


Investment Banking Business
« Arranges financings for corporations and
governments: debt; equity; convertibles.

» Advises on M&A transactions.

Trading Business
« Sells and trades securities and other financial assets
as an intermediary on behalf of institutional investing
clients.
« Operates in two business units: Equity and Fixed
Income, Currency, and Commodities (FICC)™.
» Provides research to investing clients.

Asset Management Business
« Offers equity, fixed income, alternative investments,
and money market investment products and services
principally to individual investing 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 refer principally to energy- and metals-
based commodities.
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Sales & Trading

e Focuses primarily on servicing institutional investor clients such as

mutual funds, hedge funds, pension funds, sovereign wealth, and

Insurance companies.

® Traders divide their focus into two principal areas:

® Supporting primary market transactions, which involves purchasing
securities directly from a corporate or government issuer, reselling
those securities at a profit, and standing ready to repurchase securities

at any time

® Participating in the secondary market by buying and selling previously

issued securities at a profit

® In order to provide this “market-making” service, a bank keeps an

inventory of securities and makes “bid” and “offer” prices on these

securities based on their risk and liquidity
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Sales & Trading Figures

Average Annual Trading and Banking Revenues of Selected

Global Investment Banks ($ Billions)

Equities FICC Inv. Equities FICC Inv. Banking

Bank Trading  Trading Banking  Total % % %

Bank of America 510 8.8 6.2 20.1 25% 44% 31%
Barclays 2.8 4.9 3.4 11.1 25% 44% 30%
Citi 5 13.9 5.3 22,6 15% 62% 24%
Deutsche Bank 159 7.0 22 1Ll 17% 63% 20%
Goldman Sachs 8.1 8.7 8.4 252 32% 34% 33%
J.P. Morgan 73 16.1 8.2 316 23% 51% 26%
Morgan Stanley B9 512 6.3 217 41% 30% 29%

Total 37:9 65.9 40.1 143.3 26% 46% 28%




Market Making

® The bank acts as a risk-taking principal, seeking to buy securities

from institutional investors and, later, reselling

e Bid price is the highest price that the buyer will buy the security at

o Ask price is the lowest price that the seller will sell the security at

* Ifindividual trades are made with a small positive “expected
value,” then executing a large quantity of trades with appropriate
aggregated risk management will likely produce overall profits

instead of losses on a large majority of days

* Institutional investors bear almost all of the long-term price risk in
securities markets, but trading desks at investment banks bear

residual risks from market making




Market Making

® Traders buy and sell securities to make profits but also have the

additional objective of helping investing clients trade profitably

* Ifa client can’t trade profitably with an investment bank, the client

may eventually stop trading with that bank

* As aresult, sometimes traders decide to accept lower trading
margins (and occasional losses) to accommodate client investment

objectives and to facilitate greater trading volume
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Research

e Bank research publications are often provided to institutional
investors for free in the hopes that investors will use that bank to

execute low-risk and commoditized transactions

e Investors will often pay higher commissions per share than

necessary in order to access value-added research

® Investors often pay commissions between $0.02 and $0.05 per

share, despite having access to other trading methods in which

they would pay $0.01 per share or less
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Sales

« Sales professionals cover individual and institutional investing

clients

e Their role is to bring to clients value-added investing or hedging

ideas, as well as pricing from traders

* 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

° In addition to providing pricing information, sales professionals

provide investment ideas developed from research and analysis
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Equity Trading

® Equity traders trade
e common shares
¢ derivatives on common shares
® equity indexes (options, swaps, forwards and futures)

e convertible securities

* exchange-traded funds (ETFs)




Equity Trading
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Prime Brokerage

* The Prime Brokerage business (xz%%vr %) is housed in the

Trading Division and focuses principally on hedge funds and other

clients who borrow securities and cash to support their

investment business

° In addition to lending, other services provided to investing clients

include trade clearing, custody and settlement Ge#544) , real

estate and computer assistance, performance measurement, and

Derformance FGDOTtiIlQ

* These products and services bring in fees that can be several

billion dollars per year at some banks
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Prime Brokerage

* Securities Lending (s £)

. Hedge funds sometimes borrow securities to enable them to sell the

securities short (selling a borrowed security, with the obligation to
return a like security after purchasing 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 speculation that a security’s price will drop

. Margin Financing (fFiE 4 ek %

. Hedge fund cash borrowings from investment banks (called “portfolio

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




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 investment
banks, who re-lend 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




Securities Lending

* The lenders will reinvest the cash collateral and pay interest on

this cash at a rate close to or considerably less than the market
rate, depending on demand and supply conditions for lending
different stocks

* If, for example, a market overnight low-risk interest rate is 2%
p-a. and supply exceeds demand for borrowing a particular
stock, the lender might pay interest on the collateral to the
stock borrower of 1.75% p.a. (BRZ#% > FE > L4&HAFE)

- If, however, demand for the shares exceeds the availability of
lendable shares, the interest rate paid might be 0.75% p.a. (&
FHL < FERK > IARAFE)

* The rate of interest paid by lenders to share borrowers is called

“rebate” (= 4ef]E\47ik)




Securities Lending

° As an example, if an investor lent 400,000 shares of IBM stock
when the stock traded at $100 (valued at $40,000,000), the
borrower might be required to post $40,800,000 in cash collateral
with the stock lender when the stock was borrowed

* If the loan was for three months, the market interest earned on

the $40,800,000 cash collateral at 2% p.a. would be $204,000

* Because IBM shares are fairly easy to borrow (supply exceeds
demand), the stock lender might pay a rebate to the stock
borrower at a rate of 1.75% p.a., or $178,500 (the lower the
rebate, the higher the cost for the borrower to create a short
position, and the greater the earnings for the lender of shares)

* The 25 basis point spread, or $25,500 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 transaction
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Securities Lending

* 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 the title is
held on a “dividend record date” (sx& %3z 8) and can vote if a

shareholder election is held

° In most cases, the stock loan agreement provides that whenever

short buyers receive dividends, the borrower (and short seller)

must pay to the lender a cash amount that is equal to the dividends

received
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Securities Lending

Sometimes shares are sold short without taking steps to borrow
the shares, which 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 resold the stock that should have
been received in the original settlement

There has been considerable regulatory analysis of legal naked
shorting and non-legal naked shorting (selling stock short without
taking steps to borrow it and without legitimate settlement
concerns)




Short Selling

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, in 2008 the Securities and Exchange Commission (SEC) restricted certain types of short
selling because it worried that these trades, along with false rumors, negatively impacted the
financial system.

In September 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 the shares. Historically, a short seller “located” shares (confirmed
the availability of borrow supply) and sold the shares short but was not obligated to enter into a
contract with the share lender in advance of the settlement date. Sometimes more than one trader
was able to locate the same shares and proceeded to execute short sales, which led to failures to
deliver. Following the SEC order, a short seller is now required to enter into a contract to borrow the
shares on the trade date.

While the SEC lifted the financial stock short selling ban after three weeks, it made permanent
the new restrictions on naked short selling, requiring traders to settle short sales within four days or
less.




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

* Investors 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 other collateral

® Most margin financing provided by investment banks is “portfolio
margin,” meaning that the loan is collateralized by a reasonably

diversified portfolio held in a prime brokerage account




* Sales & Trading

® Equity Trading

* Fixed Income, Currencies, and Commodities
Trading

® Proprietary Trading




Fixed Income, Currencies and Commodities
(“FICC”) Trading

Interest rate products

* Government bond trading, and interest rate derivatives
Credit products

* Corporate bonds (investment grade, high yield, and distressed debt
securities), mortgage-backed securities, asset-backed securities
(credit card receivables, automobile loans, computer leases, trade
receivables, equipment leases, etc.), structured credit, and credit

derivatives
Foreign Exchange
Commodities

* Contracts on commodities are traded in the energy (electricity,
natural gas, and oil) and metals (precious metals and base metals)
sectors

™~




Interest rate products

* Government bond trading, and interest rate derivatives

° Assisting clients in trading government and agency bonds in

large developed markets.

 Market making and structuring businesses in interest rate

derivatives.

° High-volume standard derivatives (e.g., interest rate swaps):

Post-crisis rules/tech boost competition (exchanges/hedge
funds’ e-market-making) — clients compete directly, risking

banks’ profits.




Credit products

Corporate bonds (investment grade, high yield, and

distressed debt securities)

Mortgage-backed securities (125 #4745t # £ #4i2%)
Asset-backed securities (credit card receivables, automobile
loans, computer leases, trade receivables, equipment leases,
etc.) O LHER)

Structured credit (##esz A

Credit derivatives (zR#t4&: EREHEHRA )




High Yield Bond Issuances

US High-Yield Bond Issuance ($ Billions)
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Structured Credit Products

« The Structured Credit business is primarily focused on
intermediating credit risk between companies and investors

« A CLO (Collateralized L.oan Obligation, F BT F R AR B E)
is a debt security underwritten by an investment bank that is
backed by a pool of non-investment grade loans

* Since 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 CLOs

* In a CLO, a special purpose trust is formed to purchase non-
investment 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
returns than similarly rated securities




Collateralized Loan Obligation

What Is a Collateralized Loan Obligation?

Basic Structure CLO Balance

+ A CLO is comparable to a finance company Assets Liabilities

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

¢ The equity of a CLO 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 | =/l
respective CLO asset class

» Repayment of liabilities relies on the

performance of the underlying collateral pool
and asset manager

Mezzanine

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

Equity




Collateralized Loan Obligation

Yields on CLOs and Comparably Rated Corporate Bonds

Example yields for 7-year instruments by rating category
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Credit Default Swaps

* A credit default swap (CDS, 12 FliE £) & 3#%) 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 a CDS on a $10 million notional
amount of the Company ABC bond, they might pay 2% of $10 million
upfront and 1% of $10 million annually for five years in exchange for

the right to receive a cash payment in the event of a default by Company
ABC

® The party that receives an annual fee is a credit protection seller; the fee

payer is a credit protection buyer




Credit Default Swaps

The cost of 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 generaﬂy deteriorates because the buyout is financed in large part

by leveraging the target’s balance sheet

Since this increases the riskiness of the company’s outstanding bonds, the

result is an increase in CDS pricing relative to these bonds

Historically, prior to 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 CDS on private equity target companies
before the announcement and then sold CDS after the announcement,

creating a substantial profit (this activity is no longer permitted)




Credit Default Swaps

* 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 CDSis 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 PUrposcs

° The CDS market volume has reduced because of regulatory
scrutiny related to its massive size, increased regulation, and

potential to permit insider trading activity




e TR R ey Bk

o EXR—PIER, KA LEANIAIKSEER

o XFF: AR “ERNFLRAK (Default) 7 X 4F

o MAHl: —FEIME (KT , B —FREWRHEFT AL,
o A

Reg a3k (RKE) : 4% T ABC 28] 10007 £ (£ T €8x AH)
HRRSSF . ARILAEIRG, T ABC 2 848 H], X 1000 7 47K iZ,
hegiRME (X CDS) : REE—A “REH” GLlfiTHAIG) , %
T —4 CDS &

At i e RA (R %)

A 4T (Upfront): 100077 &9 2% => 207 % 7o
F 4% (Annual): 10007 89 1% > H#F107% £ 1, EM45F,

RAFE AR E (A
ﬁ{ﬁ%‘%ABC B FRALFE: ARARXTXERT, 124565 1000 T ik AesE =
42 R ABC 5] 5% /% i 4 (Default): 2ARMAT AT R4, 123 CDS &9ARN
AL 2548 1000 77 B4




/:_ ~ )’L -
wR 1F R34 B3R a) AL
o XfiF (Hedging): 4= X174 A ABC 3869 %, 7%

(EKFE%)
e AT HETEKR
o FXM (Speculation): 4= RARF E %A ABC 5 491 &, R4 AL CDS
. X" “# CDS” (Naked CDS).
o LAANETERE, THEAZLAT D> BENG
c BEHANRRD
e NRELXHAKL: BRATRE ZHAMAKAE CDS, A RENRAT S ERAT

it ABC N8 22 E, T MM E2FE K=Z69 CDS. FH&— 2N, Hithk
—RREE. XBETEENRARZTS.

o WAEINLK: 2008 Fz )5, MEMAM (42 SEC) K ILX Ao
BHERFZFHRERNE, A E TS R4

CDS Z 4 T

2 KK A& B,
L3, +ERRXHET %,




o/ AU CDS HATHERS
o FAFEATA (Private Equity, PE) X/ 3]
o WFk: BEMRAASL (PE) En3), iBF & NI
o #AF: PE AT ARV (b4 20%) , FITEY 80% #AF 245K,
o XL XELEHMHAINAEALE PE &T, mAFEEMIN I 3
(Target Company) % T o
o BX: FRAITEIM (eitd, Bid) FRAMIXLAS, ALY
@1 FR T A (ke ik BBB %3] 3538 28)
o CDS a4 fT R ? (RIeAkZ, #RIEAEF)
o MEAHAANEAR: RANMEARAARLIANINFETEXAZH MG, 2OCLR
AR, TALYH AKX CDS (5Ri%) K%,
e BEXR: ERMEOHAZT, RKEHFARKLKT,
o BALEhefTA) BIX — &R ?  (BFE £ 5 AR

o ZENXWIH BILENARZAT, Hk OB REY B ME (TRANRLEER)
MO L2HmiE X ENEZ#H LBO T, #ATEANKE CDS, FIk/4 8 5 ECDS
Kk, REBEH,




4 N

& 2nEw SiA)

SHANGHAI CLEARING HOUSE

off

F@mEWLE HRFEEEKE MESEHR mERS XTEN PRMI

b

O |

& ERTTERTA

LBBEMARATHEMKCDS, CRMARMIGAESR, NIRENLKHCDSREFRNFEERS . BETHIEREX,
MEBERTERSBREERSER, BITUSHETRRBBFE—MMA. BEERELRMN, RWREIEREE
5, HMRBERS, REMHSTANDIMIERFEAEER K, SEHENEIMLRCOSEX, FETmFI,
BNEEHBERRNRENKTE, KK, LEBEEMEALERMTE, BHARTEEATERTIERERR.




Z A5 - H7: CDOFE2008-F G AL T &9 /A &,

o X4t ATHEMCITLET “MEAKXE” = “BERHE
&7 WAER
o BANFEEEF A —ANEle TR TA
o B #liFM (REXZ)
o W 5H () ——> THARAT () ——> MBS (478))
o ¥ FHREMNA (REHBHAN) BHERELE. RITATHER £,
et LA BT R MBS (5 AT 2 LHEAR). i, K&
LA KRRIZMEGTEEAAN.

o FZ_HE: (e K (CDOMBEA5hEK)

o MBS (¥ E&#) —> #&iT (EMHLAE) —> CDO (FRiTE) —> F
BHA (EF)

o FH (KAER) : BITERALERE LG, NeEZH4 MBS (BF MBS
vay “UAAHT ) KERER, RA—AT, BRITE T & CDO.

o BATAIFRAA BT E R FHRASA: “ RARKEN TR,
{2 R o YRR, 7 TR, RARZERBGK~, MEKR
SRR T AAA B (BRAEL24)




Z A5 - H7: CDOFE2008-F G AL T &9 /A &,

o BEME: YREmMmE GEZAHERE)
o CDO = ®——>F L ARATH & BITAE (F2E4K) —> CDS (%
CDO (k%)
e FH.: FHEHEHELETLT CDO (UARL), ZRiTACHART
am(ﬁ?%ﬁ‘)_MGgﬁﬁaﬂ%ﬁTCMSWJJi
AAA B F St I aid sy, alifkt) .

e MU X AR L H:
o ATHARIX (FH4R) : BEWRkzmik, HAEEMEMASR T
2

o fFFHLH
B T3 —> RBAEZAT AL
ﬁ&ﬁ%—»hms%ﬁﬁm

EHR B ——> YA MBS A& /Z 8 CDO i)z &

%%%&~»@$uﬁmAAA% T RARE m&%

MM —> BHA K= CDO #9847 (eEH, F2) T nfhkuehhi
E %1 2 R




Z 45 5 HT7: CDOE2008-F G AL T &9 A &

o AL CDO £ EHAE?
o o E P H MBS, BAMTRARE “BEIFEY” ,
e 2R AA T CDO:
CEIETEK: ATHIE CDO, £REEFLEL S MBS, A7 4li& MBS
 BATEEHR S A EFHT TR AT
BT A% : BTHRRITHEAE AAA 9IFR, AA AT ENLE MR
—HE2WT T, EREAAMERE,




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

° The Dodd-Frank Act(2010) has significantly curtailed the
proprietary trading activities conducted at investment banks
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