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The Big Picture

Presented by
Martin Mitchell



Investment Banks

Provide services to facilitate the raising of finance
Breakdown of activities:

Investment Banking
Research

Sales and Trading
Prime Brokerage
Principal Investments
Back and Middle offices




INSTRUMENTS

Equities
Bonds/Fixed Income
Derivatives



Real Investment Returns (% pa)

2005 10 years |20 years |50years |105years
Equities 18.9 5.0 7.2 6.3 5.1
Gilts 6.0 6.5 6.1 1.7 1.1
Cash 2.7 3.0 4.2 1.9 1.0

Source: Barclays Capital




INSTRUMENTS

Equities



Definition of equity

Equity = shares
Issued by companies
represents part ownership

shareholder has a say in how the company is run and
shares in future profits

In the UK, equities are generally held in
registered form




Why own shares?

Voting

Income — dividends
Capital growth
Trade perks

Risks
Price
Liquidity
Issuer




Company types

{AII companies}
public private
(plc) (Itd)
fully AlM
ted
jisted { jisted } L””quoe}




Primary & secondary markets

onwara tradaing or
chares at market
price

Company
ISsue
PR'MAFEY Shares
MARKET at

£2.20 each



Primary market activities

Corporate finance and leverage
equity finance and borrowing
adding leverage

more debt
less equity (buybacks)
advisory/origination stage

equity capital markets structure,
document and execute



Mergers and Acquisitions

Rationale and motivation
Industry consolidation, economies of scale

Role of the banks
Adviser to predator (or target)
Lending in leveraged transactions




Demergers, private equity and
privatisations

Demergers
Splitting parts of the business to provide more focus
Private equity

Often the source of money for selling parts of the
business

Privatisations

Government owned organisations being sold to
Investors
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Secondary market activities -
Research

Fundamental analysis
Economy
Accounts analysis

Technical analysis
Share price history

Trading volume history
Sector specifics Breakout patterns

Management and Buy and sell signals
strategy
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Secondary market activities — Sales
and Trading

Sales turn thought provoking research into
commercially viable investment ideas

Salespeople link clients order flow with the ‘flow
traders’

Clients look for efficiency combined with best
execution

Bank’s research and ideas also result in orders
from the ‘proprietary traders’

Flow trades from hedge fund clients form part of
the ‘prime brokerage’ services VU
AR
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Trading strategies

Index arbitrage/program trades

Profiting from temporary discrepancies
between the prices of stocks and the
iIndex futures

Long/short

Taking a position that will gain from
relative movements regardless of overall
market movements

Special situations/event driven
eg Buying the shares of a takeover target




Stock Exchange Indices

Calculated from the values of a fixed number of
shares

Most are weighted, meaning that each
constituent may have a different impact on the
Index value
Uses:

measure performance

benchmark to judge portfolios

derivatives can be based on them



Other Exchange Indices

LSE - FTSE

LSE - FTSE

LSE - FTSE Actuaries
LSE - FTSE Eurotop
NYSE - Dow Jones
NYSE-S &P

Tokyo — Nikkel

Paris (Euronext)— CAC
Frankfurt — XETRA Dax

100
250
350
300
30
500
225
40
30



INSTRUMENTS

Bonds/Fixed Income
(and Credit)



Introduction

Fixed Income

Securities that pay a specific interest rate,
particularly bonds

Bonds are ‘IOUs’ that specify a face value, a
coupon rate and a redemption date

Credit

Extending finance in the form of borrowing



Yield

Yield to Maturity (or Gross Redemption Yield)
Percentage measure of return per annum

Takes into account both the annual income/coupon
and any profit or loss if held through to maturity




Bond Issuance — primary market
activities

Auctions

Government bonds
Multiple price versus uniform price
Competitive and non-competitive bids

Bookbuilding via syndicates
Eurobonds
Lead managers



Research and trading - bond
analysis

Interest rate risks and duration
Repayment risks and credit ratings
Yield and credit spreads



Duration

Captures both the ‘pull to redemption’ and the
‘coupon size’ factors of interest rate risk
Average life of the bond

Longer = more responsive
Shorter = less responsive



Repayment Risk

Repayment or credit risk

Assessed by the rating agencies
Moody’s Aaa, Aa, A, Baa, Ba, B, C
Standard and Poors AAA, AA, A, BBB, etc
Baa or BBB and above are ‘investment grade’



Yields and Credit Spreads

Yields on government bonds provide the ‘default
risk free’ yield

Other bonds are priced against these
benchmark government bonds

Spreads are measured in basis points



Vanilla versus Exotic Products

Vanilla products
Simple bonds, often classified by issuer
Government bonds
Corporate bonds
Agency bonds

Exotic products
More complicated products, eg CDOs



Securitisation/Asset Backed

Bonds secured on a pool of underlying assets

Examples include toll bridges, car loans, credit
card receivables

Mortgage backed securities are generally
considered separately

Freddie Mac (Federal Home Loan Mortgage Corp)
Fannie Mae (Federal National Mortgage Association)



Collateralised Debt Obligation

Collateralised debt obligations (CDOs)
subdivided into
collateralised loan obligations (CLOs)
collateralised bond obligations (CBOSs)

CLOs free up banks’ balance sheets
CBOs driven by arbitrage opportunities

CDOs divided into tranches with different credit
ratings

e



INSTRUMENTS

Derivatives



What I1s a derivative?

A financial instrument (contract) which derives its
value from the value of other securities or variables
Including shares, bonds, currencies, interest rates
and commodities

Derivatives include futures, forwards, options and
swaps

Cash markets v derivative markets



Derivatives Overview

Exchange traded Over The Counter (OTC)
Futures Swaps
Options Forwards
Warrants Credit Derivatives
Uses:
- Speculation
- Hedging

- Arbitrage



OTC Derivatives

Vanilla
Standard terms

Exotic

Non-standard terms, special features added to the
contracts



Credit Derivatives

Contracts that enable the transfer of credit risk

Many different types from vanilla to exotic but most
common Is the credit default swap

Concept = insurance against certain credit events that
might impact a bond portfolio




Any guestions?



