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Chapter 25

Securities Operations

Questions

3.
Why are investment banks that are more capable of raising funds in the capital markets preferred by corporations that need advice on proposed acquisitions?


ANSWER: Many acquisitions require outside financing. An investment banking firm that has more ability to raise funds can enhance the chances of a successful acquisition for the potential acquiring firm.

6.
Describe the underwriting function of an investment bank.


ANSWER: An IBF may be willing to underwrite the stock of an issuing corporation, which guarantees the price to be received by the corporation. The IBF assumes the risk that the securities could sell for a lower price than anticipated.

7.
What is the best-efforts agreement?


ANSWER: In a best-efforts agreement, the IBF does not guarantee a price to the issuing corporation, but only promises to offer its best efforts in selling the securities. Thus, the issuing corporation bears the risk that the securities may sell for a lower price than anticipated.

10.
Describe a direct placement of bonds. What is an advantage of a private placement? What is a disadvantage?


ANSWER: A direct placement involves the sale of securities directly to a specific investor (or investors) without offering securities to the general public. This is more likely for bonds than for stocks. A direct placement can avoid underwriting fees. However, the demand for securities that are directly placed may be low, since only a fraction of the market is targeted.

14.
What is asset stripping?


ANSWER: Asset stripping is a form of arbitrage in which after a firm is acquired, some of its divisions are sold.

Interpreting Financial News

Interpret the following statements made by Wall Street analysts and portfolio managers.


a.
“The stock prices of most securities firms took a hit because of the recent increase in interest rates.”



Some securities firms hold bonds, which decline in value when interest rates rise. Some securities firms may lose some underwriting business when interest rates rise, as corporations reduce their bond offerings. If the higher interest rates discourage investors from purchasing more stock, those securities firms that have large brokerage businesses will be adversely affected.


b.
“Now that commercial banks are allowed more freedom to offer securities services, there may be a shakeout in the underwriting arena.”



If commercial banks are allowed more freedom to underwrite securities, this will create more competition in the underwriting business. The intensified competition will probably result in lower underwriting fees charged to clients, and some firms that cannot offer underwriting services efficiently will be pushed out of the market.


c.
“Chaos in the securities markets can be good for some securities firms.”



Chaos may cause a substantial amount of trading in securities in the securities markets, if investors respond to the chaos instead of waiting it out. Those securities firms that generate much of their business from executing securities transactions can possibly benefit.

Managing in Financial Markets

Assessing the Operations of Security Firms

As a consultant for a securities firm, you are assessing the operations of a securities firm.


a.
The securities firm relies heavily on full-service brokerage commissions. Do you think that heavy reliance on these brokerage commissions is risky? Explain.



Brokerage commissions are dependent on the volume of transactions executed, which can change abruptly. Also, as new competitors enter the industry, the securities firm may lose market share. Therefore, the securities firm may benefit from diversifying its securities businesses.


b.
If this firm attempts to enter the underwriting business, would it be an easy transition?



Full-service brokerage firms have some experience in valuing stocks, and therefore have some ability to advise corporations on what their stocks might be sold for if they issue stocks. However, the firm would need to hire additional employees at high salaries who would focus on the underwriting business. The transition may be logical, but may take time to become profitable.


c.
In recent years, the stock market volume increased substantially, and this securities firm performed very well. In the future, however, many institutional and individual investors may invest in indexes rather than in individual stocks. How would this affect the securities firm?



Indexing would reduce the trading of stocks, and therefore could reduce brokerage commissions. Thus, this firm could be adversely affected if indexing becomes more popular.
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