%
Goldman Sachs 13.8%
JPMorgan 12.3%
Morgan Stanley 16.6%
UBS 19.6%

Note 1: As U.S. bank holding companies, Bank of America, Citigroup, Goldman Sachs,
JPMorgan, and Morgan Stanley report Tier 1 capital ratios under Basel | rules. Barclays,
Credit Suisse, and UBS report Tier 1 capital ratios under Basel Il. Deutsche Bank reports
its Tier 1 capital ratio under Basel II.5.

Sources: Respective 2011 10-K filings and annual reports.

Compensation

Historically, investment banks have targeted compensation as a percent of total net
income to be at or below 50%. At JPMorgan’s investment bank, this percentage was
41% in 2006, 44% in 2007, and 63% in 2008. Bonuses usually make up more than half
of a firm’s compensation expense. During profitable years, a year-end bonus might be
more than three times the size of salary for a successful Vice President or Managing Direc-
tor. Following the financial crisis of 2007-2008, governments around the world attempted
to influence certain investment banks in their compensation decisions in an effort to
reduce excessive risk taking that led to losses during these years. France, Germany,
and the Netherlands limited the size of bonuses paid to senior bankers if their bank
had received “bailout” funds from the government. In the United States, firms that
received TARP funding from the government were forced to reduce senior management
and trader bonuses. However, efforts to remake broad-based financial rules regarding
compensation became bogged down amid infighting between federal regulators and
opposition from lawmakers who believed that further expanding the government’s reach
would only create new problems. An industry consensus emerged nonetheless that multi-
year employment contracts should be avoided, and up to 50% of bonus compensation
should be paid in the form of stock, which vests over multiple years and becomes unrest-
ricted only if legacy risk positions remain profitable over time.

Credit Default Swaps

Credit default swaps (CDSs) are derivative contracts designed to spread risk and reduce
exposure to credit events such as default or bankruptcy. In a CDS, one party (the protec-
tion buyer) makes periodic payments to a second party (the protection seller) in exchange
for a payoff in the event a third-party (the reference entity) defaults on its debt obligations.



212 CHAPTER 10 « INVESTMENT BANKING CAREERS, OPPORTUNITIES, AND ISSUES

For protection buyers, a CDS resembles an insurance policy as it can be used to hedge
against a default or bankruptcy by the reference entity. For protection sellers, a CDS
creates annual income in exchange for the risk they undertake.

Unlike most other financial products, CDS contracts have historically been unregu-
lated. Although contracts specify the identity of protection sellers and the scheduled
termination date of default protection, some contracts have not required the seller to hold
assets as collateral for the transaction. Without a self-regulatory organization (SRO) to
mandate standard terms and practices, there is no universal way of valuing the securities
involved in these contracts. Furthermore, CDS contracts are heavily traded, with one con-
tract changing hands several times over the course of its life. As a result, the protection
buyer often does not know whether the protection seller has sufficient capital to cover
a security’s loss and provide payment to the protection buyer.

According to the International Swaps and Derivatives Association (ISDA), the CDS
market exploded over the past decade to more than $54 trillion notional amount in
mid-2008, which is more than twice the market capitalization of the U.S. stock market.
CDSs emerged as a popular portfolio management tool due to their flexibility in custom-
izing exposure to corporate credit. Investors could effectively establish a short position
without making an initial cash outlay. These instruments also allowed investors to exit
credit positions during periods of low liquidity.

The strong economy of the mid-1990s drove the growth of the CDS market. Protection
sellers believed the odds of corporate default were low and viewed the premiums received
as an easy way of enhancing investing returns. For many years, this was the case and
investment banks, commercial banks, some insurance companies (notably AIG), and
hedge funds profited from the CDS market.

However, returns quickly evaporated with the onset of the subprime crisis. Credit
spreads widened significantly, negatively impacting the performance of CDS contracts that
were increasingly used to hedge against default for poor-quality companies. According to
Fitch Ratings, 40% of CDS protection sold worldwide in July 2007 was on companies or
securities that were rated below investment grade, up from 8% in 2002. With bond defaults
rising, investors began to worry about counterparty risk and questioned whether sellers had
adequate reserves to cover losses. This concern precipitated the Fed’s bailout of Bear Stearns
and AIG (both active sellers of CDSs). Counterparties to Bear and AIG began withdrawing
cash from these firms, and regulators feared the repercussions of large-scale bankruptcies.

In response to these events and concerns that the CDS market could unravel, the
Dodd-Frank Act classified CDSs as securities during 2010 in order to give the SEC regula-
tory jurisdiction over these financial instruments. The Financial Accounting Standards
Board (FASB) proposed a list of new disclosures to be included in financial statements
beginning in fiscal year 2009. The rules require CDS protection sellers to disclose the
nature and terms of the credit derivative, the reason it was entered into, and the current
status of its payment and performance risk. In addition, the seller is required to disclose
the amount of future payments it might be required to make, the fair value of the deriv-
ative, and whether there are provisions that will allow the seller to recover money or
assets from third parties to pay for the insurance coverage it has written.
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Bridge Loans

Investment banks have made large bridge loan commitments to M&A clients to fund cash
acquisitions, with the expectation that the loans will only be funded if a long-term secu-
rities offering such as a high-yield bond transaction or a secured syndicated loan is not
completed. The bridge loan often has a commitment fee, a takedown fee when the loan
is drawn down, and a significant credit spread over either LIBOR or Prime as the floating
interest rate. In addition, the provider of the bridge loan generally secures the right to
arrange the take-out financing, which includes underwriting and placement fees.

Although participating in bridge loans helps investment banks secure additional more
lucrative business from private equity firms (such as debt underwriting and M&A advi-
sory), there can also be considerable risk. For example, during 2006 and 2007, private
equity firms pushed investment banks to provide large bridge loans to fund many large
acquisitions from which the investment banks were receiving M&A advisory fees. When
the credit crunch hit, a large number of buyout-related bridge loans were fully drawn
down at a time when the capital markets were unable to provide take-out financing in
the form of high-yield bonds or long-term syndicated loans.

As a result, investment banks unexpectedly had to fund what turned out to be long-
term loans that tied up considerable bank capital and caused significant losses for the
banks as credit conditions deteriorated. As of the end of August 2007, it was estimated that
the nine largest investment banks held more than $250 billion of unwanted “hung” bridge
loans provided to private equity clients to fund their leveraged buyouts (see Table 10.4).
Note the following in relation to this table:

e Alarge volume of mega private equity deals in 2007 combined with an escalating credit
crisis starting in the second half of 2007 created a significant amount of hung bridge
loans stuck on banks’ balance sheets. By Q3 of 2007, there were an estimated $300
billion in outstanding bridge loans.

e Although not a lucrative business for banks, the intense competition for M&A and
financing fees from private equity clients persuaded most large banks to participate in
this lending practice.

e TIronically, although pressure from the private equity firms caused this predicament for
the banks, private equity firms were also among those that took advantage of lenders’
woes, by raising dedicated funds to purchase these loans at discounted prices from the
banks.

The Future of Investment Banking

Investment banking industry revenue tumbled during 2007 and 2008 due to weak financing
and M&A markets, reductions in leverage available to support proprietary trading, and mas-
sive write-offs from mortgage-related businesses, bridge loans, and SIV arrangements. Dur-
ing the first half of 2009, a partial recovery in the mergers and acquisitions and financing
markets bolstered revenue and provided a foundation for stabilizing the industry. Goldman
Sachs, JPMorgan and Morgan Stanley sit at the top of global investment banking revenue
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Table 10.4 LBO Bridge Loans
Hung Bridge Loans (Q3 07)

Company Estimated Outstanding “Hung Bridges”
Citigroup $51 billion
JPMorgan $41 billion
Goldman Sachs $32 billion
Deutsche Bank $27 billion
CreditSuisse $27 billion
Lehman Brothers $22 billion
Morgan Stanley $20 billion
Bank of America $18 billion
Merrill Lynch $16 billion

Dedicated Hung Bridge Funds

Fund Fund Size
Goldman Sachs Fund $1 billion
Lehman Brothers Special Situations $2 billion
Oaktree Fund $4 billion
TPG Credit Fund $1 billion
Apollo $1 billion
Blackstone $1 billion

Sources: Reuters Loan Pricing Corp.; Deponte, Kelly. “Hung Bridge” Funds, Probitas Partners,
Sep. 2007; company filings; author’s estimates.

rankings and they have momentum to maintain this lead. The other six largest global firms
should be able to maintain their competitive position overall, while boutique investment
banks may be able to make inroads in the M&A advisory market.

Equity, equity derivatives, FX, and prime brokerage businesses, which have been some-
what less affected by the credit crunch, should be able to perform well going forward.
Some businesses that have been more directly affected, such as securitization and credit
derivatives, will require portfolio adjustments and a strengthened talent base in order to
produce required returns in the future. The fixed-income business will need to become
less reliant on leverage in general and short-term financing in particular. Due to new reg-
ulations, investment banks can no longer rely on proprietary trading as a key source of
income. Instead, they will need to build a solid profit base in their core client investing
business and develop new sources of revenue.

Going forward, there will be reduced appetite for risk and leverage in the investment
banking industry. This may lead to lower returns on equity, unless firms can make tech-
nological progress in driving costs down, more fully capture share-of-wallet opportunities
with clients, and create new sources of revenue from products and services that have yet to
be developed. Historically, the industry has been remarkably resourceful in reinventing
itself and driving earnings through new products and services. In spite of tighter
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regulations, including greater control over balance sheets and compensation practices, as
the global economy improves, the industry should be able to continue creating value for
clients and good returns on invested capital.

International Investment Banking Issues and Opportunities

The career paths in investment banks outside the United States are generally similar to the
paths outlined in the previous sections. In both the United States and Europe, the best way
to secure an Analyst or Associate position is by completing a summer internship at an
investment bank (some banks even offer year-round off-cycle internships. In the United
States, most Analysts will be asked to leave the firm after two or three years to pursue an
MBA or other academic interests or to work elsewhere. However, in Europe it is much
more common for Analysts to be promoted to Associate (unless they have performed
poorly) without leaving the firm. Consequently, most Associates are former Analysts
and not MBAs.

A contributing factor in this practice is the fact that MBA degrees are generally not as
common in Europe as they are in the United States. Due to the “Bologna Process,” an edu-
cational reform plan of the European Union (EU), this is likely to change in the future. The
Bologna Process has already started to transform European universities in terms of
the degrees they award. The first standard degree now is a bachelor’s degree, as is the case
in the United States. Before this change, most European universities ran integrated pro-
grams in which students would study longer but leave universities with the equivalent of a
master’s degree. With this change in place, students will more commonly graduate with a
bachelor’s degree, start working, and then consider returning to school to obtain a master’s
degree from one of the rapidly developing MBA programs. As a result of this change at
European universities, career paths at European investment banks will become more
comparable to the career paths at U.S. investment banks.
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Overview of Hedge Funds

In the United States, the Securities and Exchange Commission (SEC) has stated that the
term hedge fund “has no precise legal or universally accepted definition.”' But most
market participants agree that hedge funds have the following characteristics: (1) almost
complete flexibility in relation to investments, including both long and short positions;
(2) ability to borrow money (and further increase leverage through derivatives) in an effort
to enhance returns; (3) minimal regulation; (4) somewhat illiquid since an investor’s
ability to get their money back is restricted through lock-up agreements (that may prevent
any liquidity during the first one or two years of a hedge fund’s life) and quarterly disburse-
ment limitations thereafter (subject to “gates” that may further limit disbursements);
(5) investors include only wealthy individuals and institutions such as university endow-
ments, pension funds, and other qualified institutional buyers (except for fund of fund
investments, which are available to a broader array of investors); and (6) fees that reward
managers for performance, as described in the following.

A typical fee structure for hedge funds includes both a management fee and a perfor-
mance fee, whereas a typical mutual fund does not require a performance fee, and has a
smaller management fee. Hedge fund management fees are usually around 2% of net asset
value (NAV) and performance fees are approximately 20% of the increase in the fund’s
NAV. This “2 and 20” fee structure is significantly higher than for most other money man-
agers, with the exception of private equity fund managers, who enjoy similarly high fees.

Hedge funds target “absolute returns,” which are investment returns that theoretically
don’t depend on the performance of broad markets and the economy, unlike the returns
associated with mutual funds. One of the historical claims made by hedge funds, which is
a subject of dispute following large losses by many firms during 2008, is that their returns
are “uncorrelated” with market returns for traditional investments such as stocks and
bonds. A lack of correlation is an attractive characteristic for investors who are attempting
to either lower risk in their investment portfolio while keeping returns unchanged or
increase returns in their portfolio without increasing risk.

This category of investment management started during 1949 when Alfred W. Jones
created a fund that utilized short selling of assets to hedge other assets that were pur-
chased to create an investment portfolio. His fund neutralized the effect of changes in
the general market by buying assets that were expected to increase in value and selling
short assets that were expected to fall in value. This created a hedge that was designed
to remove overall market risk. Others followed Jones in using hedging strategies within
an investment fund, creating the investment fund category called hedge funds.

“Implications of the Growth of Hedge Funds.” Staff Report to the United States Securities and Exchange
Commission, 2003.

Investment Banks, Hedge Funds, and Private Equity, Second Edition 219
© 2013 Elsevier Inc. All rights reserved.



220 CHAPTER 11 « OVERVIEW OF HEDGE FUNDS

However, many funds that don’t use hedging in their investment strategy are still called
hedge funds if they exhibit the characteristics described in the first paragraph. Most hedge
funds, in fact, are not hedged, as established by several academic studies on the subject.
For example, a 2001 study showed that broad hedge fund exposure to the S&P 500 (mea-
sured in one-month intervals) had a beta of 0.84 when adjusting for stale pricing (when
pricing does not accurately reflect current values) of assets held.” A study in 2009 using
more recent market data (and further adjusting for illiquidity) led to similar conclusions.
The aggregate hedge fund industry’s market exposure to the S&P 500 was a beta of 0.44.°

Hedge funds have been exempt from registration with securities regulators in the
United States and in many other countries based on the fact that they invite investment
from only sophisticated institutional investors and high-net-worth investors. In addition,
there are limitations in some cases on the total number of investors in a fund. As a result,
hedge funds have been exempt from regulations that govern leverage, the use of deriva-
tives, short selling, fees, reporting, and investor liquidity. Mutual funds, by contrast, are not
exempt from these regulations. This freedom from regulation enables hedge funds to par-
ticipate in a broad variety of investment strategies and allows them to change courses and
strategies opportunistically and rapidly, taking advantage of changing market circum-
stances. In the United States, legislative proposals provided that advisors to hedge funds
should register with the SEC under the Investment Company Act. Although many hedge
funds have resisted registration, over 1,900 hedge fund advisors have already voluntarily
registered with the SEC. However, the regulatory environment changed again as certain
provisions relating to hedge funds in the Dodd-Frank Wall Street Reform and Consumer
Protection Act became effective in July 2011.* These provisions eliminate exemptions to
register with the SEC, increase disclosure requirements, and impose recordkeeping by
investment advisers. See Chapter 14 for a discussion of how the Dodd-Frank Act relates
to hedge funds.

Leverage

Hedge funds frequently borrow (creating “leverage”) in order to increase the size of their
investment portfolio and increase returns (if asset values increase). For example, if a hedge
fund received $100 million from investors, the fund might purchase securities worth $400
million by borrowing $300 million from banks, using the $400 million of purchased secu-
rities as collateral against the $300 million loan. This is called a margin loan. Another form
of leverage used by hedge funds is created through repurchase agreements, where a hedge
fund agrees to sell a security to another party for a predetermined price and then buy the
security back at a higher price on a specified date in the future. In addition, leverage is

2Asness, C., R. Krail, and J. Liew. “Do Hedge Funds Hedge?” Journal of Portfolio Management. 28 (2001): 6-19.

3Connor, Gregory, Lisa Goldberg and Robert Korajczyk. Portfolio Risk Analysis. Princeton University Press,
2010.

“Sullivan & Cromwell LLP. “Effective Dates of the Principal Provisions of Dodd-Frank.” Firm website.
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EXHIBIT 11.1 HOW HEDGE FUND LEVERAGE WORKS

Hedge fund investor capital can be leveraged in several ways to enhance overall returns.

Direct forms of leverage

Bank borrowings Hedge funds can take out margin loans (buying securities on margin) from
banks. For example, assuming a 20% margin on security ABC, a hedge fund could buy $10 worth
of securities by paying only $2 up front and having the bank supply the remaining $8 in the form
of a loan. To protect its loan balance, the bank requires the hedge fund to deposit an agreed
amount of securities as collateral. If the market value of the ABC securities drops, the bank can
require additional collateral from the hedge fund (margin call) to further protect itself.
Repossession agreements (“repos”) Usually used by hedge funds to finance debt security
purchases, a repo transaction involves one party agreeing to sell a security to another party for a
given price and then buying it back later at a higher price.

Implicit forms of leverage
Short selling Short selling is the practice of selling securities borrowed from banks or other
counterparties. Funds raised from the sale of these borrowed securities are used to buy other
securities—a practice known as long/short trading.
Off-balance-sheet leverage through derivatives and structured products Derivatives include
options, swaps, and futures. Investors can gain much larger risk exposures to an asset class
through the use of derivatives than from buying the assets directly. Investments in the high-risk
portions of structured products such as collateralized debt obligations (CDOs) also provide
implicit leverage.

Through the first half of 2008, total hedge fund industry leverage was estimated to be three to
four times investor capital.

Source: Farrell, Diana, et al. “The New Power Brokers: How Oil, Asia, Hedge Funds and Private Equity Are
Shaping the Global Capital Markets.” McKinsey Global Institute, Oct. 2007.

provided by selling securities short and using the proceeds to purchase other securities
and through derivatives contracts that enable hedge funds to create exposure to an
asset without using as much capital as would be required by buying the asset directly
(see Exhibit 11.1).

When hedge funds borrow money, their losses, as well as their gains, are magnified. For
example, if a hedge fund receives $100 million from investors and then borrows $300 mil-
lion to make investments totaling $400 million, a 25% fall in the value of its $400 million
investment portfolio would result in a total loss of the investors’ capital if the hedge fund
closed down. If, alternatively, the investment portfolio increased by 25%, investors would
receive a 100% return on their investment, before subtracting management fees and
operating costs.

Hedge funds had over $1.9 trillion in investor capital at the end of 2007. When includ-
ing leverage obtained through debt and derivative positions, total hedge fundinvest-
able assets were $6.5 trillion, which is a 3.4x implied leverage ratio. This amount was
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FIGURE 11.1 Hedge fund leverage. Capital base and estimated leverage in positions, in $ trillions. Sources: Hedge
Fund Research, Inc., Credit Suisse, BlackRock.

slightly less than one-third of the total investments controlled by insurance companies
and slightly more than one-fourth of the investments held by pension funds. In the after-
math of the 2007-2008 credit crisis, however, hedge fund leverage decreased significantly
to just 2x investor capital by the first quarter of 2009 and remained at this level through
2010. Total investable assets decreased in the years 2009 and 2010 from the 2008 highs. In
2011, leverage increased again and total investable assets grew to $4.8 trillion (see
Figure 11.1).

Growth

Hedge funds have grown at a remarkable rate since 1990, from 530 funds with under
$39 billion in assets to more than 7,200 funds at the beginning of 2011 with more than
$2 trillion in assets (see Figures 11.2 through 11.5). This growth resulted from the following
developments:

1. Diversification. Investors were looking for portfolio diversification beyond “long-only”
investment funds. Hedge funds provided this portfolio diversification to investors
through exposure to a broader range of assets and risks.

2. Absolute returns. Investors found the absolute return focus of hedge funds appealing.
Most traditional investment funds try to beat market averages such as the S&P 500
Index, claiming excellent management skills if their fund outperforms the relevant
index. However, if the index return is negative, the outcome will be inferior to a
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Fund Research, Inc.
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hedge fund that achieves an absolute return (meaning a return greater than 0%).

Of course, notwithstanding the absolute return focus, some hedge funds have, in fact,
achieved negative returns.

. Increased institutional investing. After seeing several university endowments such as
Yale’s endowment achieve spectacular returns from investing up to 50% of their entire
portfolio in alternative assets such as hedge funds, private equity, real estate, and
commodities (achieving an average annual return of over 23% between 2001 and
2007), many large institutional investors such as pension funds and petrodollar
funds (as well as other university endowment funds) substantially increased their
exposure to hedge funds.

. Favorable market environment. This period was characterized by a very benign
market environment. Since hedge funds rely on leverage to augment returns, low
interest rates, the availability of credit, flexibility in credit terms, strong equity market
performance, and accommodating tax and regulatory conditions fueled the hedge
fund boom.

. Human capital growth. Some of the best financial and investing talent in the world
moved into the hedge fund arena. Hedge funds were able to draw talent from
investment banks and asset managers because of very high compensation and the
opportunity to be more independent. During 2006, 26 hedge fund managers earned
more than $130 million, including James Simons, founder of Renaissance
Technologies, who earned an estimated $1.5 billion. This amount was topped during
2007 and 2008, when John Paulson, President of Paulson & Co, was estimated to
have earned over $3.7 billion, after directing his firm to take bearish positions in
mortgage-backed securities. Paulson’s record was beaten in 2009, when David Tepper
of Appaloosa Management earned an estimated $4 billion investing in preferred shares
and bonds of big U.S. banks. Tepper correctly predicted that the government would not
permit these institutions to fail. That year, the top 25 highest-earning managers were
paid a collective $25.3 billion. In 2010, Paulson reclaimed the title of highest-paid
hedge fund manager, earning $4.9 billion, while the top 25 managers took home a
collective $22.07 billion. In 2011, one of the worst years for the industry, the top 40
highest-earning hedge fund managers earned a combined $13.2 billion, with the top 10
managers, led by Raymond Dalio of Bridgewater Associates, taking home more than
$200 million each.

. Financial innovation. Hedge funds’ ability to execute increasingly complex and
high-volume trading strategies has been made possible by product and technology
innovations in the financial market and by reductions in transaction costs. Electronic
trading platforms for futures and swaps and “direct market access” tools allowed hedge
funds to profitably trade a broad range of financial assets, while at the same time, more
effectively manage their risks.
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FIGURE 11.6 Share of high-net-worth individuals has fallen.

Composition of Investors

High net-worth individuals used to make up the largest share of hedge fund investors,
holding more than half of all hedge fund assets through 2000. While this investor class
has doubled in number and assets over the past decade, its share of all hedge fund assets
declined to 24% during 2010. Most other investor classes have grown at a faster pace dur-
ing this period: institutional investors such as pension funds, insurance companies,
endowments, and foundations now account for 45% of hedge fund assets (up from just
29% in 2000). High-net-worth individuals, family offices, and institutional investors also
invest in hedge funds through funds of funds, which accounted for 31% of hedge fund
assets during 2010 (almost double their 2000 share of 17%). See Figure 11.6.

Industry Concentration

The hedge fund industry is dominated by the largest participants. The ten largest
hedge funds as of October 31, 2011, are listed in Table 11.1. At the beginning of 2011,
the largest hedge funds (5.2% of all firms) controlled 62% of all hedge fund assets (see
Figure 11.7).



Performance 227

Table 11.1 Top 10 Hedge Funds by Assets under Management

Firm Region AUM ($ bn)
Bridgewater Associates United States $77.6
Man Group Europe 64.5
JP Morgan Asset Management United States 46.6
Brevan Howard Asset Management Europe 36.6
Och-Ziff Capital Management Group United States 28.5
Paulson & Co. United States 28.0
BlackRock Advisors? United States 27.7
Winton Capital Management? Europe 27.0
Highbridge Capital Management United States 26.1
BlueCrest Capital Management Europe 25.0
Baupost Group United States 23.0

Note 1: Figures are as of October 31, 2011 or are based on the latest available numbers.
Note 2: Tied for seventh place.
Source: The World's Richest 100 Hedge Funds, Bloomberg.

By Number of Firms By Firm AUM Size
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= $500 Million to $1 Billion = $1 to $5 Billion > $5 Billion

5.2% of all hedge funds manage 62.3% of total industry assets

FIGURE 11.7 Distribution of hedge fund industry assets in Q1 of 2011. Hedge fund assets are highly concentrated.
Source: Hedge Fund Research, Inc.

Performance

The average annual returns (after fees are deducted) by hedge funds between 1996 and
2006 was only slightly higher than broad equity market returns during this period. For
example, Hedge Fund Research’'s HFRI Fund Weighted Composite Index (HFR index)
showed average annual returns during this period of 10.6%, compared to an average
annual return for the MSCI-World Equity Index (MSCI index) of 8.1% over the same
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period. However, the standard deviation of returns in the HFR index was lower: 2.1% for
the HFR index compared to 4.2% for the MSCI index.” During 2007 and 2008 (a period of
significant market dislocation), the average annual return for the HFR index was —5%,
compared to —20% for the MSCI index. From 2002 to 2008, median returns of top-
performing hedge funds were significantly higher than industry-wide returns: The top
deciles of hedge funds outperformed the HFR Fund Weighted Composite Index by an
average of 45.8%. As aresult, the average hedge fund slightly outperforms the broad equity
market in a normal market environment (and with lower risk), but substantially out-
performs during unstable markets. For those investors that have money invested in the
top-performing hedge funds, overall returns are substantially better than average hedge
fund returns.

Unfortunately, because hedge funds are not required to follow any prescribed reporting
protocol by regulators, hedge fund databases have a number of biases than can skew
returns. One example is survivorship bias: Some funds are dropped from the database
when they are liquidated or fail. Another is backfill bias: When new funds are added to
the database they may only report positive past returns. If these biases are excluded, hedge
fund returns may be lower. For example, it has been determined that when excluding
biases during a survey period of January 1995 through April 2006, the compound annual
returns of hedge funds was 9% (net of fees), compared to the S&P 500 return of 11.6%
during the same period.® However, during this period, it was also found that hedge
funds created “alpha” returns (returns that are uncorrelated with the broad market) of
3% p.a. This means that hedge funds provided beneficial diversification, excluding
biases, even though they underperformed the S&P 500 during the survey period. During
the financial crisis that started in mid-2007, the correlations between hedge fund
returns and the returns of broad-based equity indexes increased, reducing the diver-
sification benefit seen in previous years that were not characterized by extreme market
events.

Average hedge fund returns have been positive during every year except 1998 and 2008
over the period 1995-2008. Their overall performance has been especially strong during
bull markets (see Figure 11.8). When comparing risk-adjusted returns over the period
of 1990 to 2008, hedge fund strategies have garnered higher average annual returns than
both all-equities and all-bonds portfolios (see Figure 11.9). In addition, data from the 2001
to 2007 period show returns from top-quartile hedge funds are significantly higher than
returns generated from U.S. equities and bonds (see Figure 11.10). As the hedge fund
industry continues to mature, increasing amounts of data will become available to assess
the industry’s performance. A number of academic papers in recent years have begun to
analyze hedge fund returns and whether they really deliver alpha. See Exhibit 11.2 for a
summary of these findings.

SFerguson, Roger, and David Laster. “Hedge Funds and Systemic Risk.” Banque de France Financial Stability
Review, 2006.

SIbbotson, Roger, and Peng Chen. “The A,B,Cs of Hedge Funds: Alphas, Betas and Costs.” 2006.
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FIGURE 11.8 Monthly hedge fund returns, 1992 through 2012. Hedge fund returns are especially strong in bull
markets. This is an HFRI Fund weighted composite index. Source: Bloomberg L.P.
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FIGURE 11.9 Risk versus return for hedge fund strategies compared to equities, bonds, and commodities, 1990
through 2010. Since 1990, hedge fund strategies have outperformed both bonds and equities (even accounting for
risk). Sources: Credit Suisse, Bloomberg L.P.
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EXHIBIT 11.2 ACADEMIC RESEARCH ON HEDGE FUND PERFORMANCE

Due to limitations in the availability of hedge fund performance data, a clear assessment of
industry performance is difficult to obtain. However, based on what is available through the
small but growing number of academic papers on hedge funds, a number of observations
can be made:

* Hedge funds in aggregate have slightly outperformed the public equities market.
Top-quartile hedge funds significantly outperform equities.

* Hedge funds in aggregate are slightly less volatile than the public equities market.

* Absolute returns (“alpha,” or returns uncorrelated with the broader market) have been more

elusive:

For many hedge fund strategies, over 70% of returns reflect returns of common market
indices.
Funds of funds delivered no alpha.?
3% of annual hedge fund returns can be attributed to alpha.?
Top-quartile hedge funds are able to achieve outsized alphas (as high as 15% annually),
based on data from a period of a few years.*

These findings suggest that investing in market indices can be a reasonable and less expensive
alternative to expensive hedge funds (with the exception of top-performing hedge funds).

It is important to note that there are limitations to these observations as imperfect data can
create a number of biases:

¢ Selection bias: Participation in hedge fund databases is voluntary.

¢ Survivorship bias: Unsuccessful funds that have folded are not included in most hedge fund
databases.

* Backfill bias: Once a hedge fund registers with a database, returns from years prior to
registration are provided and incorporated into the database as well. Funds are typically
included in databases after they have accumulated a good performance track record.

¢ Liquidation bias: Returns are no longer reported before a fund enters into final liquidation.
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EXHIBIT 11.2—CONT'D

Although it is difficult to aggregate the effect of all of these biases, by some estimates, just
survivorship and backfill bias together can inflate industry returns by as much as 4%.”

Note 1: Hasanhodzic, Jasmina, and and Andrew W. Lo, “Can hedge-fund returns be replicated?: The linear
case.” Journal of Investment Management, Q2 2007, Vol. 5, No. 2.

Note 2: Fung, William, et al. “Hedge funds: Performance, risk, and capital formation.” AFA 2007 Chicago
Meetings paper, 19 Jul. 2006.

Note 3: Ibbotson, Roger G., and Peng Chen. “The A,B,Cs of hedge funds: Alphas, betas and costs.” Yale ICF
working paper, Sep. 2006.

Note 4: Kosowski, Robert, et al. “Do hedge funds deliver alpha? A Bayesian and bootstrap analysis.” Journal of
Financial Economics, Vol. 84, No. 1, Apr. 2007, pp. 229-64.

Note 5: Fung, William, and David Hsieh. “Hedge funds: An industry in its adolescence.” Federal Reserve Bank
of Atlanta, Economic Review, Q4 2006, Vol. 91, No. 4.

Source: Farrell, Diana, et al. “The New Power Brokers: How Oil, Asia, Hedge Funds and Private Equity Are
Shaping the Global Capital Markets.” McKinsey Global Institute Oct. 2007.

Slowdown during 2008

During 2008, an unprecedented decline in global equity and credit markets caused many
financial assets, including convertible bonds and bank debt, to fall out of favor and
become dislocated in either price or liquidity (or both). A growing uncertainty about
the stability of the global financial sector caused counterparties (including prime brokers)
to reevaluate the amount and terms of credit they extended to hedge funds, resulting in a
broad-scale reduction in leverage and subsequent liquidations of many hedge fund
portfolios during September and October. An unprecedented number of requests from
investors for withdrawals during the third and fourth quarters of 2008 resulted from their
own sudden liquidity needs, which forced many hedge funds to liquidate out-of-favor
positions and portfolios into already dislocated markets, exacerbating security mis-
pricings and subsequently causing further erosion to already poor fund performance
results.

The Credit Suisse/Tremont Hedge Fund Index was down 19.1% in 2008, making it the
worst year ever for hedge funds. However, this decline compared favorably with
the 38.5% decline in the S&P 500 Index over the same period. Therefore, although
2008 was a bad year for hedge funds, as a group, they outperformed the S&P 500 Index
by more than 19%. Refer to Figure 11.11 for a performance comparison. Because of sig-
nificant losses in 2008, more than 900 hedge funds closed, reducing the total number
of hedge funds by year-end 2008 to 9,176 (including fund of funds) and assets under
management to $1.4 trillion (down by over $500 billion from a peak of over $1.9 trillion,
recorded during mid-2008). During the fourth quarter of 2008, hedge funds saw $152
billion in redemptions. Both poor- and well-performing funds experienced net asset
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FIGURE 11.11 Comparison of hedge fund returns to the S&P 500 Index’s returns, 2006 through 2011. This figure shows
the Dow Jones Credit Suisse Hedge Fund Index versus S&P 500 Index annualized returns. Source: Bloomberg L.P.

outflows as investors looked to raise cash from all possible sources. Investors in funds
that were experiencing liquidity problems were unable to withdraw money from those
funds and they turned to other funds with “friendly” gate policies as a source for liquid-
ity. This meant that even strong performers, such as Caxton Associates, which saw its
largest fund gain 13%, but overall assets drop by 27% in 2008, were not completely
immune to the outflow. See Exhibit 11.3 for a discussion of the travails of the hedge fund
market during 2008.

During 2009, hedge funds began to recover some of the losses they experienced in
2008 and industry average returns were 9.5% at the end of June (compared to flat per-
formance during this period by the S&P 500 index). Almost all major fund strategies were
up for the six-month period, with some of the worst-performing strategies in 2008 exhibit-
ing strong recoveries. For example, emerging markets, down by 37% in 2008, were up 20%
at the end of June 2009. Similarly, convertible arbitrage, down more than 33% in 2008, was
up 29% during the first half of 2009. See Chapter 15 for additional discussion of hedge fund
performance.

During the second quarter of 2009, hedge fund assets increased for the first time since
the industry’s peak in mid-2008. The increase was driven entirely by investment gains, as
investors redeemed $43 billion during the quarter. Industry assets increased modestly
from $1.41 trillion on December 31, 2008, to $1.43 trillion on June, 30, 2008. Fund closings
and consolidations continued in 2009, however. The estimated total number of hedge
funds (including funds of funds) decreased during both first and second quarter 2009,
to reach 8,923 funds by the end of June.
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EXHIBIT 11.3 TRAVAILS OF THE HEDGE FUND MARKET IN 2008

Hedge funds are supposed to thrive in rough markets. Not in 2008. A historic decline in stocks,
and troubles in almost every part of the bond market, dealt hedge funds their worst year on
record. By the end of the year, investors were scrambling to get out, bringing an end to years of
industry growth and creating uncertainty about the future of major components of the business.
Part of the reason for investor redemptions from hedge funds was the desire to find cash to place
directly into equity investments when equity allocation benchmarks were breached as the equity
market tumbled.

Through December 2008, hedge funds globally lost 19% on average, according to Hedge
Fund Research, a Chicago firm that tracks the industry. Although that’s better than the 38.5%
loss on Standard & Poor’s 500-stock index (including dividends) over the same period, it’s
far from the gains most funds posted for more than a decade. Long-short funds, the biggest
hedge fund category, were down 27% on average. Funds that invest in emerging markets
dropped 37%.

Fund managers and their investors tried to figure out what went wrong. One conclusion: Too
many funds bought the same assets. As markets fell in September and October, and hedge funds
came under pressure, many moved to sell investments, sending prices even lower and causing
losses for other funds that hadn’t yet sold. Part of the reason that hedge funds had to sell a portion
of their portfolio was that some institutions had to redeem hedge fund investments in an effort to
raise cash to invest directly in equities when the equity market decline caused minimum equity
allocation benchmarks to be breached, triggering a need to make additional direct equity
investments.

Stocks favored by hedge funds performed even worse than the overall market, according
to data from Goldman Sachs. An index of 50 stocks “that matter most” to hedge funds lost
nearly 45%, including dividends, compared with a loss of 38.5% on the S&P 500.

One problem for many hedge funds was the amount they held in hard-to-trade assets, such as
loans, real-estate holdings, and stakes in small, private companies. These illiquid investments at
one time accounted for 20% of some fund portfolios, estimated to total about $400 billion. As
financial markets came under pressure, it became harder to get out of these investments, or even
to value them accurately.

Another problem for the industry was the fallout from December 2008’s arrest of
Bernard Madoff for a multibillion-dollar Ponzi scheme. While Madoff wasn’t a hedge-fund
manager, his business of overseeing private accounts for wealthy individuals in tight-knit
social circles from Palm Beach to Long Island, as well as for charities and private-banking
clients all across Europe, rattled investor trust in private-investment managers in general.

The scandal also tainted funds of funds, the professional investment firms that raise money
from clients to invest in a portfolio of other investment funds. Several such firms channeled
billions of dollars to Madoff through feeder funds, raising questions about how much due
diligence those firms performed and whether clients’ investments are as diversified and safe as
they should be.

Source: Zuckerman, Gregory, and Jenny Strasburg. “For Many Hedge Funds, No Escape.” Wall Street Journal,
2 Jan. 2009.
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Market Liquidity and Efficiency

Hedge funds have a significant impact on global capital markets. Because they actively
trade securities, hedge funds account for a large portion of trading in many of the largest
equity and debt markets (see Figure 11.12). For example, hedge funds represent about 15%
of all stock trades on NYSE Euronext and on the LSE. For debt securities, it is estimated
that they represent 90% of distressed debt trading, 20% of U.S. government bond trading,
and 25% of high-yield bond trading. In plain vanilla credit derivatives, hedge funds may
represent 55% of all trading volume.

Hedge fund trading has significantly increased liquidity in markets around the world
and increased financial options for institutional investors, corporations, governments,
and individuals. This has led to many new hedging vehicles that are designed to reduce
investment risk. Active trading by hedge funds has also created greater price discovery
in financial markets, which has led to a reduction in pricing inefficiencies.

Hedge funds have significantly augmented the growth of credit derivatives, which had
swelled to more than $60 trillion in notional amount during 2007 (but then dropped down
to $39 trillion at the end of 2008 as a result of the credit crisis). According to the McKinsey
Global Institute, hedge funds were responsible for over one-third of contracts sold through
2006, having delivered approximately $6.4 trillion in notional credit protection ($800 bil-
lion on a net basis). In addition, hedge funds have been large buyers of asset-backed secu-
rities (ABS) and collateralized debt obligations (CDO) created from ABS. As a result of this
activity, banks were able to originate more loans and take credit risks off their own balance
sheet. This, in turn, enabled both consumers and companies to access new sources of cap-
ital. Although this has had many positive benefits, the expanded access to capital is also,
unfortunately, one of the causes of the financial crisis that started during mid-2007
because too many mortgages were originated for individuals who should not have
qualified to receive credit.

Hedge funds have provided many loans to private equity funds in support of their
leveraged buyout activity. S&P estimates that hedge funds committed over $70 billion

Cash Equity on NYSE and LSE | 15
U.S. government bonds [ 20
High-yield bonds [N 25
Credit Derivatives—plain vanilla s 55
Credit Derivatives—structured e 66
Emerging market bonds [N 27
Distressed debt I 90
Leveraged loans [ 52

FIGURE 11.12 The estimated share of trading volume of hedge funds, in percent. Source: Greenwich Associates, Tabb
Group.
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in leveraged loans to private equity firm portfolio companies and below-investment
grade companies during 2006, which represented approximately 13% of all such loans
during that year.

Financial Innovation

Hedge funds have been significant users of new products developed by investment banks
and others that allow exposure to different asset classes more efficiently, at a lower cost
and with less transparency. This has given rise to an increase in quantitative trading
activities (using computers to analyze anomalous financial prices and then engaging
in automated trading to exploit the anomalies) and more robust arbitrage trading
activity (investing in two related financial instruments in an effort to exploit price ineffi-
ciencies). The newly created financial products are available on exchanges and in the
over-the-counter (OTC) market. These products have given hedge funds the opportunity
to acquire consumer loans, mortgages, and credit card debt that were previously only held
by banks.

New products also include total return swaps, credit default swaps, and other synthetic
products that create exposures to asset classes that were previously not accessible to
hedge funds, as well as hedging vehicles that promote expansion of risk taking. In addi-
tion, hedge funds have been the beneficiaries of significant improvement in reporting and
risk management systems, which has enabled them to engage in ever more complex and
robust trading activities. However, the complexities of many of these products have also
led to some unanticipated risks, resulting in increased concerns among regulators and
practitioners of the possibility for enhanced losses (some of which have already occurred).
There is substantial disagreement about whether the benefits of this innovation have been
outweighed by the systemic and individual risks they have created (see Chapter 14).

llliquid Investments

Hedge funds have historically limited their participation in illiquid investments, prefer-
ring to match their investment horizon to the typical one-year lock-up periods that their
investors agree to. However, many hedge funds have increasingly invested in illiquid
assets in an effort to augment returns. For example, they have invested in private invest-
ments in public equity (PIPEs), acquiring large minority holdings in public companies.
Their purchases of CDOs and CLOs (collateralized loan obligations) are also somewhat
illiquid, since these fixed income securities are difficult to price and there is a limited sec-
ondary market during times of crisis. In addition, hedge funds have participated in loans
(Och-Ziff provided a large loan to finance the takeover of Manchester United, one of the
world’s most popular football/soccer teams), and invested in physical assets (purchasing
Indonesian oil rigs). Sometimes, investments that were intended to be held for less than
one year have become long-term, illiquid assets when the assets depreciated and hedge
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funds decided to continue holding the assets until values recovered, rather than selling at a
loss (see the discussion of side pockets in the next section). It is estimated that more than
20% of total assets under management by hedge funds are illiquid, hard-to-price assets.
This makes hedge fund asset valuation difficult, and has created a mismatch between
hedge fund assets and liabilities, giving rise to significant problems when investors
attempt to withdraw their cash at the end of lock-up periods.

Lock-Ups, Gates, and Side Pockets

Hedge funds generally focus their investment strategies on financial assets that are liquid
and able to be readily priced based on reported prices in the market for those assets or by
reference to comparable assets that have a discernible price. Since most of these assets
can be valued and sold over a short period of time to generate cash, hedge funds permit
investors to invest in or withdraw money from the fund at regular intervals and managers
receive performance fees based on quarterly mark-to-market valuations. However, in
order to match up maturities of assets and liabilities for each investment strategy, most
hedge funds have the ability to prevent invested capital from being withdrawn during cer-
tain periods of time. They achieve this though “lock-up” and “gate” provisions that are
included in investment agreements with their investors.

A lock-up provision provides that during an initial investment period of, typically, one
to two years, an investor is not allowed to withdraw any money from the fund. Generally,
the lock-up period is a function of the investment strategy that is being pursued.
Sometimes, lock-up periods are modified for specific investors through the use of a side
letter agreement. However, this can become problematic because of the resulting different
effective lock-up periods that apply to different investors who invest at the same time
in the same fund. Also, this can trigger “most favored nations” provisions in other investor
agreements.

A gate is a restriction that limits the amount of withdrawals during a quarterly or semi-
annual redemption period after the lock-up period expires. Typically gates are percentages
of a fund’s capital that can be withdrawn on a scheduled redemption date. A gate of 10 to
20% is common. A gate provision allows the hedge fund to increase exposure to illiquid
assets without facing a liquidity crisis. In addition, it offers some protection to investors
that do not attempt to withdraw funds because if withdrawals are too high, assets might
have to be sold by the hedge fund at disadvantageous prices, causing a potential reduction
in investment returns for remaining investors. During 2008 and 2009, as many hedge fund
investors attempted to withdraw money based on poor returns and concerns about the
financial crisis, there was considerable frustration and some litigation directed at hedge
fund gate provisions.

Hedge funds sometimes use a “side pocket” account to house comparatively illiquid
or hard-to-value assets. Once an asset is designated for inclusion in a side pocket,
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new investors don’t participate in the returns from this asset. When existing investors
withdraw money from the hedge fund, they remain as investors in the side pocket asset
until it either is sold or becomes liquid through a monetization event such as an IPO.
Management fees are typically charged on side pocket assets based on their cost, rather
than a mark-to-market value of the asset. Incentive fees are charged based on realized
proceeds when the asset is sold. Usually, there is no requirement to force the sale of side
pocket investments by a specific date. Sometimes, investors accuse hedge funds of putting
distressed assets that were intended to be sold during a one-year horizon into a side
pocket account to avoid dragging down the returns of the overall fund. Investors
are concerned about unexpected illiquidity arising from a side pocket and the poten-
tial for even greater losses if a distressed asset that has been placed there continues to
decline in value.

Fund managers sometimes use even more drastic options to limit withdrawals, such as
suspending all redemption rights (but only in the most dire circumstances).

Comparison with Private Equity Funds and Mutual Funds

Hedge funds are similar to private equity funds in a number of ways. They are both pri-
vate pools of capital that pay high management fees and high performance fees based on
the fund’s profits (2 and 20) and both are lightly regulated. However, hedge funds gen-
erally invest in relatively liquid assets, purchasing minority positions in company stocks
and bonds and in many other assets (taking both long and short positions for many
investments). Private equity funds, by contrast, typically purchase entire companies,
creating a less liquid investment that is often held for three to seven years. Although
there is an intention to create liquidity after this period, since exit events often include
an IPO, where only a portion of the investment is sold, or an M&A sale, where the
consideration could be in shares of another company rather than cash, liquidity is
not assured even then.

Hedge funds are pools of investment capital, as are mutual funds. However, the sim-
ilarity stops there. Mutual funds must price assets daily and offer daily liquidity, compared
to the typical quarterly disclosure of asset values to hedge fund investors and liquidity
that is subject to certain limitations, as described in the previous section. In the United
States, hedge funds are limited to soliciting investments only from accredited investors,
but mutual funds have no such limitation. Mutual funds are heavily regulated in the
United States by the SEC, while hedge fund regulation, although subject to change (see
Chapter 14), is limited. The hedge fund fee structure is also significantly different: Mutual
funds usually receive management fees that are substantially lower than fees paid to
hedge funds, and mutual funds generally do not receive the performance fees that hedge
funds receive. While mutual funds typically do not use leverage to support their invest-
ments, leverage is a hallmark of hedge funds. Finally, hedge funds engage in a much
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broader array of trading strategies, creating both long and short investment posi-
tions, utilizing derivatives and many other sophisticated financial products to create
the exposures that they want. Mutual funds generally have less investment flexibility
and, unlike hedge funds, are required to distribute a significant portion of their income.
Recently, a small number of mutual funds introduced performance-based fees and some
mutual funds are pursuing more aggressive, flexible trading strategies in an effort to keep
investors from defecting to hedge funds.

High-Water Marks and Hurdle Rates

A high-water mark relates to payment of performance fees. Hedge fund managers typi-
cally receive performance fees only when the value of the fund exceeds the highest net
asset value it has previously achieved. For example, if a fund is launched with a net asset
value (NAV) of $100 per share and NAV was $120 at the end of the first year, assuming a
20% performance fee, the hedge fund would receive a performance fee of $4 per share. If,
however, at the end of the second year, NAV dropped to $115, no performance fee would
be payable. If, at the end of the third year, NAV was $130, the performance fee would be $2
instead of $3, because of the high-water mark—that s, ($130 — $120) x 0.2. Sometimes, ifa
high-water mark is perceived to be unattainable, a hedge fund may be motivated to close
down. See Chapter 15 for more discussion of high-water marks. In addition, some hedge
funds agree to a hurdle rate whereby the fund receives a performance fee only if the fund’s
annual return exceeds a benchmark rate, such as a predetermined fixed percentage, or a
rate determined by the market, such as LIBOR or a T-bill yield.

Public Offerings

In Europe, Man Group PLC launched the first ever hedge fund IPO in 1994. On February 9,
2007, Fortress Investment Group (FIG), which is an alternative asset manager that
includes hedge fund, private equity, and real estate investment businesses, launched
an IPO in the United States at a price of $18.50. Their shares closed on the first trading
day at $31, which reflected a price that was 40 times the previous year’s earnings per share.
This contrasted with Goldman Sachs’ price/earnings ratio of 11 times and Legg Mason, a
mutual fund, which had a price/earnings ratio of 24 times. FIG’s very high price/earnings
ratio prompted other U.S. hedge funds and private equity funds to consider an IPO. In
June 2007, GLG Partners, a large European hedge fund, launched an IPO in the United
States, raising $3.4 billion. Och-Ziff, one of the largest U.S. hedge funds, launched an
IPO on November 12, 2007, at a price of $32. All of the hedge fund IPOs offered a stake
in a management company, and the offerings were organized through a master limited
partnership that gave public investors limited say in the firm’s governance. Citadel was
the first U.S. hedge fund to file a registration statement with the SEC to enable a public
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bond offering. In December 2007, they sold a $500 million bond to institutional investors.
Several other hedge funds and private equity funds considered, but aborted, U.S. IPO
initiatives during 2007 and 2008 (including KKR and Apollo) after seeing the share price
of Fortress and Och-Ziff fall precipitously and underperform the broader market as the
market turned negative during those years (see Figures 11.13 and 11.14).
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FIGURE 11.13 Fortress Investment Group (NYSE: FIG) versus the S&P 500 Index, February 9, 2007 (IPO date), through
December 31, 2011. Source: Commodity Systems Inc.
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In July 2009, as the markets stabilized and as the firm returned to profitability, KKR
resumed its attempt to go public by announcing plans to merge with its European
affiliate, KKR Private Equity Investors (K.PE.), which was already listed on Euronext
Amsterdam. Subsequently, KKR moved its listing to the NYSE, making the firm a U.S. pub-
lic company.

Fund of Funds

A “fund of funds” is an investment fund that invests in a portfolio of other investment
funds, rather than investing directly. A fund of hedge funds attempts to provide a broad
exposure to the hedge fund industry and risk diversification. They typically charge a man-
agement fee of 1 to 1.5% of AUM and also receive performance fees that range from 10
to 20%. As a result, if a fund of funds invests in a dozen hedge funds that charge “2 and
20” fees on average, total management and performance fees paid by fund of fund inves-
tors can be about 3.25% and 35%, respectively. For some investors, these fees outweigh the
benefits of investing in hedge funds. However, many investors who may not qualify
to invest in hedge funds because they have insufficient capital to invest, or are not recog-
nized as qualified investors in the United States by the SEC, will invest in a fund of funds
as the only vehicle through which they can invest in hedge funds. In addition, since
many funds of funds have investments in 10 or more different hedge funds, they provide
more diversification than some investors might achieve directly due to limited amounts
of investible capital.

Some high-net-worth and institutional investors will channel money through a fund of
funds because they value the “due diligence” process by which funds of funds weed out
poor hedge fund managers. However, there are many recent examples of inadequate due
diligence, where funds of funds have performed at or worse than hedge fund indexes,
based on poor investment decisions that reflect inadequate investigation of hedge fund
practices and investment strategies. For example, many investors were distraught when
they were told that their fund of funds at Goldman Sachs and Man Group had invested
in Amaranth Advisors, a hedge fund that declared bankruptcy in 2006. Another example
is the Madoff Ponzi scheme: during December 2008, a number of funds of funds acknowl-
edged that they invested in Bernard Madoff’s funds, which resulted in overall investor
losses of multiple billions of dollars. Even though Madoff’s funds were not considered
hedge funds, hedge funds were nonetheless tainted by this disaster. Allegations of poor
due diligence by funds of funds have created more intense scrutiny of the investigation
practices of these funds (see Exhibit 11.4).

Some hedge funds welcome fund of funds investments because it gives them a new
source of cash and the investment amount is typically large. Other hedge funds limit fund
of funds investment because they worry that funds of funds take a short-term view and are
quick to withdraw money if performance declines.
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EXHIBIT 11.4 WHY USE A FUND OF FUNDS FIRM?

* Diversification and access
Immediate diversification with relatively modest capital investment
Access to certain managers who might otherwise be closed for investment
e Value-added investment process
Fundamental knowledge of many different investment strategies
Network of industry relationships assists in filtering manager universe
Staffing resources and expertise necessary for manager due diligence and monitoring
Understanding of quantitative and qualitative portfolio construction issues
Dynamic process that requires constant attention
e Operational efficiencies
Legal due diligence and document negotiation
Consolidated accounting, performance, and financial reporting
Cash flow management

Source: Grosvenor Capital Management.

The fund of funds industry is dominated by European firms such as the fund of funds
arms of Man Group, UBS, HSBC, Société Générale, Credit Suisse, and Julius Baer. In the
United States, Permal (controlled by Legg Mason) and Chicago-based Grosvenor are
among the largest. At the end of 2010, funds of funds represented approximately 31%
of all investments in hedge funds (refer to Figure 11.6). See Chapter 15 for additional dis-
cussion of funds of funds.
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Hedge Fund Investment Strategies

The material in this chapter should be cross-referenced with this case: Kmart, Sears, and
ESL: How a Hedge Fund Became One of the World’s Largest Retailers.

Hedge funds employ dynamic investment strategies designed to find unique opportuni-
ties in the market and then actively trade their portfolio investments (both long and short) in
an effort to maintain high and diversified absolute returns (often using leverage to enhance
returns). By contrast, most mutual funds only take long positions in securities and are less
active in trading their portfolio investments (usually without leverage) as they attempt to cre-
ate returns that track (and ideally outperform) the market. Some hedge funds attempt to
exploit price anomalies in the market by, for example, taking advantage of a pricing mismatch
between two related bonds. Other funds use computer models to identify anomalous rela-
tionships between different equity securities. There are also hedge funds that simply make
unhedged directional bets on market movements, after analyzing macroeconomic funda-
mentals. In addition, some hedge funds use extensive bottom-up research and analysis to
pick stocks or bonds that show appreciation potential. Regardless of their strategy, most
hedge funds are much more active traders, compared to mutual funds. As a result, hedge
funds account for a significant share of all financial asset trading activity worldwide.

There are four broad groups of hedge fund strategies: arbitrage, event-driven, equity-
based, and macro. The first two groups in many cases attempt to achieve returns that are
uncorrelated with general market movements. Managers of these strategies try to find price
discrepancies between related securities, using derivatives and active trading based on com-
puter-driven models and extensive research. The second two groups are impacted by move-
ments in the market, and they require intelligent anticipation of price movements in stocks,
bonds, foreign exchange, and physical commodities based on extensive research and model
building. A summary of the four broad groups of hedge fund strategies is found in Table 12.1.

Hedge fund strategies have become more diversified in order to reduce investment risk.
For example, in 1990, macro investments by hedge funds comprised 39% of all hedge fund
assets. By 2008, this strategy comprised only 20% of hedge fund assets. During the same
period of time, arbitrage and event-driven strategies combined grew from 24% to 48% of
all hedge fund assets (see Figure 12.1).

Equity-Based Strategies
Equity Long/Short

A hedge fund manager who focuses on equity long/short investing starts with a
fundamental analysis of individual companies, combined with research on risks and oppor-
tunities particular to a company’s industry, country of incorporation, competitors, and the
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Table 12.1 Four Major Categories of Hedge Fund Strategies
Subcategory Description

Arbitrage  Fixed income-based  Exploits pricing inefficiencies in fixed income markets, combining long/short
arbitrage positions of various fixed-income securities
Convertible Purchases convertible bonds and hedges equity risk by selling short the underlying
arbitrage common stock
Relative value Exploits pricing inefficiencies across asset classes, for example, pairs trading,
arbitrage dividend arbitrage, yield curve trades

Event-
Driven

Equity-
Based

Macro

Distressed securities
Merger arbitrage
Activism

Equity long/short
Equity nonhedge
Global macro

Emerging markets

Invests in companies in a distressed situation (e.g., bankruptcies, restructuring),
and/or shorts companies expected to experience distress

Generates returns by going long on the target and shorting the stock of the
acquiring company

Seeks to obtain representation on a company’s board of directors in order to shape
company policy and strategic direction

Consists of a core holding of particular equity securities, hedged with short sales of
stocks to minimize overall market exposure

Commonly known as “stock picking,”; that is, invests long in particular equity
securities

Leveraged bets on anticipated price movements of stock markets, interest rates,
foreign exchange, and physical commodities

Invests a major share of portfolio in securities of companies or the sovereign debt of
developing or “emerging” countries; investments are primarily long

Sources: McKinsey Global Institute; Hedge Fund Research, Inc.; David Stowell.

20%
39%
32% Macro
Equity-Based
37% Event-Driven
24%
RelativeValue'
10%
24%
14%
1990 2008

Note 1: Hedge Fund Research’s “Relative Value” classification is comparable to the “Arbitrage” classification used in
the book.

FIGURE 12.1 Hedge fund strategies have become more diversified. Source: Hedge Fund Research, Inc.
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overall macroeconomic environment in which the company operates. Managers consider
ways to reduce volatility by either diversifying or hedging positions across industries and
regions and hedging undiversifiable market risk. However, the overall risk in this strategy
is determined by whether a manager is attempting to prioritize returns (by having more con-
centration and leverage) or lower risk (by creating lower volatility through diversification,
lower leverage, and hedging). The core rationale of a long/short strategy is to shift
principal risk from market risk to manager risk, which requires skilled stock selection to
generate alpha. To do this, a manager concurrently buys and sells similar securities in an
attempt to exploit relative mispricings, while decreasing market risk. An overview of a
long/short strategy is found in Exhibit 12.1 and Figures 12.2 and 12.3.

EXHIBIT 12.1 LONG AND SHORT STRATEGY OVERVIEW

Strategy Overview

* Definition: strategy by which manager concurrently buys and sells similar securities or
indexes in an attempt to exploit relative mispricings, while neutralizing a risk common in
those securities

* Examples: equities (long JPMorgan Chase, short Citigroup); yield curve (short 2-yr Treasuries,
long 10-yr Treasuries); CDOs (long equity tranche, short mezzanine tranche).

* Direction: can be neutral, net long, or net short

* Rationale: shifts principal risk from market risk to manager risk based on premise that skilled
stock selection generates alpha

See Figure 12.2.

Long/Short Strategy Return Sources and Costs
Return Sources
* Performance
Alpha on long position plus alpha on short position
* Interest rebate
Short sale proceeds invested by prime broker in short-term securities
Rebate = interest on short sale proceeds — prime broker lender fee and expenses
Rebate is usually = 75-90% of interest on short sale proceeds
* Liquidity buffer interest
Liquidity buffer posted to pay for daily mark-to-market adjustments and to pay dividends
to stock lenders (arranged by prime brokers)
Liquidity buffer earns short-term interest
Costs
* Share borrow costs
e Margin costs on short position
¢ Transaction costs

See Figure 12.3.
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Nonhedged Equity

This strategy is common to hedge funds, mutual funds, and other investors. There is usu-
ally no hedge involved and investments are long only (not short). This stock-picking strat-
egy relies on fundamental research on individual companies and industries. Usually,
this area is divided into a regional or global focus and includes market capitalization
diversification.

Macro Strategies
Global Macro

A macro-focused hedge fund makes leveraged bets on anticipated price movements in
stock and bond markets, interest rates, foreign exchange, and physical commodities.
A macro strategy also takes positions in financial derivatives such as forwards, options,
and swaps on assets such as stocks, bonds, commodities, loans, and real estate and on
indexes that are focused on interest rates, stock and bond markets, exchange rates, and
instruments that relate to inflation. A macro-focused fund considers economic forecasts,
analysis about global flow of funds, interest rate trends, political changes, relations
between governments, individual country political and economic policies, and other
broad systemic considerations. A well-known practitioner of global macro investment
is George Soros, who sold short more than $10 billion of pound sterling in 1992, success-
fully profiting from the Bank of England’s reluctance either to raise its interest rates to
levels comparable to rates in other European countries or to float its currency. Although
the Bank of England resisted both initiatives, market forces ultimately forced it to with-
draw its currency from the European Exchange Rate Mechanism and to devalue the pound
sterling. Soros earned an estimated $1.1 billion from his bearish macro position on the
pound sterling.

Emerging Markets

An emerging market—focused hedge fund invests most of its funds in either the securities
of companies in developing (emerging) countries or the sovereign debt of these countries.
Emerging markets is a term used to describe a country’s social or business activity that is
characterized by rapid growth and industrialization. Typically investors demand greater
returns because of incremental risks.

Arbitrage Strategies

Arbitrage is possible when one of three conditions are met: (1) the same asset does not
trade at the same price in all markets; (2) two assets with identical cash flows do not trade
at the same price; or (3) an asset with a known price in the future does not trade today at its
future price discounted by the risk-free interest rate.
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Fixed Income-Based Arbitrage

Fixed income arbitrage funds attempt to exploit pricing inefficiencies in fixed income
markets by combining long/short positions of various fixed income securities. For exam-
ple, historically, because of the limited liquidity of the Italian bond futures market, the
currency-hedged returns from this market in the short term were lower than the short-
term returns in the very liquid U.S. Treasury bond market. However, over a longer period
of time, the hedged returns became nearly identical. Fixed income arbitrageurs benefitted
from the eventual convergence of hedged yields between currency-hedged Italian bond
futures and U.S. Treasury bonds by shorting relatively expensive U.S. Treasury bonds
and purchasing relatively cheap Italian bond futures.

Another example involves 30-year on-the-run and off-the-run U.S. Treasury bonds.
Liquidity discrepancies between the most recently issued 30-year Treasury bonds (called
on-the-run bonds) and 29.75-year Treasury bonds that were originally issued one quarter
earlier (called off-the-run bonds) sometimes cause a slight difference in pricing between
the two bonds. This can be exploited by buying cheaper off-the-run bonds and shorting
the more expensive on-the-run bonds. Since the price of the two bonds should converge
within three months (both bonds becoming off-the-run bonds), this trading position
should create a profit for the arbitrageur.

Convertible Arbitrage

A convertible bond can be thought of as a fixed income security that has an embedded
equity call option. The convertible investor has the right, but not the obligation, to convert
(exchange) the bond into a predetermined number of common shares. The investor will
presumably convert sometime at or before the maturity of the bond if the value of the
common shares exceeds the cash redemption value of the bond. The convertible therefore
has both debt and equity characteristics and, as a result, provides an asymmetrical risk
and return profile. Until the investor converts the bond into common shares of the issuer,
the issuer is obligated to pay a fixed coupon to the investor and repay the bond at maturity
if conversion never occurs. A convertible’s price is sensitive to, among other things,
changes in market interest rates, credit risk of the issuer, and the issuer’s common share
price and share price volatility.

Analysis of convertible bond prices factors in three different sources of value: invest-
ment value, conversion value, and option value. The investment value is the theoretical
value at which the bond would trade if it were not convertible. This represents the secur-
ity’s floor value, or minimum price at which it should trade as a nonconvertible bond. The
conversion value represents the value of the common stock into which the bond can be
converted. If, for example, these shares are trading at $30 and the bond can convert
into 100 shares, the conversion value is $3,000. The investment value and conversion value
can be considered, at maturity, the low and high price boundaries for the convertible
bond. The option value represents the theoretical value of having the right, but not the
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obligation, to convert the bond into common shares. Until maturity, a convertible trades
at a price between the investment value and the option value.

A Black-Scholes option pricing model, in combination with a bond valuation model,
can be used to price a convertible security. However, a binomial option model, with
some adjustments, is the best method for determining the value of a convertible
security. See Chapters 3 and 9 for a more complete description of convertible securities,
which includes a discussion of convertible preferred shares and mandatory convertibles.

Convertible arbitrage is a market-neutral investment strategy that involves the simul-
taneous purchase of convertible securities and the short sale of common shares (selling
borrowed stock) that underlie the convertible. An investor attempts to exploit inefficien-
cies in the pricing of the convertible in relation to the security’s embedded call option on
the convertible issuer’s common stock. In addition, there are cash flows associated with
the arbitrage position that combine with the security’s inefficient pricing to create favor-
able returns to an investor who is able to properly manage a hedge position through a
dynamic hedging process. The hedge involves selling short a percentage of the shares that
the convertible can convert into based on the change in the convertible’s price with
respect to the change in the underlying common stock price (delta) and the change in
delta with respect to the change in the underlying common stock (gamma). The short
position must be adjusted frequently in an attempt to neutralize the impact of changing
common share prices during the life of the convertible security. This process of managing
the short position in the issuer’s stock is called “delta hedging.”

If hedging is done properly, whenever the convertible issuer’s common share price
decreases, the gain from the short stock position should exceed the loss from the
convertible holding. Equally, whenever the issuer’s common share price increases,
the gain from the convertible holding should exceed the loss from the short stock
position.

In addition to the returns produced by delta hedging, the investor will receive returns
from the convertible’s coupon payment and interest income associated with the short
stock sale. However, this cash flow is reduced by paying a cash amount to stock lenders
equal to the dividend the lenders would have received if the stock were not loaned to
the convertible investor, and further reduced by stock borrow costs paid to a prime
broker. In addition, if the investor leverages the investment by borrowing cash from
a prime broker, there will be interest expense on the loan. Finally, if an investor chooses
to hedge credit risk of the issuer, or interest rate risk, there will be additional costs
associated with credit default swaps and a short Treasury position. See Exhibit 12.2,
Figure 12.4, and Tables 12.2 and 12.3 for a more thorough review of the convertible arbi-
trage strategy.

This strategy attempts to create returns that exceed the returns that would be
available from purchasing a nonconverting bond with the same maturity issued
by the same issuer, without being exposed to common share price risk. Most convert-
ible arbitrageurs attempt to achieve double-digit annual returns from convertible
arbitrage.
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EXHIBIT 12.2 MECHANICS OF CONVERTIBLE ARBITRAGE

A convertible arbitrageur attempts to purchase undervalued convertibles and simultaneously short
a number of common shares that the convertible can convert into (the “conversion ratio”). The
number of shares sold short depends on the conversion ratio and the delta. The delta measures the
change in the convertible’s price with respect to the change in the underlying common stock price,
which represents the convertible’s equity sensitivity for very small stock price changes.

The arbitrageur’s objective is to create an attractive rate of return regardless of the
changing price of the underlying shares. This is achieved by capturing the cash flows available on
different transactions that relate to the convertible as well as directly from the convertible
and by profiting from buying a theoretically cheap convertible. Many convertibles are originally
issued at a price below their theoretical value because the stock price volatility assumed in
the convertible pricing is below the actual volatility that is expected during the life of the
convertible. A summary of potential convertible returns is as follows.

1. Income Generation

The arbitrageur tries to generate income while hedging the risks of various components of a
convertible bond. Income from a convertible hedge comes from the following: coupon -+ interest
on short proceeds — stock dividend - stock borrow cost. This income is increased if the
arbitrageur leverages the investment (two or three times leverage is common). However, costs
associated with hedging interest rate and credit risks reduce the income. An example of income
generation, which is linked to Table 12.1, follows:

Assuming that an issuer’s common stock price is $41.54 and dividend yield is 1% when a
$1,000 convertible is issued and the convertible has a 2.5% coupon, a conversion ratio of
21.2037, 53% average short stock position (with 2% interest income available from this
position), and a stock borrow cost of 0.25% on the short proceeds, over a one-year horizon,
the total income from a delta-hedged convertible would be $28.50, which is equal to 2.9% of
the $1,000 convertible:

Coupon 2.5% on $1,000 convertible = $25.00
+ Short interest 2% on $466.83" short proceeds =$9.34

— Stock dividend 1% on $466.83" short proceeds = ($4.67)
— Stock borrow cost 0.25% on $466.83" short proceeds = ($1.17)
Total = $28.50

2. Monetizing Volatility

Because of the nonlinear relationship between prices for the convertible and for the underlying
stock, there is an additional gain potential in creating a delta-neutral position between the
convertible and the stock. This is explained in Figure 12.4. At point 1, the thick dark line represents
the long convertible position, whereas the dotted line represents the delta-neutral exposure.
Therefore, if the stock price falls from position 1, the gain on the short stock position is greater than
the loss from the long convertible position (position A). However, if the stock gains, the loss on the
shortisless than the gain on the convertible (position B). To demonstrate this, consider Table 12.2.

*The $1,000 convertible can convert into 21.2037 shares (the conversion ratio). $41.54 (current share price) x
21.2037 = $880.80. Since there is a 53% short position, the value of the shares sold short is $880.80 x 0.53 =
$466.83
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EXHIBIT 12.2—CONT'D
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FIGURE 12.4 Monetizing volatility.

Table 12.2 Convertible Arbitrage Trade

Convertible Arbitrage Fund

Stock Px = $41.54 Initial case
Convertible delta = 53%
Conversion Ratio = 21.2037 shares

Convertible Px = 101.375% par

Long convertible 101.375 par = $1,013.75

Amount of short shares 21.2037 * 53% = 11.24
Short value = 11.24 (shares) * 41.54 (price) = $466.82
Net cash outlay = $546.93

+5% scenario

Current share price = $43.617

Loss from short = $466.82 — (11.24 * 43.617) = $23.34
Gain from convertible = (1,038.07" - 1,013.75) = $24.32
Net gain = 24.32 — 23.34 = $0.98

New hedge delta = 58.11%

-5% scenario

Current share price = $39.463

Gain from short = $466.82 — (11.24 * 39.463) = $23.34
Loss from convertible = (1,013.75 — 991.78%) = $21.97
Net gain = 23.34 — 21.97 = $1.37

New hedge delta = 46.75%

Note1: Calculations are not rounded.

Continued
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EXHIBIT 12.2 MECHANICS OF CONVERTIBLE ARBITRAGE—CONT'D

This convertible trades at a price of 101.375% of par, has a delta of 53%, and is convertible into
21.2037 shares per $1,000 convertible security. This table describes the process for “monetizing
the volatility,” or generating trading profits by rehedging the position as the stock moves. It would
cost $1,013.75 to purchase the convertible, and there would be $466.83 in short stock proceeds,
resulting in a net cash outlay of $546.93. If the stock price subsequently increases by 5%, because
of the nonlinearity of the convertible, the convertible appreciates more than the loss on the short
position, creating profit of $0.98. At this point, the convertible delta exposure is neutralized at the
new hedge delta level by shorting more stock, since the delta has increased. Conversely, if the
stock decreases by 5%, the convertible depreciates less than the gain on the short position,
creating a profit of $1.37.

The convertible delta exposure is neutralized at the new delta level by purchasing stock to
reduce the short position because the delta is lower at this point. And so the investor makes a
profit, regardless of whether the stock goes up or down. Assuming that there is, on average, a
$1.17 annual profit from monetizing volatility—($1.37 4+ 0.98)/2 —for every 5% change in share
price, and assuming there are monthly 5% changes, this represents a hypothetical profit of
12 x $1.17, which is equal to 1.4% of the $1,000 convertible. Transaction costs are not included
in this analysis, which will reduce the profits in both directions.

See Table 12.3 to compare a convertible arbitrage trade with an unhedged (long-only)
convertible purchase. For a convertible arbitrage trade, if the underlying stock increases by
5%, the profit is $0.98, compared with an unhedged convertible purchase profit of $24.32. If the
underlying stock decreases by 5%, a convertible arbitrage trade produces a profit of $1.37,
compared to a loss of $21.97 for an unhedged convertible.

Table 12.3 Long-Only Trade (One Year)

Long-Only Fund

Stock Px = $41.54 Initial case Long convertible 101.3755 par = $1,013.75
Convertible delta = 53% Net cash outlay = $1,013.75

Conversion Ratio = 21.2037 shares  +5% scenario  Current share price = $43.617

Convertible Px = 101.375% Gain from convertible = (1,038.07" = 1,013.75) = $24.32
Coupon for 1 year = 2.5
Net gain = $26.82

-5% scenario Current share price = $39.463
Loss from convertible = (1,013.75 — 991.782%) = $21.97
Coupon for 1 year = 2.5
Net loss = $19.47

Note1: Calculations are not rounded.

3. Purchasing an Undervalued Convertible

An important source of additional potential profit comes from purchasing a convertible at a
price that is below its theoretical value, from an implied volatility perspective. When this
happens and the convertible exposures are properly neutralized through delta hedging,
incremental profits will be created over time based on the below-market purchase. These profits




Arbitrage Strategies 253

EXHIBIT 12.2—CONT'D

will be even higher if there is an increase in volatility during the holding period. However,

if volatility decreases, this potential profit opportunity can turn into a potential loss. If a
convertible is purchased at a 2% discount to theoretical value, this could result in a profit of
$20 (2% of the $1,000 convertible).

4. Summary of Returns
The total one-year convertible return in this hypothetical, hedged convertible is comprised of
income generation (2.9%), monetizing volatility (1.4%), and purchasing an undervalued convertible
(2%, calculated for a one-year holding period). This results in a hypothetical return of 6.3%.

If one-half of this convertible is purchased with $500 borrowed from a prime broker at 2%, the
total one-year return from this investment would be approximately 10.6% ($1,000 x 6.3% = $63.
$63 — $10 interest cost = $53. $53/$500 = 10.6%).

Notes 1 and 2: The value of the convertible is based on changes in the underlying share price as determined by
a convertible pricing model.

Source: Basile, Davide. “Convertible bonds: Convertible arbitrage versus long-only strategies.” Morgan
Stanley Investment Management Journal, Issue 1, Volume 2, 2006.

Relative Value Arbitrage

Relative value arbitrage exploits pricing inefficiencies across asset classes. An example of
this is “pairs trading.” Pairs trading involves two companies that are competitors or peers
in the same industry that have stocks with a strong historical correlation in daily stock
price movements. When this correlation breaks down (one increases in price while the
other decreases in price), a pairs trader will sell short the outperforming stock and buy
the underperforming stock, betting that the “spread” between the two stocks will eventu-
ally converge. When, and if, convergence occurs, there can be significant trading profits.
Of course, if divergence occurs, notwithstanding the strong historical correlations, this
trade can lose money.

Another example of a relative value arbitrage involves the New York Stock Exchange
(NYSE) and the Chicago Mercantile Exchange (MERC). A stock trading on NYSE should have
astrong correlation with the futures price for that stock trading on the MERC. If the prices for
the stock and its futures contract unexpectedly diverge, fast computers operated by highly
quantitative traders recognize the divergence and immediately initiate trades. When the
stock outperforms the futures contract, the trade is to short the stock and buy the futures con-
tract. When the futures contract outperforms the stock, the trade is to short the futures con-
tract and purchase the stock. In the case of a stock and its futures contract, the two prices will
almost always converge, creating a trading profit. This profit will likely be very small (and
fleeting) since many traders/computers will see the same divergence and quickly set up this
arbitrage. As a result, for the arbitrage position to be profitable, traders/computers need to
look for small pricing discrepancies and then quickly drive a large volume of long and short
trades at the stock and futures contract in order to make an adequate trading profit.
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Event-Driven Strategies

Event-driven strategies focus on significant transactional events such as M&A transac-
tions, bankruptcy reorganizations, recapitalizations, and other specific corporate events
that create pricing inefficiencies. Refer to Table 12.4 for a summary of the type of events
and catalysts fund managers look for when generating investment ideas.

Activist

Activist shareholders take minority equity or equity derivative positions in a company and
then try to influence the company’s senior management and board to consider initiatives
that the activist considers important in order to enhance shareholder value. Activist inves-
tors often attempt to influence other major investors to support their recommendation to
the company, which sometimes leads to proxy solicitations designed to change the man-
agement composition of the company. Activist investors commonly push for lower costs,

Table 12.4 Event-Driven Investment Opportunities: Catalysts and Events

Strategic (Hard Catalysts)

Risk Arbitrage

Strategic alternative reviews

Spin-offs/breakup candidates

Activist shareholders/proxy contests holding company discount/stub trades
Takeover candidates

Financial

Liquidity events/credit reratings
Recapitalizations

Primary equity and debt offerings
Bankruptcy reorganizations
Accounting changes/issues

Operational

Merged/synergy benefits
Restructuring programs/turnaround stories
Senior management turnover

Legal/Regulatory

Litigation
Regulations
Legislation

Technical

Broken risk arbitrage situations
Secondary equity and equity-linked offerings

Source: Highbridge Capital Management, LLC.
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lower cash balances, greater share repurchases, higher dividends, and increased debt,
among other things. Chapter 13 provides a more complete explanation of activist share-
holder activities and their impact on corporations.

Merger Arbitrage

Merger arbitrage, which is also called risk arbitrage, is an investment strategy that
attempts to achieve gains based on the spread between an acquirer’s purchase price offer
and a target’s stock price after announcement of the intended acquisition or merger. See
Exhibit 12.3 for a summary of the basic strategy for a share-for-share merger arbitrage
transaction.

In a merger where the acquirer has agreed to deliver its own stock as consideration
(a share-for-share merger), an arbitrageur will sell short the acquirer’s stock and simulta-
neously buy the stock of the target. If the merger is completed, the target’s stock will be
converted into the stock of the acquirer based on an exchange ratio that is usually deter-
mined at the time of the merger announcement (unless there is a collar established, as
described in the following). Upon receiving the acquiring company’s stock in exchange
for the target company’s stock, an arbitrageur will deliver the acquiring company’s stock
to the party that lent shares to create the short position (covering the short).

Sometimes, a share-for-share merger includes a collar arrangement whereby the num-
ber of acquirer shares delivered at closing is subject to change depending on whether the
acquirer’s share price has increased or decreased between the announcement date and
closing date, and if so, by how much. Collar provisions make the merger arbitrage process
more complicated, depending on the structure of the collar. Sometimes, mergers also

EXHIBIT 12.3 MERGER ARBITRAGE SUMMARY

* The concept of risk arbitrage involves “betting” that an announced merger or acquisition will
ultimately close.

*  When a company (Acquirer) announces the potential merger or acquisition of another
company (Target), there is a time lag between the announcement and the actual closing
of the deal.

The price of the Target’s stock moves up close to the value of the takeover bid, but almost
always to a price slightly lower than the announcement price.

* The spread between the Target’s stock price after announcement and the price offered is the
“arbitrage spread” and represents the risk that the deal will not be completed.

* An arbitrageur will

Buy shares of the Target.
Short the shares of the Acquirer (if it is a stock deal).

e If the deal is closed at the offered price, the arbitrageur will then receive the spread plus any
dividends received as profit.




256 CHAPTER 12 « HEDGE FUND INVESTMENT STRATEGIES

include preferred stock, warrants, or other securities, which makes the arbitrage activity
even more challenging.

In a merger where the consideration is cash, an acquirer offers to purchase the shares
of the target company for a fixed cash price. During the period of time until the merger
closes (which could be one month to one year, or longer), the target company’s stock typ-
ically trades below the bid price, since there is some probability that the merger does not
close. An arbitrageur who thinks that the merger will be consummated will simply buy the
target company stock after the merger announcement and achieve profits equal to the dif-
ference between the arbitrageur’s purchase price and the higher price paid by the acquir-
ing company if the transaction closes.

The upside and downside of a share-for-share merger arbitrage transaction is summa-
rized in Figure 12.5. See Exhibit 12.4 for a comparison of cash and share-for-share merger
arbitrage transactions. See Figure 12.6 for a summary of merger arbitrage spreads for both
successful and unsuccessful merger arbitrage efforts. The chart in this figure plots the
median arbitrage spread versus time until deal resolution. The arbitrage spread is defined
to be the offer price minus the target price divided by the target price. For failed deals, the
deal resolution date is defined as the date of the merger termination announcement. For
successful deals, the resolution date is the consummation date. The expected return of a
cash merger arbitrage is summarized in Exhibit 12.5.

Distressed Securities

Distressed securities investment strategies are directed at companies in distressed situ-
ations such as bankruptcies and restructurings or companies that are expected to expe-
rience distress in the future. Distressed securities are stocks, bonds, and trade or
financial claims of companies in, or about to enter or exit, bankruptcy or financial
distress. The prices of these securities fall in anticipation of financial distress when their

UPSIDE: DOWNSIDE:
The Deal Closes The Deal Does NOT Close
® The arbitrageur gains ® The Target stock will drop to the preannouncement
O The arbitrage spread (difference between Target price (or below), causing losses
stock when acquisition announced and bid price ® The Acquirer stock price might increase, causing a
when it closes) loss on the short position

O Dividends paid on Target stock
O Interest on proceeds of short selling (less borrow
costs and dividends paid on shorted Acquirer stock)
® The arbitrage spread can be accentuated if the bid
is repriced higher, possibly through the presence
of another bidder

In most cases, the amount an arbitrageur will lose if the deal does not close
far outweighs the gain if the deal closes

FIGURE 12.5 Share-for-share merger arbitrage.
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EXHIBIT 12.4 COMPARISON OF CASH AND SHARE-FOR-SHARE TRANSACTIONS

Cash Transactions
* Arbitrageur only buys the Target company’s stock
Stock sells at a discount to the acquisition price
Arbitrageur holds the Target until merger consummation and receives cash

Share-for-Share Transactions
e Arbitrageur will buy the shares of the Target as in a cash transaction, but will also sell short
the stock of the Acquirer
The amount to be shorted is based on the exchange ratio in the bid:
— If the proposed exchange ratio is 1:2 (1 share of the Acquirer will be issued for every
2 shares of the Target), then if the Arbitrageur buys 1,000 shares of the Target, there
would be a simultaneous shorting of 500 shares of the Acquirer
Arbitrageur holds the Target shares until the acquisition is consummated and then receives
Acquirer stock, which is used to cover the short position
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FIGURE 12.6 Median arbitrage spread. Source: Mitchell, Mark L., and Todd C. Pulvino. “Characteristics of Risk and
Return in Risk Arbitrage.” Journal of Finance 56: 2135-2176.

holders choose to sell rather than remain invested in a financially troubled company
(and there is a lack of buyers). If a company that is already distressed appears ready
to emerge from this condition, the prices of the company’s securities may increase.
Due to the market’s inability to always properly value these securities, and the inability
of many institutional investors to own distressed securities, these securities can some-
times be purchased at significant discounts to their risk adjusted value. See Table 12.5.
This strategy capitalizes on the knowledge, flexibility, and patience that creditors of a
company often do not have.
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EXHIBIT 12.5 EXPECTED RETURN FOR CASH MERGER

Expected Return = [C * G — L(100% — C)]/Y * P
where

C is the expected chance of success (%)

G is the expected gain in the event of a success (usually takeover price — current price)
L is the expected loss in the event of a failure (current price — original price)

Y is the expected holding time in years (usually the time until the acquisition takes
place)

P is the current price of the security

Example
Company A makes a tender offer at $25 a share for Company B, currently trading at $15. The deal is
expected to close in 3 months. The stock of Company B immediately increases to $24

C =96%
G = $1.00
L = $9.00 ($24—$15)
Y = 25% (3/12 months)
P=$24
Expected Return = [0.96 * $1 — $9 * (1 — 0.96)]/(0.25 * $24) = 10%

Table 12.5 Distressed Securities Return

Bonds Many institutional investors, like pension funds, are barred by their charters or regulators from directly
buying or holding below investment grade bonds (Ba1/BB+ or lower).

Bank Debt  Banks often prefer to sell their bad loans to remove them from their books and use the freed-up cash to
make other investments.

Trade Holders of trade claims are in the business of producing goods or providing services and have limited

Claims expertise in assessing the likelihood of being paid once a distressed company files for bankruptcy.

As shown in Figure 12.7 and Exhibit 12.6, an investor can purchase and hold the secu-
rities of a company that is about to enter into a restructuring process until the company
emerges from this process and the value of the security increases. As shown in Exhibit 12.7,
an investor can also purchase the securities held by creditors in a bankruptcy. Alterna-
tively, an investor can capitalize on the mispricing between different securities of the same
issuer that have stronger or weaker positions in the company’s capital structure. When a
distressed situation occurs, stronger securities should appreciate in value relative to junior
securities. This suggests that an investor should purchase the stronger (senior claim) secu-
rities and sell short the weaker (junior claim) securities. The success of distressed securi-
ties strategies usually depends on negotiations with other investors and lenders who have
claims on the company and decisions made by bankruptcy court judges and trustees.
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Time Frame for Investment Process

-

Buy distressed o !nitial
security investment

N

Chapter 11 Chapter 7 . Bankruptcy ¢ Filing decision and process can
“reorganization” “liquidation” take months

w

. Liquidation or * Asset sales during liquidation,
workout especially for industries without
highly liquid assets, can take
months

¢ Reorganization may take years

Not viable Viable company

Asset sales and Orphan equity New debt issuance, 4.Bankruptcy ¢ Issuance of new securities will
partial repayment issuance some repayment emergence or require a stabilization period
liquidation before selling to realize much
value

¢ Liquidation and the distribution
of proceeds may be challenged
in court for months to years by
noninvestor stakeholders

The full process can take years, during which time liquidity is poor,
so investors tend to be in for the long haul

FIGURE 12.7 Restructuring process: Hedge funds invest in distressed securities to arbitrage information symmetries,
risk appetite, and investment horizon between investors.

EXHIBIT 12.6 PREBANKRUPTCY STRATEGY

Buy discounted bonds and/or sell stock short:

Expectation

* Prefiling coupon payments + liquidation value of assets = more value than cost of trade

* Stock value will be eliminated

Problems

e Liquidation value may be lower than expected

* Additional debt may be raised, creating more claims on the assets

* Time period for monetization may be extended

Challenges

* Determining which tier of debt has a senior enough claim to be repaid

* Understanding bankruptcy law and the bankruptcy process

* Comparing ability to be repaid with trading value, taking into account the time value of
money and asset deterioration

A successful distressed securities investment strategy uses an investment process that
focuses on fundamental analysis, historical performance, causes of distress, capital struc-
ture, debt covenants, legal issues, trade execution, and the nature of claims and liabilities
in the target’s capital structure (see Exhibit 12.8).
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EXHIBIT 12.7 IN-BANKRUPTCY STRATEGY

Purchase shares issued to creditors in bankruptcy, or buy junior debt securities in anticipation of
shares being issued during reorganization:

Expectation

¢ Lack of analyst coverage and sales by impatient creditors creates undervalued shares

¢ Value will climb as firm emerges from bankruptcy

Problems

¢ Firm liquidates and shares become worthless

¢ Firm goes back into Chapter 11 a second time (“Chapter 22”) and shares become worthless
Challenges

¢ Difficult to determine that the core business is viable and valuable

EXHIBIT 12.8 INVESTMENT PROCESS

Analyze
¢ Fundamental/quantitative analysis
e Historical performance and cause of distress
¢ Capital structure
* Debt structure covenants
¢ Legal issues
Bankruptcy proceedings
Tax issues
Public documents
Rights of subordinated creditors
Enforceability of derivatives
¢ Trade execution
Understand market trading dynamics
Arbitrage risk models that analyze individual relationships among securities
Liquidity analysis to understand how long it takes to liquidate a position
Potential politics involved in bankruptcy proceedings
Multiscenario valuation models
¢ Nature of claims and liabilities in target’s capital structure
Size of claims
Relative seniority
Composition of claims
Security liens
Guarantees
Relationship agreements among equity holders
Contingent liabilities
Intrinsic value
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Distressed securities investment strategies can be active or passive. Active investors
will try to influence the restructuring and the refinancing process through participation
in a creditor committee and taking a “hands-on” approach to ensure that the workout pro-
cess is handled on a fair basis and that the investor’s interests are protected or augmented.
Active investors will get involved with many legal aspects of the workout and will attempt
to reorganize the company in a way that is most beneficial to their interests. In contrast,
passive investors are less proactive and look for less complicated, less time-intensive
investments in distressed situations (see Table 12.6).

An example of a distressed securities investment in Barney’s, a large clothing retailer, is
found in Exhibit 12.9. Another example of a distressed securities investment is found in the
case Kmart, Sears and ESL: How a Hedge Fund Became One of the World’s Largest
Retailers. A summary of downside risks and opportunities is provided in Table 12.7.

Table 12.6 Active versus Passive Distressed Investing

Active
Control Noncontrol Passive

® Requires 1/3 to block and 1/2 to ® Senior secured/senior ® Invest in undervalued securities
control: May require partners unsecured trading at distressed levels

® Heavy lifting, private equity—style ® Influence process, sometimes ~ ® Trading oriented; long, short,
investing, restricted restricted and capital arbitrage

® Exit: 2-3 years ® Exit: 1-2 years ® Exit: 6-12 months

® Mid/small cap focus ® Mid/small cap focus ® Large cap focus

® Opportunities: all credit environments ~ ® Opportunities: all credit ® Opportunities: cyclical

environments

EXHIBIT 12.9 EXAMPLE TRANSACTION

*  When Barney’s filed Chapter 11 bankruptcy protection in early 1996 after it was unable to
make the rent payments on its stores, many clothing designers chose to sell their trade claims
and recoup a portion of their money.

¢ Two hedge funds, Bay Harbour Management and Whippoorwill Associates Inc., acquired the
company’s distressed unpaid bills in secondary markets for $240 million—Bay Harbour paid
about 30 cents on the dollar and Whippoorwill paid about 50 cents on the dollar—and
subsequently rejected bids from retailers interested in buying Barney’s:

Saks Fifth Avenue offered $290 million in 1997.

Dickson Poon, a Hong Kong entrepreneur whose Dickson Concepts also owns Britain’s
Harvey Nichols department store, bid $280 million in 1997.

DEFS Group, an airport duty-free store operator, bid approximately $280 million in 1998.

e InJanuary 1999, a bankruptcy court handed control over to the creditors: Bay Harbour and
Whippoorwill became the two largest shareholders of common stock, collectively holding
85% of the shares.

Continued
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EXHIBIT 12.9 EXAMPLE TRANSACTION—CONT'D

The bankruptcy process was lengthy (three years) and complicated due to a JV partnership
with Isetan Company Limited, a Japanese department store operator that had funded
Barney’s expansion strategy with over $600 million.
Isetan came away with a stake of about 7% as well as various concessions.
Other equity holders included the company’s President and CEO (6%) and the Pressman
(founding) family (2%).

¢ Barney’s was sold to Jones Apparel Group, Inc. for $401 million in December 2004.

Table 12.7 Risks and Opportunities

Downside Risks Opportunities
® High exposure to company/sector risks ® Ability to influence the distribution process, new equity
® Miscalculation of firm liquidation value issuance, and future of new company
® Timing of market and short-term losses ® Forced selling leads to discounted prices

® Company fraud or misrepresentation Many distressed firms not “covered” by Wall Street
® Debt can turn into worthless equity Can adapt style to particulars of deal and are not con-
® QOther creditors are uncompromising strained by ratings
® Reorganization lasts longer than expected ® Replace management/implement cost controls
® Securities are not liquid
® At mercy of bankruptcy court
® Increased competition
® Regulatory changes
® Management motivation for a low exit value (when
they receive low-strike options)

Summary

Hedge fund investment strategies attempt to increase returns, reduce volatility of
returns, and achieve positive returns even in difficult markets. Sometimes they are suc-
cessful in achieving these objectives and sometimes they are unsuccessful. This chapter
has summarized some of the most actively utilized investment strategies, but there are
dozens of other strategies that are employed by hedge funds. Many of these strategies
involve short selling, use arbitrage techniques, employ derivatives, involve significant
corporate events, and incorporate sophisticated trading and financial vehicles, which
are principally supplied by the prime brokerage, trading, and credit-providing desks
of investment banks.

To facilitate greater understanding of specific investment strategies, Exhibits 12.10
through 12.13 provide simplified numerical examples for transactions involving merger
arbitrage, pairs trading, distressed investing, and global macro strategies.
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EXHIBIT 12.10 MERGER ARBITRAGE

Rationale

¢ Widget Makers Inc. (WMI) has offered to purchase Sofa Makers Inc. (SMI) for 2 shares of
WMI stock per share of SMI. Just prior to announcement of the offer, WMI was trading at
$52 per share and SMI was trading at $74 per share (the offer was at an approximately 40%
premium to SMI’s share price).

e WMI and SMI both do not pay dividends.

* We expect that the offer will be accepted by SMI shareholders and will be completed in the
next 2 to 3 months.

* Postannouncement, WMI is trading at $50 per share and SMI is trading at $95 per share.

Trade
* Buy 100 shares of SMI at $95.
¢ Sell short 200 shares of WMI at $50.

Expected Result

* The merger will complete and we can close the short position in WMI through the
exchange of SMI shares, making a profit of $5 per SMI share purchased over a 3-month
period.

* Example: If WMI rises to $60 per share and SMI rises to $120 upon completion, we do not
have any additional cash flow in the future and make $5 per share from the initial
investment.

* Example: If WMI falls to $45 per share and SMI falls to $90 upon completion, we again do not
have any additional cash flow in the future and make $5 per SMI share from the initial
investment.

Additional Upside

¢ If a competitive bidding situation arises for SMI, we may see the price of SMI increase (and
potentially WMI further decrease as it works to sweeten its bid).

e Example: If Widge Factory (WF) comes in and bids $120 per share in cash for SMI, we
could see SMI increase up to $118 per share (or even higher as WMI may be expected to
counter-bid) and WMI stay at $50 per share. If we close the position, we would enjoy a
profit of $23 per share on SMI or $2,300 from our trade.

Downside Risk

e If the transaction fails to complete, we may see SMI’s price fall and WMTI’s price rebound,
causing a potentially significant loss.

* Example: If the transaction is blocked by regulators, we could see SMI’s price revert to $74 and
WMI return to $52 per share. In this case, we would lose $21 per share on SMI and $2 per share
on WMI for a loss of $2,500.

Mitigating Risk Position Part-Way Through

¢ If we grow concerned regarding the prospects of the merger, we may consider closing our
position or purchasing options to limit our downside risk.

* Example: If WMI stays at $50 per share and SMI rises to $98, we may consider closing our
position, rather than waiting for completion.

Continued



264 CHAPTER 12 « HEDGE FUND INVESTMENT STRATEGIES

EXHIBIT 12.10 MERGER ARBITRAGE—CONT'D

* Example: If WMI stays at $50 per share and SMI rises to $98, we may consider purchasing out of
the money puts for SMI at, for example, $95 to lower the loss in case the merger does not
complete. If these options cost $1, in case of completion we would make $4 per SMI share or a
profit of $400. If the merger does not complete and SMI’s price reverts to $74 and WMI returns
to $52 per share, we would lose $2 per share on WMI, and nothing on SMI, and would have paid
for the put, for a loss of $500 (much better than the $2,500 expressed earlier).

EXHIBIT 12.11 PAIRS TRADING

Rationale

* Widget Makers Inc. (WMI) has developed a new product that we believe will make Widget
Makers’s product much more desirable than that of its main competitor WidgetFactory (WF).

* We expect WMI will take more market share from WE

¢ WMI and WF both do not pay dividends.

Trade
* Buy 100 shares of WMI at $52.
e Sell short 100 shares of WF at $45.

Expected Result

* We expect that over time the spread between WMI and WF will widen.

® Example: If we think that in 1 year WMI will rise to $65 per share and WF will rise to $50 per
share — make $13 per WMI share and lose $5 per WF share — make $800 profit from our trade
(returns $1,500 on $700 investment).

* Example: If WMI falls to $40 and WF falls to $30, we lose $12 per share on WMI and we make
$15 per share on WF — make $300 from our trade (returns $1,000 on $700 investment).

Additional Upside
® The upside in this trade comes from the spread widening—it may be more than we expect.

Downside Risk

* We may be incorrect in our belief that the new product will be liked by the market (think “New
Coke") and we may see the spread tighten or even WF overtake WMI.

* For example, if WMI increases to $55 and WF increases to $54, we would gain $3 per share
from WMI and lose $9 per share from WF for a loss of $600 on a $700 investment.

Mitigating Risk Position Part-Way Through

¢ If we grow concerned regarding the prospects for the new product, we may consider closing
our position or purchasing options to limit our exposure.

* Example: We may consider buying puts and selling calls on WMI and selling puts and buying
calls on WE While this will limit our upside potential, it will also limit our downside risk based
on the spreads we bake into these option positions and their net cost.
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EXHIBIT 12.12 DISTRESSED INVESTING

Rationale

¢ Investment Power Producer (IPP) operates in the unregulated segment of the highly
regulated energy market.

¢ With its input costs increasing at a faster rate than its output revenue over the last several
years, IPP has had negative cash flow and negative earnings for the last few years and may be
forced into bankruptcy in the near term.

¢ IPPis financed primarily with $10 billion of 5% debt which matures in 10 years, and is trading
at a deep discount of 30 per 100 face—IPP’s debt has a below investment grade rating.

¢ IPP’s stock is trading at $3 per share with 100 million shares outstanding.

¢ PP has sufficient cash for approximately 2 years of operation and debt service at current cash
burn rates ($1.5 billion per year of which $0.5 billion is debt service).

¢ IPP’s debt covenants impose that significant asset sales can trigger a put on the bonds (at the
bondholder’s discretion).

* We expect IPP will be forced into bankruptcy after 2 years.

¢ In liquidation, we expect the assets could be sold for $3.5 billion (which would take roughly
1 year from the time bankruptcy is entered).

Trade
* Buy 1 bond ($1,000 face) of IPP at $30 per $100 face.
¢ Sell short 100 shares of IPP at $3.

Downside Risk

* Given the regulated nature of the industry, we may see a shift in regulation, which could lead
to a generally worse scenario with much greater volatility for IPP (for example, regulated
utilities must now purchase a set percentage of their power from unregulated power
producers such as IPP and newly purchased assets will be subject to additional
environmental requirements, thus lowering the value of assets in a sale).

* Example: This change in regulation could mean that the assets are worthless. But if a
regulated power producer buys its energy from IPP and the company’s enterprise value is $20
billion (which happens with a probability of 10%), then the share price would increase to $10
per $100 face (get paid back in full with 10% probability and worthless otherwise) — this
would make our trade lose $200 per bond and $7 per share for a loss of $900.

Expected Result

¢ As our initial portfolio is zero cost by construction, let us examine the cash flows from the
trade: We will get coupon payments of $50 per year for the first two years, and then the
company will be liquidated, resulting in payment of $350 ($35 per $100 face to bondholders).

* The shares will be worthless, creating an economic gain of $300 and no future cash flow.

Additional Upside

¢ If the company looks to negotiate with bondholders sooner than expected, we may see better
returns as there will be more assets left to distribute to claimants. For example, if the
company liquidates in one year, the value of assets would be $3.5B plus the additional $1.5B
in cash remaining, leaving the bondholders $50 per $100 face.

Continued
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EXHIBIT 12.12 DISTRESSED INVESTING—CONT'D

Mitigating Risk Position Part-Way Through

* Given the risks associated with this position, it may be difficult to attach additional
instruments to limit risk exposure. Given that the equity is already behaving like an option, it
is unlikely that there will be a liquid market in equity options in which to transact that would
offer any advantages versus transacting in equity.

* We may consider going long the credit default swap index for nonregulated power producers to
hedge since CDS spreads typically increase with rising stock volatilities.

* We may consider closing our stock position.

EXHIBIT 12.13 GLOBAL MACRO

Rationale

¢ Elbonia is a developed, industrialized country with a stable government.

¢ Although commodity and Elbonian stock markets have been rallying for the past few
quarters, the Elbonian market remains focused on the risks of deflation and continued
deterioration of the Elbonian economy.

¢ The Elbonian central bankers have stated that they will “do whatever needs to be done” in
order to inflate the economy.

* We believe that the market has not accurately priced market-implied inflation rates in
Elbonia given the relatively low Elbonian CPI readings of 2%.

¢ Current prices are in line given inflation expectations of 1% going forward.

* We expect inflation will stay at 2% going forward.

Trade

* Buy 1 Elbonian National Bond Inflation-Protected Security (ENBIPS) maturing in 5 years at
2% at 1,000.

e Sell short 1 Elbonian National Bond (ENB) at 3% at 1,000.

¢ ENB is a nominal note so its yield is nominal yield = “real” yield + expected inflation.

¢ ENBIPS provides a “real” yield.

* — ENB yield minus ENBIPS yield = market-implied inflation.

Expected Result

* Example: Our long position is expected to generate a payoff of $1,217 [(1 + .02 real yield + .02
inflation)”5] for gains of $217 over 5 years while our short position is expected to grow $1,159
[(1 + .03 nominal yield)"5] over the 5 years for a net gain of $57.

Additional Upside

¢ Given the macroeconomic environment and the central bank’s stated policy, it is possible that
inflation will increase more than expected.

* Example: If inflation increases to 4% over the lifetime, the value of our long position will grow
to $1,338 [(1 + .02 real yield + .04 inflation)”5] while our short position remains at $1,159
[(1 + .03 nominal yield)"5], creating a gain of $179.
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EXHIBIT 12.13—CONT'D

Downside Risk

¢ If deflation does occur, we could experience losses.

* Example: If we experience deflation of 1% per year, the value of our ENBIPS would increase
only to $1,051 [(1 + .02 real yield —.01 Inflation) N 5] over time while our ENB would still grow
to $1,159 [(1 + .03 nominal yield) N 5], causing a net loss of $108.

Mitigating Risk Position Part-Way Through

¢ Example: We may consider purchasing an option that would allow us to enter into a forward
contract on the ENBIPS to reduce our loss in case deflation is worse that initially expected.
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Shareholder Activism and
Impact on Corporations

The material in this chapter should be cross-referenced with these cases: McDonald’s,
Wendy’s, and Hedge Funds: Hamburger Hedging? and Porsche, Volkswagen, and
CSX: Cars, Trains, and Derivatives.

Certain hedge funds focus on shareholder activism as a core investment strategy. An
activist shareholder acquires a minority equity position in a public corporation and then
applies pressure on management in order to increase shareholder value through changes
in corporate policy. Some of the common changes advocated by activist shareholders
include reducing corporate costs, repurchasing common shares, increasing corporate
leverage, increasing dividends, reducing CEO compensation, reducing cash balances,
and divesting certain businesses. In addition, activist shareholders will sometimes cam-
paign against proposed acquisitions or allocation of cash for purposes that are not per-
ceived to create shareholder value. Activists sometimes also pursue a sale of a target
company or a breakup of the company through a piecemeal sale or spin-off of significant
operations (see Exhibit 13.1).

Activist shareholders usually acquire between 1% and 10% of a target company’s
shares, or create an equity exposure by entering into equity derivative transactions, such
as purchasing call options on the company’s stock, simultaneously purchasing call
options and selling put options on the company’s stock, entering into forward transac-
tions to purchase the company’s stock, or entering into equity swaps in relation to the
company’s stock. These derivative alternatives will be discussed later in this chapter
and are described in the referenced cases. A relatively small shareholding or equity deriv-
ative position established by an activist shareholder may enable the investor to launch a
campaign to make significant changes in the company, without the added cost and time
required by a complete acquisition. To be effective, however, the activist shareholder gen-
erally must obtain the support of other large shareholders. This can sometimes be
obtained through large-scale publicity campaigns, shareholder resolutions or, in the
extreme, proxy battles for control over the board of directors.

Shareholder activism became a more prominent strategy during 1985, when the
Supreme Court of Delaware ruled on four cases relating to corporate governance: Uno-
cal, Household, Van Gorkom and Revlon. Pension funds, mutual funds, and activist
hedge funds joined the movement at that time and activity increased every year until
2002, when shareholder activism gained considerable momentum because of the Enron
and WorldCom corporate blowups and the subsequent passage of the Sarbanes—Oxley
Act of 2002.
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EXHIBIT 13.1 SHAREHOLDER ACTIVISM

* Some corporations are vulnerable to hostile initiatives by activist shareholders
¢ Hedge funds can be vocal investors who demand change in the corporate governance
landscape in a number of ways:

Publicly criticizing/challenging boards and managements
Nominating board candidates and pursuing their agenda through proxy contests
Supporting other activists

* Hedge funds’ activist strategies have been successful by taking advantage of
Like-minded hedge funds’ herd mentality
Ability to overcome reputation for short-term focus
Ability to skillfully use a deep arsenal of securities and financial instruments
Familiarity with M&A and legal regulations and rights
Readiness to go to battle and devote significant resources to full-blown public relations battles

Source: Morgan Stanley.

Shareholder-Centric versus Director-Centric
Corporate Governance

A key issue in corporate governance is whether the corporate board of directors will
survive as the governing organization of the public corporation, or if shareholder activism
will ultimately invalidate the role of the board. In other words, will corporations become
more shareholder-centric and less director-centric in their governance?

Some critics of shareholder-centric governance indicate that this movement is causing a
shift in the board’s role from guiding strategy and advising management to ensuring com-
pliance and performing due diligence. This shift can create a wall between the board and the
CEO, removing the “trusted advisor” role of board members, as CEOs become increasingly
wary of sharing concerns with investigative and defensive boards. Based on concern about
litigation, directors sometimes become so focused on their individual committee responsi-
bility that they are less able to focus on the broad objectives of maximizing shareholder
value. They become “Balkanized” into powerful committees of independent directors,
unable to broadly coordinate the focus of the entire board. Even when the board is able
to focus on the business of the corporation in cooperation with the CEQ, activist investors
create pressure on boards to manage for short-term share price performance rather than
long-term value creation. This may result in shortchanging the company’s relationships
with its employees, customers, suppliers, and communities, as well as reducing investment
in R&D and capital projects that are critical to a company’s long-term success.

Another criticism of shareholder-centric governance is that shareholder activists could
ultimately wrest substantial control from boards, causing companies to bring almost
every important decision to a shareholder vote. This would largely shut down the normal
operating procedures of the company, slowing down decisions and creating competitive
disadvantages, as previously confidential decisions made by the board are put in the public
domain. There is also concern that activist shareholders can create inappropriate
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pressure on boards through nondocumented alignments between different activists to
achieve their objectives. Activists take advantage of the ambiguity of concepts like
“group,” “acting in concert,” and “investment intent,” testing the limits of securities,
reporting, and antitrust rules. This activity is explored in more detail in the Porsche,
Volkswagen, and CSX: Cars, Trains, and Derivatives case.

RiskMetrics Group (RMG), through its Institutional Shareholder Services (ISS) division,
focuses on corporate governance and proxy voting among institutional investors. This
organization, which influences the thinking of institutional investors, has increasingly
supported shareholder-centric initiatives. During 2009, RMG recommended that its
institutional investor clients “withhold votes” whenever they disapprove of company pol-
icies. For example, RMG has recommended a withheld vote whenever a board “lacks
accountability and oversight,” coupled with “sustained poor performance” relative to
the company’s peers. RMG has for many years attacked shareholder rights plans (poison
pills), pushing for a 20% or higher triggering threshold and a shareholder redemption
feature, which substantially reduces the effectiveness of a rights plan. RMG’s policy is
to recommend withholding votes against an entire board of directors if the board adopts
or renews a rights plan without shareholder approval, does not commit to putting the
rights plan to a shareholder vote within one year of adoption, or reneges on a commitment
to put the rights plan to a vote. This policy could be challenging for corporations that are
the subject of potential hostile or unsolicited takeover attempts.

In spite of RMG's fight against shareholder rights plans, during 2008, 76 U.S. public
companies adopted their first-ever poison pill, compared to 42 original pill adoptions
in 2007. Many shareholders who used to follow activist leaders in pressuring companies
to eliminate their poison pills or declassify their boards now encourage companies to pro-
tect their interests through prudent takeover defenses. However, the debate continues.

Corporate boards and CEOs are increasingly focused on the threat of activist share-
holders and the frequently adversarial positions of organizations like RMG. They turn
to investment bankers and outside law firms for direction in shoring up their defenses
against hostile takeovers and unfriendly activist shareholder initiatives. See Exhibit 13.2
for a corporate checklist of matters to be considered by a company regarding how to
prevent or respond to hedge fund activism.

EXHIBIT 13.2 DEALING WITH ACTIVIST HEDGE FUNDS

Create Team to Deal with Hedge Fund Activism

* Asmall group (2-5) of key officers plus a lawyer, investment banker, proxy-soliciting firm, and
public relations firm

* Ensure ability to convene special meeting of board within 24 to 48 hours

* Continuing contact and periodic meetings of the team are important

e A periodic fire drill with the team is the best way to maintain a state of preparedness

* War list of contacts updated regularly

Continued
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EXHIBIT 13.2 DEALING WITH ACTIVIST HEDGE FUNDS—CONT’'D

Shareholder Relations

* Review dividend policy, analyst presentations, and other financial public relations

¢ Prepare fiduciary holders with respect to takeover tactics designed to panic them

* Review trustees for various company plans and determine if changes are required

* Monitor changes in institutional holdings on a regular basis

¢ Plan for contacts with institutional investors (including maintenance of an up-to-date list of
holdings and contacts) and analysts and with media, regulatory agencies, and political bodies

* Remain informed about activist hedge funds and activist institutional investors and about
corporate governance and proxy issues

* Role of arbitrageurs and hedge funds

Prepare the Board of Directors to Deal with Takeovers

e Maintaining a unified board consensus on key strategic issues is essential to success

¢ Schedule periodic presentations by legal counsel and investment bankers to familiarize
directors with the takeover scene and the law and with their advisors

¢ Company may have policy of continuing as an independent entity

¢ Company may have policy of not engaging in takeover discussions

¢ Directors must guard against subversion by araider and should refer all approaches to the CEO

* Avoid being put in play; psychological and perception factors may be more important
than legal and financial factors in avoiding being singled out as a takeover target

* Review corporate governance guidelines and reconstitution of key committees

Monitor Trading

* Hedge fund accumulation, Schedule 13(f) filings

* Monitor analyst reports

¢ Watch for Schedule 13D and Hart-Scott-Rodino (HSR) filings

Response to Casual Passes/Nonpublic Bear Hugs

¢ No duty to discuss or negotiate

¢ No duty to disclose unless leak comes from within

* Response to any particular approach must be specially structured; team should confer to
decide proper response; meeting with potential bidder or activist may be best strategy

¢ Keep the board advised; participation by independent directors may be critical

Response to Public Offers/Public Bear Hugs

* No response other than “will call you back”

* Call war list and assemble team; inform directors

¢ (all special board meeting to consider bidder proposal

* No press release or statement other than “stop, look, and listen”

* Consider trading halt (NYSE limits halt to short period)

¢ Determine whether to meet with the raider (refusal to meet may be a negative factorinlitigation)

¢ In a tender offer, Schedule 14D-9 must be filled within 10 business days and must disclose
board’s position (favor; oppose; neutral) and reasoning, negotiations, and banker’s opinion
(optional)

Source: “Takeover Response Checklist,” Wachtell, Lipton, Rosen & Katz, Nov. 2011.
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Activist Hedge Fund Performance

Activist hedge fund activity was negatively impacted during a two-year period that started in
mid-2007, when the financial crisis took its toll on activists’ capital and credibility. Prior to
the crisis, for a five-year period, hedge fund activists had been very successful in persuading
companies to repurchase stock, which contributed to rising share prices (stock repurchases
in the United States exceeded $1.7 trillion between mid-2002 and mid-2007, more than dou-
bling repurchase amounts compared to the previous five-year period). The share repurch-
ase-related gains, combined with large gains achieved when activists were successful in
initiatives to push companies into a sale to private equity or other buyers, resulted in strong
returns for activist shareholders. The financial crisis took away available credit (from both
activists and companies), which resulted in reduced share repurchases and fewer M&A
transactions, creating correspondingly lower investment returns for activist investors. As
a consequence, the track records of several hedge fund investors were tarnished: Kirk Ker-
korian took positions in both Ford and General Motors stock and agitated for change, but
ultimately he sold these positions at a significant loss. Carl Icahn pushed Time Warner into
buying back $20 billion in stock when it traded at $18 during 2006, but the company’s shares
dropped to a low of around $7 at the end of 2008. Activists also pressured Home Depot and
Motorola, among others, to purchase shares prior to a steep share price decline. Figure 13.1
shows activist hedge fund returns during 2005-2011.

According to academic studies, the number of public companies targeted for poor per-
formance by hedge funds grew more than tenfold between 1994 and 2006." Despite the
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FIGURE 13.1 Comparison of all hedge fund returns versus activist hedge fund returns, 2005-2011 (annualized total
return in percent). Source: Bloomberg L.P.

!Greenwood, Robin, and Michael Schor. “Investor Activism and Takeovers.” Journal of Financial Economics 92
(2009): 362-375.
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prevalence of hedge fund activism, however, the studies identified an apparent contradic-
tion in the notion that a hedge fund portfolio manager with a short-term financial goal
would have the time, energy, or expertise to improve the long-term performance of a public
company. When examining the effectiveness of hedge fund activism in producing value for
shareholders, the studies found that, unless a target company was ultimately sold following
activist investment, there was little change (during the 18 months following the first acti-
vist filing) in the company’s stock price or financial results. This was true even when the
company took other steps urged by the activists, such as replacing the CEO, changing
the composition of the board, or buying back stock. The studies also confirmed that invest-
ments by activist funds increase the likelihood that target companies will get sold.

In an environment where private equity funds have a more difficult time securing
debt financing to support acquisitions, activist hedge fund investors are less threate-
ning to corporations. The historically symbiotic relationship between activist hedge
funds and buyout firms increases when credit markets free up and leveraged buyout
activity grows.

Activist Hedge Fund Accumulation Strategies

For an activist investor, timing is everything. Their objective is to accumulate enough own-
ership in a targeted company to influence change, but they want to accumulate shares
without drawing attention from the target and without attracting tag-along investors,
whose purchases can drive up the stock price, making it too expensive to accumulate addi-
tional stock (see Figure 13.2). Some activist investors have used derivatives to help them
create a large exposure to a company, without alerting either the target or other potential
investors. Note the following:

¢ Within 18 months of an initial activist 13D filing, more than 50% of targets are involved
in an asset sale and/or change in capital structure/corporate governance-related
outcome.

¢ Activists will often aggressively use the public domain to communicate and play out
their intentions.

e There is also a “herd” phenomenon in which funds will collaborate informally to
increase influence.

¢ This phenomenon means that a situation can destabilize quickly amid a churn in the
investor base, despite small individual investments.

The SEC requires investors that own 5% or more of a company’s equity to disclose their
ownership through a 13D filing within 10 days of acquisition. To avoid tipping their hand,
however, some activist investors have used cash-settled equity swaps to create an equity
exposure to the target. These derivative contracts do not require 13D disclosure (see the
CSX versus TCI discussion that follows and the Porsche, Volkswagen, and CSX: Cars,
Trains, and Derivatives case).
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FIGURE 13.2 Potential activist tactical approaches. Source: Morgan Stanley, Shark Repellent.

An equity swap is typically entered into with an investment bank counterparty, which
causes the bank to buy shares as a hedge against their obligation to pay the returns of the
stock ownership (appreciation or depreciation, plus dividends) to the activist hedge fund
in exchange for payments that are based on a floating rate of interest (typically LIBOR)
plus an appropriate credit spread. In some equity swaps, the hedge fund has the right
to purchase the underlying shares from the counterparty under certain circumstances,
at which point the hedge fund will disclose ownership of the shares (but not before those
shares are delivered). The key question under this arrangement is who controls votes
attached to the shares that are the subject of the equity swap. Since the hedge fund does
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not own the shares, it technically does not own the voting rights, and therefore may not be
required by the SEC to disclose ownership under 13D rules. However, since it might be
able to receive these shares before a future vote on the election of directors, the activist
can theoretically own the shares when it matters most. It is important to note, however,
that many banks expressly refuse to deliver shares or to vote in proxy contests.

Sometimes activist hedge funds have acted in concert with other hedge funds to both
buy shares and enter into equity swaps. For example, two funds could each purchase 4.9%
of a company’s shares without entering into any written agreement to act together, and
each could also enter into an equity swap on 4.9% of the company’s shares. Even though
this may mean that, at the time of a critical corporate event such as election of directors,
the two hedge funds might effectively control a combined 19.6% of a company’s stock and
vote their shares in the same way at that time, neither fund must disclose their position
until immediately before the election. In this case, the two hedge funds will enjoy the ben-
efit of surprise and could wield significant influence on the outcome of an election. It is
important to note that if, in fact, hedge funds act in concert, there may be legal compli-
cations (see the CSX versus TCI discussion in the following section).

CSX versus TCl

Equity swaps have enabled hedge funds to participate in activist shareholder initiatives for
many years, creating the following benefits: (1) maximizing the activist’s profit potential by
avoiding the market bidding up shares in anticipation of a control contest; (2) allowing the
activist to strategically time the disclosure of their intent to influence corporate policy
(potentially permitting the activist to ambush a company with an undisclosed holding
greater than 5%); and (3) enabling an activist to swiftly acquire shares by unwinding the
swaps through physical settlement (if the counterparty consents to do so), allowing the
activist to potentially acquire the common shares held by swap counterparties as a hedge.

During 2007, The Children’s Investment Fund (TCI), a major European-based hedge
fund, acquired a 4.2% ownership in CSX, the fourth-largest U.S. rail operator. TCI then
announced its intent to propose a slate of directors for CSX’s board at the company’s
annual meeting during June 2008. Subsequent to this announcement, the two parties
battled in court and in the court of public opinion, with CSX launching a lobbying cam-
paign among U.S. legislators. In March 2008, CSX accused TCI and another hedge fund
(3G Capital Partners) of violating disclosure laws by building up a coordinated stake
through equity swap contracts. The two hedge funds at that time held a combined
8.7% shareholding in the company and an economic exposure to the stock, based on
the equity swaps, equal to an additional 11.5% of outstanding shares. In April, TCI filed
a countersuit against CSX, alleging the company withheld material facts and violated
insider-trading policies.

Although investors that hold 5% or more of a U.S. company’s stock are required to
report stock holdings with the SEC, investors that create exposure to the stock through
derivatives don’t face the same requirements in some situations. Since equity swaps are
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derivatives that don’t grant direct voting rights to the swap counterparty, the hedge funds
believed that they had no disclosure obligation. The International Swaps and Derivative
Association Inc. and the Securities Industry and Financial Markets Association filed a legal
brief supporting the hedge funds and their position regarding nondisclosure. Moreover,
during June 2008, the SEC also sided with the hedge funds, stating that there is no 13D
disclosure requirement for holders of cash-settled equity swaps.

Ultimately, TCI and 3G Capital Partners entered into swaps with eight bank counter-
parties, which in aggregate gave them economic exposure to more than 14% of CSX’s
shares, with a notional value in excess of $2.5 billion. It was alleged by CSX that most,
if not all, of the swap counterparties hedged their exposure by accumulating an equal
position in CSX shares. The SEC ruled that “standard cash-settled equity swap agree-
ments” do not confer either voting or investment power to the swap party over shares
acquired by its counterparty to hedge the relevant swaps, a conclusion that is not changed
by the presence of economic or business incentives that the counterparty may have to vote
the shares as the other party wishes or to dispose of the shares to the other party. The SEC
therefore rejected CSX’s position that TCI and 3G Capital Partners had acquired beneficial
ownership over the CSX shares purchased by counterparties to hedge their exposure to the
swaps. As a result, the SEC ruled that the hedge funds were therefore not subject to report-
ing requirements under Rule 13D (see Figure 13.3). In the figure, it is assumed that CSX’s
share price was $40 when equity swaps were executed on 62.5 million shares (a notional
amount of $2.5 billion). The outcome of this transaction is the following:

e TCI and 3G receive economic exposure to 62.5 million CSX shares since they receive/
pay total returns from/to investment bank counterparties (quarterly appreciation/
depreciation of CSX share price + dividends).

e Since TCI and 3G don’t own shares (investment banks purchased 62.5 million CSX
shares to hedge their equity swap position), the hedge funds may not need to report
beneficial ownership of these shares to the SEC.

Total retums paid on
equily swap involving

625 mmCSX | 525 billion loan
< M |nvestiment W

TClland 3G ot e k | Lenders
Interest payments - Interest payments "

@ LIBOR + 50 b.p. @LIBOR + 25 b.p.
on 52.5 billion on $2.5 billion
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CsX
Shareholders

FIGURE 13.3 Equity swaps on CSX shares.
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¢ Theinvestment banks receive a spread of 25 basis points between their cost of borrowing
$2.5 billion and the payments received from TCI and 3G under the equity swap.

¢ The hedge fund may have the right to unwind the equity swap in the future before a
proxy vote by paying $2.5 billion to the investment banks in exchange for 62.5 million
CSX shares.

Shortly after the SEC ruling, however, a federal judge found that the two hedge funds
had consciously avoided securities laws in their proxy battle with CSX, a decision that
stands to reshape how activist investors move on their corporate targets. The judge
rebuked the funds by saying they sought to justify their actions “on the basis of formalistic
arguments,” even when they had “defeated the purpose of the law.” The court’s decision
gave ammunition to CSX as it continued its proxy fight based on the judicial view that the
hedge funds had together plotted a bid for control of the company, but consciously, and
illegally, failed to disclose their intentions. The court also found that the hedge funds
delayed publicly disclosing that they were coordinating their CSX-related actions. Finally,
the court noted that, although TCI had no legal right to vote or dispose of the hedged
shares, as an important client of the investment bank counterparties, they could possibly
influence the voting decision of the banks that held CSX shares as a hedge to their equity
swap position.

This federal ruling was not a complete victory for CSX, however, since the judge said
that it was too late to reverse their actions, and that he was legally prevented from “ster-
ilizing” or neutralizing their votes when shareholders chose new members of their board
of directors on June 25, 2008, including representatives from the hedge funds.

The federal court position appears to be at odds with the SEC’s position. However, the
federal ruling represents a strong challenge to hedge funds who attempt to conceal their
true economic position through the use of derivatives. See the Porsche, Volkswagen, and
CSX: Cars, Trains, and Derivatives case for further discussion of this topic.

Changing Rules That Favor Activists

Activist investors have become adept at initiating proxy contests to obtain shareholder
votes in support of the activists’ platform. There are many factors that influence share-
holder votes, including the makeup of a company’s institutional shareholder base, the
extent to which these investors are susceptible to influence by third-party advisory ser-
vices such as RiskMetrics/ISS or Glass Lewis, and the involvement of the retail investor
base and their associated broker discretionary votes. In 2009, the SEC decided to elim-
inate broker discretionary voting for the election of directors, which shifts additional
power to activists in director elections. Additionally, due to the Dodd-Frank Act, brokers
may no longer vote on executive compensation or other significant matters using unin-
structed shares. Historically, brokers have been allowed to vote on behalf of their retail
clients who hold shares in public companies if the shareholder fails to vote. Brokers typ-
ically vote these shares in line with management’s recommendations, including for
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incumbent directors. With the SEC elimination of the NYSE rule that allowed for the bro-
ker discretionary voting in director elections, there will likely be fewer votes in favor of
management.

The elimination of broker discretionary voting is particularly important since almost
45% of S&P 500 companies have adopted a majority vote election standard, replacing
plurality voting. In plurality voting, the nominees for available directorships who receive
the highest number of votes cast are elected, irrespective of the number of votes cast,
including withheld votes. Under this system, a nominee could theoretically be elected
as a director based on receiving, for example, two affirmative votes in an election where
there was one vote cast against the director and millions of withheld votes. For compa-
nies that have adopted the majority vote requirement for directors, nominees are typi-
cally required to receive the affirmative vote of at least 50% of all shareholders’ votes to
remain in office for another term. Previously, the broker discretionary voting rule change
would have had limited impact since nearly all companies had a plurality voting system.
But, with a majority voting standard, disgruntled investors, including activist hedge
funds, may be more successful in “just vote no” campaigns to remove incumbent
directors.

The Dodd-Frank Act contains several new provisions that are likely to increase
shareholder activism. The most important ones are the “Say on Pay” and “Say on Golden
Parachutes” rules. The first provision mandates public companies to have a nonbinding
shareholder vote on executive compensation at least once every three years. The second
provision requires a nonbinding shareholder vote on the “clear and simple” disclosure and
approval of executive compensation related to a transaction (such as a merger). Moreover,
companies must disclose the median annual compensation of all employees excluding
the CEQ, the total annual compensation of the CEO, and the ratio of the two numbers.

Daniel Loeb and 13D Letters

Daniel Loeb is a hedge fund manager and founder of Third Point LLC. He is well known
for writing public letters in which he expresses disapproval of the performance and deci-
sion making of senior management of selected companies. His letters are a form of
shareholder activism. These letters are often sent directly to a company’s CEO or board,
and sometimes are attached to 13D filings with the SEC when Loeb’s holdings in a com-
pany exceed 5%. Loeb’s goal is to shame companies into replacing their CEOs, shaking
up their boards, or doing other things that will boost the value of his investment. After
Loeb bought shares in Potlatch Corporation and the share price dropped, he branded
CEO Pendleton Siegel a “CVD”—chief value destroyer. He wrote to Star Gas Partners
L.P. CEO Irik Sevin: “Do what you do best. Retreat to your waterfront mansion in the
Hamptons where you can play tennis and hobnob with your fellow socialites.” Sevin
subsequently resigned from the company. See Loeb’s letter to the CEO of InterCept,
Inc. in Exhibit 13.3.
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EXHIBIT 13.3 DANIEL LOEB LETTER TO INTERCEPT, INC.—JUNE 24, 2004

Mr. John W. Collins

Chairman of the Board and Chief Executive Officer
Intercept, Inc.

3150 Holcomb Bridge Road

Suite 200

Norcross, GA 30071

Dear Mr. Collins:

I am writing to inform you that we agree with the market’s determination that InterCept, Inc. (the
“Company”) should be worth substantially more with your imminent involuntary extraction
from the position of Chief Executive Officer, which we would expect to result from the likely sale
of the Company. Accordingly, we have increased our stake in the Company to 1,750,000 shares,
8.6% of the outstanding common valued at approximately $29 million.

As you know from our letter to you dated May 27, 2004, we have grave doubts about

your managerial skill, fitness to run a public company and business judgment. All of these
criticisms were substantiated by the investigation that we conducted and the numerous
examples that were provided. For these reasons and the others identified here and in our
prior correspondence, we will be pleased to withhold authority for a vote in favor of your
re-election whenever the postponed annual meeting is held.

Unfortunately, your depiction of Third Point Management as a “sleazy hedge fund” in the

June 12, 2004 Atlanta Journal-Constitution is totally baseless and possibly libelous. For someone
who acquired iBill, a purported “merchant processing business” whose real activity is primarily
to provide billing services to hard core pornographic websites, your credibility as moral arbiter
is not strong. Perhaps from your vantage point in the porno industry, you find it unsavory
that I support a children’s cancer hospital (Tomorrow’s Children’s Fund), education for the
disadvantaged youth (Prep for Prep), women’s rights in third world countries (Equality Now)
and numerous other charities. Maybe it is the fact that, since inception, my business

has generated over $600 million in profits and provided numerous jobs, which you find
offensive.

In any event, calling your second largest shareholder “sleazy” is further evidence of your
poor judgment and exemplifies the type of behavior that should provide you with ample
opportunity to join your son-in-law on the golf course in the not too distant future.

Sincerely,

Daniel S. Loeb

Source: Securities and Exchange Commission.
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Carl Icahn versus Yahoo!

During February 2008, Microsoft offered to buy Yahoo! at $31 per share, but Yahoo!’s CEO
and founder rejected the offer. Following this rejection, Carl Icahn started accumulating a
position in Yahoo! stock, attempting to benefit from an eventual sale to Microsoft. During
May 2008, Icahn initiated a proxy fight against Yahoo! after acquiring an equity-equivalent
position of 59 million Yahoo! shares. This position was comprised of 9.9 million common
shares and equity collars on 49 million Yahoo! shares. The equity collars were created through
the purchase of call options on Yahoo! (American-style calls with an unknown strike price
and maturity) and the simultaneous sale of put options on Yahoo! (European-style puts
with a strike price of $19.50, maturing in November 2010). See Exhibit 13.4.

EXHIBIT 13.4 EQUITY COLLARS ON YAHOO! STOCK

* Assume Yahoo! share price of $25.15 when the equity collar is executed
* Putoptions on 49 million Yahoo! shares at a strike price of $19.15, and an 18-month maturity
can be sold for proceeds of

(i) $2.14/option

* (Call options on 49 million Yahoo! shares at a strike price of $32.85, and an 18-month maturity
can be purchased for a cost of

(i) $2.14/option
* Total cost for a “costless equity collar” = (i) — (ii) = $2.14/option — $2.14/option = $0

Sell Put Options + Buy Call Options
Economic Economic
Value 4 Value 4
$2.14
$0 1 40-
-52.14
$19.15  $25.15 $25.15 $32.85
Costless EquityCollar vs. Purchase Yahoo! @ $25.15
Economic Economic
Value A Value 4
$2.14 1 /
o0 %0
-$2141/ i

v

§1915 515 $30.85 $25.15
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The equity collars provided the following potential benefits for Icahn: (1) the estimated
cost for the equity collars could be zero, compared to the over $1.23 billion cost that Icahn
would have paid to purchase 49 million Yahoo! shares at the $25.15 opening share price on
the date the collars were entered into; and (2) entering into a collar transaction was less
visible than purchasing 49 million shares, enabling Icahn to secure his position without
competing directly in the market for shares. The options could be settled physically, by
delivery of shares, or if Icahn did not want to buy Yahoo! shares if options were exercised,
he could “cash settle” the options. Cash settlement means that, if an option was exercised,
the economic equivalent of a physical settlement would be paid in cash (payment to Icahn
if Yahoo!’s share price exceeded $32.85 or from Icahn if the share price fell below $19.15).

Icahn, along with two more Icahn-supported directors, ultimately joined Yahoo!’s
board in July 2008 in an arrangement that ended the proxy fight that he initiated. Although
Icahn stated at that time that he “continued to believe that the sale of the whole company
or the sale of its Search business is the right transaction and must be given full consider-
ation,” he agreed not to interfere with the full board’s decisions regarding whether or not to
sell the company. By the end of 2008, Microsoft had not renewed its offer for Yahoo! and
the company’s share price dropped below $13, suggesting a bad economic outcome for
Icahn. During July 2009, the two companies announced a partnership in Internet search
and advertising in an effort to better compete with Google, without a full acquisition by
Microsoft. One week after this announcement, Yahoo!’s share price was $14.50.

Bill Ackman versus McDonald'’s, Wendy'’s,
Ceridian, Target, and MBIA

Bill Ackman launched Pershing Square Capital Management (considered to be an
activist hedge fund) in 2004. This fund has purchased common shares (or call options
to purchase common shares in the future) in many companies, including Wendy’s,
McDonald’s, Ceridian, Barnes & Noble, Borders, Sears, Sears Canada, Dr. Pepper Snapple,
General Growth Properties, Longs Drug, and Target. The fund has also purchased a
number of financial company stocks, including Greenlight Capital, Visa, MasterCard,
AIG, and Wachovia.

Pershing Square’s experience with McDonald’s and Wendy’s is described in the
McDonald’s, Wendy’s, and Hedge Funds: Hamburger Hedging? case. In the Ceridian
investment, Ackman acquired 15% of the company’s shares and tried to fill the company’s
board with his own independent nominees, while pushing for a spin-off of its strongest
division. The company ultimately sold itself to a private equity firm and a private insurer
for $36 a share, a price that was about double Pershing Square’s purchase price.

Ackman set up Pershing Square IV during 2007 to invest solely in Target Corporation,
the second largest U.S. discount retailer. The investment totaled $2 billion, creating eco-
nomic exposure to more than 10% of the company through purchase of common shares
and through swap and option positions. Target’s stock price dropped by approximately
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21% during the fund’s 2007 holding period, and this resulted in a loss of more than 43% in
the fund’s value because of leverage. During 2008, because of further drops in Target’s
share price, combined with the fund’s leveraged position, the value of Pershing Square
IV dropped an additional 68%.

Based on his fund’s large position, Ackman pushed Target to buy back shares, sell its
credit card unit, and extract more value through its real estate holdings (Ackman wanted
Target to spin off the land on which the company’s stores were built into a REIT, with the
REIT to lease attached buildings to Target for 75 years). The company resisted any real
estate initiatives, but ultimately, agreed to purchase $10 billion in shares and sell almost
50% of its credit card portfolio for $3.6 billion.

During October 2008, Target responded to Ackman’s REIT proposal by stating that his
“analysis raises serious concerns on a number of important issues, including

1. The validity of assumptions supporting Pershing Square’s market valuation of Target
and the separate REIT entity.

2. The reduction in Target’s financial flexibility due to the conveyance of valuable assets
to the REIT and the large expense obligation created by the proposed lease payments,
which are subject to annual increase.

3. The adverse impact the company believes the proposed structure would have on
Target’s debt ratings, borrowing costs and liquidity, exacerbated by current market
conditions.

4. The frictional costs and operational risks, including tax implications, of executing
Pershing Square’s ideas.

5. The risk of diverting management’s focus away from core business operations over an
extended time period to execute such a complex transaction in the current
environment.”

In addition to investing in the stock of underperforming companies, Pershing Square
created large short positions in a number of companies, including Fannie Mae, Freddie
Mac, and MBIA. MBIA is the largest provider of financial guarantees to states and munic-
ipalities. In addition, MBIA has provided a significant amount of guarantees in support of
subprime mortgages and related obligations. Ackman established a large short position in
MBIA's stock after flagging the company’s over $18.7 billion in subprime exposure through
guarantees of mortgage-backed securities and CDOs (collateralized debt obligations),
which represented more than 280% of the company’s statutory capital. Embedded within
this exposure were guarantees of $9 billion in support of CDO-squared obligations (a risk-
ier form of CDOs). This short position was one of the principal drivers for Pershing
Square’s strong performance in several funds during 2007-2008, as MBIA’s share price
dropped from over $70 to under $4. During this period, Moody’s reduced the company’s
credit rating from Aaa to Baal. Ackman’s short positions in the stocks of both Fannie Mae
and Freddie Mac during 2008 also produced significant profits for Pershing Square funds,
after these two stocks both dropped in value by over 90%.
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Table 13.1

Notable Activist Investors

AUM
Fund ($ bn) Key Individual(s) Selected Investments Comments
Icahn Associates 12 Carl Icahn Time Warner Yahoo! ® Most prolific activist
Motorola Biogen ® Frequently seeks board seats
Kerr-McGee Genzyme ® Not deterred by market capitalization of target
® Access to significantly more capital through Icahn’s personal
wealth
Harbinger Capital 9 Philip Falcone New York Times Terrestar ® Successfully added two directors to the New York Times
Partners Cleveland Cliffs board
® Opposed Cleveland Cliffs’ proposed acquisition of Alpha
Natural Resources
LightSquared Mittal Steel ® Corporate governance focus
Children’s 7 Chris Hohn CSX Arcelor ® Historically European-focused, but recently active in United
Investment Euronext/ ABN AMRO States
Fund (TCl) Deutsche Bouse ® Violations of securities laws in CSX situation did not prevent
success story in proxy fights
® Opposed Deutsche Borse’s bid for the London Stock
Exchange
JANA Partners 8 Barry Rosenstein Time Warner CNET ® Regularly partners with Icahn
Kerr-McGee ® Managed by former protégé of Asher Edelman
Pershing Square 9 William Ackman Borders Ceridian ® Recent focus on retail/real estate plays
Capital McDonald’s Target
Management Wendy's
Trian Fund 3 Nelson Petz Heinz Chemtura ® High profile given Petz background
Management Peter May Wendy's Cadbury’s ® Experience of principals suggests likely focus on consumer/
retail sector
Relational 6 David Batchelder Sprint SPX ® Corporate governance focus; very targeted
Investors Ralph Whitworth Home Depot Sovereign ® Exceptionally high incidence of CEO change at targets
Bancorp
Steel Partners 7 Warren United Brinks ® Has partnered with Icahn
Lichtenstein Industrials Handy & ® Recent focus has been more international, particularly Asia
KT&G Corp Harman

Source: Morgan Stanley, Press Reports.
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Summary

There is disagreement on whether hedge fund shareholder activism makes companies
stronger or merely generates short-term gains that principally benefit the activist at
the expense of long-term shareholders. During 2008, there were more than 75 U.S. hedge
funds dedicated to event-driven, activist-style investing, and these funds managed
more than $50 billion in assets. See Table 13.1 for a list of notable activist hedge funds.
Some significant institutional investors have lined up with these hedge funds to push
boards to be more responsive to shareholders. In a number of cases, it appears that
improvements have been made in companies that, in the absence of shareholder activism,
may not have occurred. In other cases, large share repurchases pushed by activists and
executed by companies created large opportunity costs when the repurchases occurred
before subsequent steep share price drops. In addition, a number of acquisitions pushed
by activist shareholders have seen significant share price drops since closing.

Although the outcome is mixed, activist hedge funds have benefitted from longer
lock-ups than most hedge funds (typically three to four years, compared to traditional
hedge fund lock-ups of approximately one year), and from the significant drop in share
prices worldwide during 2008 that created potentially excellent buying opportunities
for these funds.
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Risk, Regulation, and
Organizational Structure

The material in this chapter should be cross-referenced with the following case: A Tale of
Two Hedge Funds: Magnetar and Peloton.

Investor Risks

Hedge fund investors are exposed to portfolio-level risks at each hedge fund they invest in,
as summarized in Figure 14.1. In addition, they are exposed to hedge fund investment-
level risks, which include business risks, people risks, investment strategy risks, and
systemic risks.

Another way of looking at hedge fund investor risk is to focus on five incremental risks
that are more pronounced in hedge funds than in many other investment funds. These
incremental risks relate to leverage, regulation, short selling, transparency, and risk
tolerance.

Leverage

Most, but not all, hedge funds use leverage to increase their returns. In addition, many
hedge funds utilize a significant amount of off-balance-sheet leverage through deriva-
tives. Figure 14.2 shows leverage on balance sheets of hedge funds. Leverage works well
when returns are positive, but it backfires when returns are negative. The average leverage
applied depends on the investment strategy and the hedge fund. Assuming a hedge fund
borrows $70 after receiving $30 from investors and a $100 investment is made with the
total proceeds, if the investment declines by 10%, investors suffer a loss of 33%. By the
same token, if the investment increases by 10%, investors gain 33%. Some investors are
uncomfortable with the variability in potential returns represented by a leveraged hedge
fund investment strategy. Leverage is also cited as a significant factor in increasing the risk
of a systemic disturbance, since hedge fund leverage creates more vulnerability to liquid-
ity shocks (see the section on systemic risk later in the chapter). Over a five-year period
from 2004 to 2008, the average leverage employed by hedge funds ranged from 40% for
many equity long/short strategies to over 400% for some fixed income arbitrage strategies.
It should be noted that a large proportion of hedge fund leverage is collateralized by
assets and so, although notional leverage amounts can be very large, marginal leverage
(uncollateralized by assets) is much smaller.

Investment Banks, Hedge Funds, and Private Equity, Second Edition 287
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Portfolio-Level Issues

Liquidity Survivorship Bias UBTI
Transparency Complexity Headline Risk
Benchmarking Leverage Terms and Conditions

Investment-Level Issues
Investment
Business People Process/Strategy Systemic
Operational Controls Key-Person Strategy Failure Regulatory Change

Client Composition Integrity/Behavior Style Drift Failure of Prime Broker
Changes in Capital Base Focus, Drive, Motivation Leverage Correlation Spike in

Counterparty Risk Depth and Breadth of Team Liquidity Stressed Markets

Conflicts of Interest Concentration Failure of Major
Compensation Structure Unstable Correlations Financial Institution

FIGURE 14.1 Risks in hedge fund investing. UBTI, Unrelated Business Taxable Income, is income regularly generated
by tax-exempt entities by means of taxable activities. In the case of hedge funds, it includes debt-financed income, on
which tax-exempt investors need to pay taxes. This issue can be circumvented through the use of offshore hedge
funds. Source: Grosvenor Capital Management.

5.7
4.8
3x* L
32 2 5x everage
2.8 M Capital base
2% * Leverage ratio

Jan-08 Jan-09 Jan-10 Jan-11

FIGURE 14.2 Hedge fund leverage. Capital base (in $ trillions) and estimated leverage in positions are displayed.
Sources: Hedge Fund Research, Inc., Credit Suisse, BlackRock.

Regulation

U.S. hedge funds have historically been able to rely on the “private adviser exemption” to
reporting under the Investment Advisers Act of 1940 ('40 Act), as long as a hedge fund
adviser “has fewer than fifteen clients and neither holds himself out generally to the public
as an investment adviser nor acts as an investment adviser” to a registered investment
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company. Since nearly all hedge fund advisers manage fewer than fifteen separate hedge
funds, they were not compelled to register under the 40 Act. As a result, U.S. hedge funds
were not subject to as much direct oversight from financial regulators, compared to
mutual funds and most other investment managers who are not exempt from the 40 Act.

Similarly, non-U.S.-based hedge funds generally had less regulation compared to most
other investment funds in their respective countries. However, banks (the principal coun-
terparties to hedge funds in trading and lending transactions) are highly regulated and
therefore “indirect” regulation (including the U.S. Fed’s Reg T limitations on margin)
applies to hedge funds. Moreover, with the implementation of the Dodd-Frank Act of
2010, all hedge fund advisers above $150 million are required to register with the SEC
and maintain extensive records about their investment and business practices, provide
this information to the SEC, hire a chief compliance officer to design and monitor a com-
pliance program, and be subject to periodic SEC examinations and inspections.

Regulation of Hedge Funds in International Markets

The European Union (EU) passed the Alternative Investment Fund Managers Directive
(AIFMD) on November 11, 2010, putting hedge funds and private equity funds under
EU supervision for the first time. The main provisions of the AIFMD include mandatory
registration, limits on leverage, detailed reporting and disclosure requirements (including
compensation to key employees), and a marketing guideline for EU and non-EU funds.
The European Securities and Markets Authority (ESMA) was created on January 1, 2011,
and is responsible for interpreting these regulations. However, enforcement of regulations
will be the responsibility of national agencies in cooperation with the ESMA.

Singapore, one of the major centers for hedge funds in Asia, adopted new regulations
during 2010 that require large funds (>$250 million) to register with the Monetary Author-
ity of Singapore (MAS). The new regulations also mandate quarterly (unaudited) reports
and annual audited reports to investors and the MAS. Furthermore, hedge fund managers
must obtain a Capital Markets Services (CMS) license from the MAS.

In Hong Kong, another major center for hedge funds in Asia, firms are regulated by the
Securities and Futures Ordinance (SFO). The SFO defines several types of hedge fund busi-
ness activities, including dealing in securities, leveraged foreign exchange trading, and
dealing in futures contracts, and requires hedge fund managers to apply for the license
that is most appropriate for their business. Additionally, the SFO gives recommendations
about best practices in terms of reporting and disclosure, and also strongly limits market-
ing activities to investors.

In China, hedge funds are classified as either government-supported or private funds.
Private hedge funds are still in an early stage of development, with the first fully privately
run hedge fund approved during 2011 by the government. Market observers agree that the
China Securities Regulatory Commission (CSRC) is using the first private hedge fund as an
experiment before passing more comprehensive regulation. More generally, the market
environment in China is not particularly well suited for running hedge funds. The CSRC
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allows only short sales in about 50 stocks of the CSI 300 Index. Brokers cannot use cus-
tomers’ shares for facilitating short sales and thus the cost for short selling stocks amounts
to approximately 10% per year. Additionally, hedge fund managers cannot use leverage to
run their fund.

Short Selling

Many hedge funds sell securities short as a way to express a bearish view. This short selling
action creates a theoretically limitless exposure if the shorted security increases in value.
Along position in a security has a loss potential that is limited by the value of the security,
but there is no such limit in a short position. However, short sale positions that are hedges
against a long holding are considered risk mitigators rather than risk augmenters.

Transparency

Hedge funds frequently engage in investment and hedging activities that attempt to arbi-
trage pricing inefficiencies in the market. To the extent that many funds identify the same
opportunities, the profitability of an arbitrage strategy can be impaired. As a result, some
hedge funds are very secretive about their investment strategies in order to protect the
sources of alpha they have identified and, as a result, provide limited information to inves-
tors. Investors therefore have limited ability to monitor hedge fund activities that could
potentially impair investment values. In addition, even if investors had more transpar-
ency, gates and other liquidity limitations minimize investor alternatives.

Risk Tolerance

Many hedge fund managers are inherently more comfortable taking risks compared to
non-hedge fund managers. They are willing to consider a much broader array of invest-
ment alternatives and new, innovative securities. In addition, hedge funds frequently use
derivatives, which sometimes carry risks that are problematic to analyze and value.
However, derivatives can also mitigate risk, if used properly.

Systemic Risk

Systemic risk is typically defined as a financial shock that brings with it the reality—or the
clear and present danger—of inflicting significant damage on the entire financial system
and the economy. In other words, systemic risk relates to the possibility that many financial
institutions fail simultaneously in response to a single major event. Hedge funds can create
systemic risk in two ways: (1) the failure of several large hedge funds at the same time
could create contagion across many classes of financial and real assets as the failing funds
are required to unwind all of their investment positions at fire sale prices, and (2) hedge
funds can potentially create large losses for the banks that lend to them if collateral is inad-
equate or valuation methodologies are inaccurate. Large losses incurred by banks from
their exposure to hedge funds could have a cascading effect on other financial institutions.
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The activities of hedge funds were heavily scrutinized following the failure of Long-
Term Capital Management (LTCM), which was bailed out during 1998 by fourteen major
investment banks, operating under the coordination of the U.S. Federal Reserve. These
banks and the Fed took the view that excessive leverage employed by LTCM, in combina-
tion with a misguided liquidity expectation, caused the fund’s collapse and that many
other financial institutions would have been dragged into bankruptcy if the bailout had
not occurred.

The main themes that emerged from analyzing the LTCM debacle and subsequent
hedge fund failures are the importance of liquidity and leverage, and the correlations
among instruments and portfolios that would be considered uncorrelated in normal mar-
ket environments, but that, under extreme stress, would not be independent.

The failure of Amaranth Advisors in 2006, combined with increasing bank exposure
to hedge funds, refocused attention on whether hedge funds posed substantial risks to
the general market. Some regulators and central banks, including the Bank of England,
concluded that, although hedge funds can create systemic risk, there are even bigger sys-
temic risks posed by other financial market participants. The Bank’s Deputy Governor for
Financial Stability stated in 2006 that traditionally central banks and regulators believed
that the greatest risk to financial stability was posed by the key intermediaries at the center
of the financial system. In his view, hedge funds were not even among the top 12 main
sources of vulnerability in the system. He also stated that, in fact, hedge funds allowed
for the transfer of risk from parties who do not want it to parties who do, potentially reduc-
ing systemic risk as a result.'

There are many who disagree with this position. For example, in a study that was re-
ferred to in the Federal Reserve Bank of Atlanta’s Economic Review, the study’s authors
concluded, among other things, that massive fund inflows have had a material impact
on hedge fund returns and a corresponding increase in risks, and that risks facing hedge
funds are nonlinear and more complex than those facing traditional asset classes. The study
determined that because of the dynamic nature of hedge fund investment strategies and the
impact of fund flows on leverage and performance, hedge fund risk models require
more sophisticated analytics and are susceptible to greater error.” This study and similar
studies concluded that hedge funds create systemic risk that alters the risk/reward land-
scape of financial investments. These studies support the view that, although hedge
funds have historically outperformed many other forms of investment management,
they have also created corresponding risks that differ in important ways from more
traditional investments. Such differences may have implications in the consideration of
systemic risk.

ISir John Gieve, Deputy Governor, Bank of England. October 17, 2006, speech on Hedge Funds and Financial
Stability given at the HEDGE 2006 Conference.

2Chan, Getmansky, Haas, and Lo. “Do Hedge Funds Increase Systemic Risk?” Federal Reserve of Atlanta
Economic Review, 4th quarter (2006).
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Actions initiated by hedge funds’ bank counterparties can also create systemic risk. As a
result of substantial losses suffered during the 2007-2008 credit crisis, banks were forced
to shore up their capital base and drastically reduce the amount of credit provided to their
borrowing clients, including hedge funds. Many hedge funds were put at risk when banks
went bankrupt or reduced funding available to the funds through margin calls (in an effort
to strengthen their own balance sheets).

In a scenario where several large and highly leveraged hedge funds experience a signif-
icant dislocation in the market and are forced by their lenders to quickly unwind positions,
there could be a significant drop in prices for the securities being sold. This could, in turn,
cause contagion across other, normally uncorrelated, asset classes, which ultimately
might create significant losses for other investors and spark a flight to safety, as investors
panic and sell many securities at a loss to mitigate investment risk. This scenario was
played out to a certain extent during the two-year period starting mid-2007. For example,
during August 2007, several large quantitative arbitrage hedge funds experienced signif-
icantlosses when the credit market became troubled, and stress from this market bled into
the equity market. The leverage employed by a number of these funds, combined with the
rapid, massive, computer-driven selling of similar securities by the quantitative hedge
funds caused billions of dollars of losses for these funds.

This, in turn, prompted funds of funds to redeem their investments in hedge funds,
which caused more liquidations of hedge fund positions to raise cash to meet these redemp-
tions, which further exacerbated equity and fixed income market declines. Throughout 2007
and 2008, hedge funds continued to sell assets based on margin calls from counterparties,
increased investor redemptions, and declining risk appetite. The result was to put further
downside pressure on securities that were already suffering pricing erosion from the effects
of the subprime mortgage asset debacle. See Figure 14.3 for an example of how leverage can
acc