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Banking and the Money Markets

= Banks vs. Markets

« Deposits, Reserves and the Fed
= Moving Money

« The Eurocurrency Market

= Bank Risk, Bank Capital

= “Value at RIsk”

= Bank or Non Bank?
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Client-Arena-Product Matrix

/

Products offered

/

Markets covered

Clients served
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The US Financial Services Sector, 1950

, : Underwriting Insurance
N Payment| Savings | Fiduc. LEMEnE Issuance of and Risk
Instituti Services| Prod. | Services Mgt.
e Business| Retail | Equity | Debt Products
Insured
Depository J J J J J
Institutions
Insurance
Companies |
Finance
Companies )
Securities J J J
Firms
Pension Funds J
Mutual Funds J

»/ Minor involvement
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The US Financial Services Sector, 2003

Function

Institution

Payment
Services

Savings
Prod.

Fiduc.
Services

Lending

Underwriting
Issuance of

Insurance and
Risk Mgt.

Business

Retail

Equity Debt

Products

Insured
Depository
Institutions

4

Insurance
Companies

Finance
Companies

Securities Firms

SESNENS

Pension Funds

Mutual Funds

Diversified
Financial Firms

Specialist Firms

SESNS NSNS S

SENENENNSS S

SREENEENNSN S

QS SN SN S

CREENENENENSN S

KRENS NSNS
SN

SENSNS NSNS

»/ Selective involvement of large firms via affiliates
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Banks vs Markets

The Equity-
Market
System

The Bank-
Based
System

The Bank-
Industrial
Crossholding
System

The State-
centered
System

v Individuals v

Banks < v Investment Vehicles
Industrial Companies « |

v Individuals

Banks / *
Investment Vehicles <
>

| Industrial Companies

Investment Individuals Investment
Vehicles & Insurance Vehicles & Insurance
Banks < ¥ » Industrial Companies
» Industrial Companies < 4
Banks / <+ Individuals —> [Investment
Investment Vehicles l Vehicles & Insurance

* f S State In;titutions 1 4 * f

Industrial Companies 1' | t Industrial Companies
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STRUCTURE OF FINANCIAL INSTITUTIONS?

United States Europe*

Commercial banks Banks

Savings institutions Banks

Credit Unions Banks

Finance companies Banks

Securities brokerage Banks

On-line brokerage Banks

Investment banks Banks

Mutual fund companies Mainly affiliates of banks

Mortgage companies Affiliates of banks and mortgage banks
|nsurance companies |nsurance companies & bancassurance

affilates of banks

* Significant inter-country differences exist among European markets.

1 Adapted from Gunter Dufey “ The Blurring Borders of Banking”.
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The Business of Banking: Products

= “Money” services

=« Credit products

& Trading and positioning

= RISk management products

& FInancial engineering and structured
finance

&« Underwriting and distribution
= Asset management
&« Retall and private client services
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Deposits, Reserves and the Fed

= Banks get money. They keep some,

and lend the rest.

$10 million
cash

=

—=

$90 million
loan, 7%

$100 million
deposits, 5%

/}Dko =9 o>xo‘"\
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Deposits, Reserves and the Fed

= The Fed says, “Keep 3% or so with us,

at no interest.”

$3 million

P -
reserves
$7 million

1
ash

illiiiil'lgomillion

loan

$100 million
deposits

OF —=—=——70j
P31

e\ Vo
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Deposits, Reserves and the Fed

= Why retain idle cash”? Banks prefer to

lend It to a friend.

. $3 million

I reserves

$7 million
N interbank

“Fed funds”

$90 million
oan

$100 million
deposits

e

‘1) o
ORI DOrT AR )

‘F | loans, called
L]

Copyright ©2004 lan H. Giddy

Shearman & Serling 14




The Fed Funds Market

/\n

N
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Investors Compare Money Market Rates

Source: Bloomberg.com
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Fed Funds
Effective Rate

3-Month Libor
Prime Rate

3-Tear AAR

Banking & Finance

10-Year AAA

Banking & Finance

15-Year Mortgage

30-Year Mortgage

1-Year ARM
Bills

COUPON
3-Month MG,
6-Month MG,

1 MONTH 3 MOMTH 6 MONTH 1 YEAR
CURRENT
PRIOR PRIOR PRIOR PRIOR
1.06 1 0.94 1.25 1.1z
114 117 1.14 1.25 142
4 4 4 4.25 4.25
SEEl 3.83 4,15 345 4.45
5.13 53.13 5.35 4.3 543
1 MONTH 3 MOMTH 6 MONTH 1 YEAR
CURRENT
PRIOR PRIOR PRIOR PRIOR
4 .54 4,59 5.31 4.49 59.24
549 3.57 3.96 5.05 a.8
3.24 352 377 3.58 3.98
MATURITY CURRENT PRICEfYIELD Fiic
DATE PRICEfYIELD CHANGE
nz/ze/z2004 0.89/0.91 -0,024-0.02 | 16:00
0s/27/2004 1.01/1.03 0.00/-0 1g:00
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Moving Money

i

CHASE ACCOUNT I /

‘  Bank
BofA ACCOUNT )
of America
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Moving Dollars Internationally

i

Dresdner

CHASE ACCOUNT

=
]

w v —IO0

BofA ACCOUNT
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The Eurocurrency Market

“A Eurodollar is a dollar deposited in a bank
within a jurisdication outside the United
States”

= Separation of currency, institution and
jurisdiction

= Why do people want Eurocurrency deposits
and loans?

= Why is LIBOR the world’s key benchmark
rate?
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Where the Eurocurrency Market Fits In

US Domestic Swiss
Market EUROCURRENCY MARKET Domestic
Market
Euro-Swiss Franc
Eurodollar Market
Market Foreign
Exchange
Japanese
Euro-Yen Domestic
Market Market
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The International Money Markets

International currency rates, Dec 1 2003

Nov 28 Short f days One Three Six One
term notice month months months vear
E 2amz o 2 amz to 2832 to 282 to 2M@ato 24Fszto
uro
s Pl L Foc e 2 33z 2 1ME T 2 THE
Sterli d4pto JzEm:zto Jqameto Izmezto 4 316 to 4 gmE to
erling
4 1r3z KR i KR brfeco 3 2am:z2 4 3132 4 15032
: 174 10 7z 1o 14 to g2z 10 32 1o 21532 to
Swiss Franc 155 10 5ia2 36 /32 18/32
Canadian 2aFmzio Zameto Z4ameto Zz2smzto 225210 27mto
Dollar gy 2116 2 23z 2 11ME 2 11M6 225132
US Dollar 142 t0 1 a2 to 1 8432 to 1 832 to 1amzto 149210
1 1 1 ziaz 1 1M6 1 5122 1 15r32
Japanese 1532 10 116 to 1716 o 1532 1o 1522 to a3z o
Y'en - 1116 - 1116 1432 - 3132 - 1116 - 1132
: 76 10 1416 o 204 to 12016 to 1 to 1 1M 10
Singapore % THE TG 142 /165 204 1

Source: ft.com
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Bank Risk, Bank Capital

= CASH AND
RESERVES

= LOANS
= C&I

«REAL
ESTATE

=CONSUMER

= DEPOSITS

= MONEY
MARKET
FUNDING

=« DEBT

= CAPITAL
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Bank Risk, Bank Capital

= CASH AND
RESERVES

= LOANS
= C&I

«REAL
ESTATE

=CONSUMER

= DEPOSITS

= MONEY
MARKET
FUNDING

=« DEBT

YOU MUST HAVE
8% CAPITAL
(in relation to
risky assets)

= CAPITAL
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Bank Regulation of Risk and Capital

= Deposit insurance, explicit or implicit, requires
prudential regulation

= Asset-side prudential regulation: goal is to ensure
that the bank's funds are prudently invested and that
these investments are properly diversified.

= Asset-side prudential regulation is easily transmuted
Into indirect credit allocation.

& Liability-side prudential regulation seeks to get the
supervisor out of the business of second-guessing
bank asset decisions. Instead, it says, in effect, "buy
whatever assets you choose, but maintain an
adequate capital position."
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Risk Regulation: Value at Risk

INSTRUMENT A OSITIONS Asset and I|ab|l|ty
30 day ($1,250,000) -y

90 day $100.000 positions for a
Y He00 Brazilian bank’s
2 yr $120,000 New York branch.
3 yr $120,000 _ _
4yr $1,120,000 What risk does it
o yr $0 f )

V4 yr $0 ace .

9 yr $0

10 yr ($420,000)

15 yr $0

NET $160,000

TOTAL $3,700,000
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BIS: Minimize Value at Risk

AROUT R METRICS GROUP 3 | PRESS 3
Empowering clisnts t1 maks babiar | Tims Magacins
e inumatment dacizians [Mewmnbar 24, 2003
CARITACD ANIL ’ e T
INSTRUMENT — POSITIONS @ Login ||.lrIIILJ|.l|L' derEin
—  ($1,250,000 Huiie ata 1 Iﬁ
30 dav ——( Ahmut RiskMetrics Grou D SDI s
90 dav ($100,000 i P | Gisan, Acourabs, Timely, Risk Managsmart Data
[ E— olutions
180 day $450,000
Mark st Rizk
1wvr —— $120,000 e DatamMetncs® is a data service focusing on a risk manager's data requirements
2 vr $120,000 DataMetrics provides error-ree daily data on the widest poszible range of rizk
——  $120,000 b | eHposuras, It is designad primarily for risk managers, but is also of grest use t
3vr ’ DataMatrics® Srandalone traders, investors, and central banks.
1 $1,120,000 Applicaden Bpacific &
4 vr s::;'“ o Basie Bam #s sk management systams becoma more widespraad and complex in finano
5vr $0 DaraMarics® Educalon and non-financial enterprises, historeal data is increasingly the focus for sceng
7 vr $0 genaration and simulation. DataMetrics fills the need for 3 benchmark approad
- featrh Menagzment the collzetion and mairtenance of histoncal databases.
9vr Reseanch
10yr — T ($420,000 o The DataMetrics™ Value Proposition
5y — [ %0 Client Resources Histarical and on-going data validation for nsk management has become more
search more complex as the typical range of market exposures has grown, Acoss the
NET $160.000 1a financal universe, a large number of financal enterpnses are peforming esse
g — the sams set aof tasks: gathering raw data from 3 variety of disparate sources
TOTAL ————— $3,700,000 chacking the accuracy of the data and cormecting errors and parforming analyb
iicde -1 i Vol N1 L ab Pul Lot of vl bkl Ful

Mean
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Bank Regulation and Basel Il

Three elements:

« an updated capital adequacy
framework which seeks to
relate minimum capital
requirements more accurately
to the risks which banks face

« an enhanced process for
supervisory review of banks;
and

= Improved market discipline
through better public
disclosure
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Can Banks Fail?

€he New Hork Times pninesaes i SAMBRICA
h ! SPOWSORED BY HUW FEATHLIN

Movemher 30, 2003

Japan Takes Control of Big Regional Bank

By THE NEW YORK TIMES

QEYO, Nov. 29 — Financial regulators took contrel on Saturday of one of the nation's largest
regional lenders, Ashikaga Banle, after tighter inspections showed that the bank was mnsolvent.

The first nationalization here of a regional lender 15 part of the government's broademng efforts to clean up
Japan's troubled financial industry. To date, regulators have focused most of their energy on the country's
teetering so-called city banks, which operate nationwide networks and overseas outlets.

WWith most of those big banks now repotting profits, the governtment has turned its attention to the dozens
smaller lenders that play wnportant roles i their local distncts.

Ashileaga, which controls about half of the lending in Tochig Prefecture north of Toloyo, was patticulatly
weak because it made loans to many hotels, golf courses and other companies hurt by the collapse of
Japan's asset-inflated bubble of the 1980's.

Ashikbaga will operate as usual until new management is installed and a buyer for the bank 15 found.
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Banking and the Securities Markets

= Asset/Liability Management
&« Loan Pricing—Basis and Margin

& Transferability of Loans: Off-Balance-
Sheet Banking

« Unbundling of Loan Features
= Case Study
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Asset-Liability Management

Assets Liabilities
Loans Deposits
« Floating rate = Short term
« Fixed rate = Long term
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Loan Pricing: Basis and Margin

Assets Liabilities

Loans Domestic
« Prime rate deposits
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Loan Pricing: Basis and Margin

Assets Liabilities

Wholesale
deposits

Loans
 Libor-based

Loans Domestic
« Prime rate deposits
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Transferability of Loans and Off-
Balance Sheet Banking

C D)
This announcement appears as a matter of example only August 2002
Furniture Group
EUR95,000,000
Multicurrency Term Loan
Arranged by
Northern Bank Group
Lead Manager
Bank of Copenhagen  The Industrial Bank of Japan, Ltd
Kansallis-Osake-Pankki ~ Scandinavian Bank Group  Swiss Bank Corporation
Managers
Amsterdam-Rotterdam Bank N.V. BHF Bank Crédit Lyonnais
Funds provided by
Amsterdam-Rotterdam Bank N.V. Banco Central S.A. Banco Herrero Banaie du Midi
BHF Bank Crédit Lyonnais The Industrial Bank of Japan. Ltd  The Irid Poets' Bank
Kansallis-Osake-Pankki ~ Scandinavian Bank Group  Swiss Bank Corporation
Agent Bank
Northern Bank Group )
C v

Copyright ©2004 lan H. Giddy

Shearman & Serling 40




The Syndication Technique In
International Lending

= Syndication is the underwriting and distribution of large
bank loans, a distribution method adapted from the
securities underwriting business

& RIsk reduction in syndicated loans:
1. Credit analysis
2. Monitoring and control
3. Taking a smaller amount of more, diversified assets

4. Relying on the monitoring role of the lead bank or
banks.

=« Better information about

1. Aggregate amount of lending to any one borrower
(especially a country)

2. Terms and conditions of other segments of the loan
and of other lending to the same borrower.
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Trading and Transferring Loans

ASSIGNMENT PARTICIPATION
Y v
FULL ASSIGNMENT PARTICIPATION
The sale of all of the originating Participants have derivative rights,
lender’s or assignor’s not direct rights against
rights and interest in a credit facility (or obligations to) the borrower.
to a purchaser or assignee.

V Y

« LIMITED VOTING PARTICIPATION
« FULL VOTING PARTICIPATION
« FULL PASS-THROUGH PARTICIPATION

ASSIGNMENT
WITH NOVATION
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Trading and Transferring Loans

ASSIGNMENT PARTICIPATION
FULL ASSIGNMENT PARTICIPATION
The sale of all of the originating Participants have derivative rights,

f In a full assignment:

= The borrower usually acknowledges the assignment
« The borrower must consent to release of obligation by the assignor

1 =« The assignee has direct access and enforcement of rights against the borrower
= The loan agreement and note is transferred to assignee at closing

|

=« FULL PASS-THROUGH PARTICIPATION
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Trading and Transferring Loans

ASSIGNMENT PARTICIPATION
FULL ASSIGNMENT PARTICIPATION
The sale of all of the originating Participants have derivative rights,

lender’s or assi{ |, 5 participation:

to a purchaser org _ Participants have derivative rights,

Q ; not direct rights against (or obligations to) the borrower

= Counterparty risk exists for lead bank

« Capital rules may affect lead bank

WITH NOVAT

rights and interest in a = The lead bank sells the right to participate in a credit facility or loan

ASSIGNME (eg lead bank responsible for funding participants’ shares)
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The Separability of Pricing from
Commitment Periods

= The Eurocurrency market permits the separation
of the currency of denomination from the country
of jurisdiction.

= A seemingly simple loan has inherent a large
number of different features and aspects of risk,
iIncluding

& pricing (over short-term LIBOR)
& commitment (medium term)
«funding the loan

« International bankers isolate these features In
order to distribute and to hedge the inherent risks
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Funding an Australian Loan

Three ways to fund:
= | ake domestic Aussie

dollar deposit
=Take EuroA$ deposit

3 MO

3 MO

A$
DEP

Copyright ©2004 lan H. Giddy

Shearman & Serling 46




Funding an Australian Loan

Three ways to fund:

= ake domestic Aussie
dollar deposit

=Take EuroA$ deposit
«Fund with dollars, hedged
INnto Aussies

«<Take E$ deposit

=Do FX swap: sell USD spot,
buy USD forward
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Pricing a Loan to BHP

What maturity and currency

USD

do they want to borrow?

4[

Get USD Libor as ]
cost-of-funds proxy

What is the credit quality

of this borrower?

Price the loan ]

4[

Set an appropriate ]
spread over Libor
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Pricing a Loan to BHP

Money Rates, Jan 8 2003 Get U S D L | b or as
Cnrer Change One | Three Six One U S D
Country i Day Month
night Week month |[months |months | year _ _
USELibor* 127500 -0024 0129 0020 1.37875 1.38000 1.39000 1.51000 cost Of fU n d S p ro Xy
EuroLibor* 285875 -0028 -0674 -0033 286563 284913 277400 272500
£ Libor* 371625 0790 1276 +0.337 397875 349750 399000 400320
Swiss Fr .
P 0EO0O0  -0020  +0047  +0020 0E2000 OB2EG7 0G3533 072667 S et an ap p ro p riate
YenLibor*  0.04000 - 00M 0006 004555 008053 007ESS 009250 A_ )
US$ CDs - - - - 126 124 125 134 spread over Libor
Euro CDs 2815 -0055 0620 -0050 2830 2820 2755 2725
Uy 119 40010 +0010  -0.070 _ =
repo Ifinferesf covprage rafio s
Fl:: Fl:nds 190 0090 0030 -0020 = Lto Rafing is Spread is
i -100000 0.199999 D 14.00%
Eiﬁ:"“" 118 . apio ;o 02 0 645050 C 12.70%
- - .65 [.720004 [ 11 .50%
www.marketprices.ft.com/markets/currencies/money o e e T
125 1499000 B- &.00%
1.5 1.749909 E £.50%
1.75 1 .990000 B+ 4.75%
2 24599003 EBE 3.50%
H ] 2990005 BEEBE 2.25%
PI’ICG the Ioan J 3 4249900 B 2.00%
425 5.420000 & 1.80%
3.3 f 499003 A+ 1.50%
(] & 420900 & 1.00%
.50 100000 FIRoY 0.7 5%

pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/ratings.htm
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Raising the Money:
Note Issuance Facilities

A Note Issuance Faclility has two tiers

= Tender panel members (who provide
funds)

= Underwriters (commit to the availability
of credit)
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A Revolver

The Bigfoot Group

RUF Structure:
£115,000,000
e Arranger equivalent

Committed Revolving Facility

=Underwriting .
ban kS Credit Suisse First Boston Limited

Underwriting Banks

Va4 Te nder ABN-AMRO N.V. Banque Indosuez Crédit Lyonnais

Deutsche Bank Fuji International Finance Limited Banque Paribas
Samuel Montague & Co. Limited County Bank Kredietbank
pan el Banque Bruxelles Lambert S.A. Citibank Crédit Suisse
Sumitomo Finance International Westdeutsche Landesbank Girozentrale
D Finance International Westdeutsche Landesbank

&< Ag e nt Tender Panel Members

ABN-AMRO N.V. Indosuez Crédit Lyonnais CIBC Limited
Deutsche Bank Fuiji International Finance Limited Banque Paribas
LTCB International Limited J.P. Morgan County Bank Kredietbank

Banque Bruxelles Lambert S.A. Citibank Crédit Suisse Commerzbank
Merrill Lynch Capital Markets Sumitomo Finance International
Salomon Brothers International Westdeutsche Landesbank Girozentrale

Tender Panel and Facility Agent
Credit Suisse First Boston Limited
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Laura Ashley

Need lots of money fast?
Have trouble accessing CP market?

YES

Confident of always being able
to access the short-term market?

4[

Arrange syndicated ]
credit

YES

4[

Arrange RUF or MOF:
Underwritten Euronote program

Need funds?

Arrange Euronote ]
program

NO

Cannot sell paper at L+10bp?

Don’t issue paper

YES

Borrow from banks

Issue Euronotes or other paper
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Comparison of RUF to Put Option

Gain or loss relative
to having no X
underwritten facility

"STRIKE PRICE"

Market spread relative
to LIBOR at which the
borrower can issue

® ® short term paper.

0 \ FEES

LIBOR CAP

FLAT SPREAD

Borrower issues  Borrower draws on
Euronotes underwritten facility
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Euro-commercial Paper

= ECP Is an unsecured promissory note, issued and
placed outside the jurisdiction of the currency of
denomination.

= A Eurocommercial paper facility

= By definition, the facility provides only for the best-efforts
auction of paper; the borrower has no underwritten
assurance of availability of funds

= Today, most committed facilities are used by those who
want a medium term back-up line on which they do not
Intend to draw--often to back up a U.S. commercial paper
facility.

= Uncommitted Euro-commercial paper or U.S. commercial
paper facilities are used for actually raising funds.
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International Bank Lending

DOMESTIC I

LOANS
EUROMARKETI

LOANS
SYNDICATED

NOTE ISSUANCEI

FACILITIES
EUROCOMMERCIAL

PAPER
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Case Study: Connexion

= Would you advise Connexion to use a
syndicated loan to finance its
prospective acquisition?

& |If so, how would It be structured and
distributed?

= How should the bank evaluate and price
the risk?
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Contact Info

lan H. Giddy

NYU Stern School of Business

Tel 212-998-0426; Fax 212-995-4233
lan.giddy@nyu.edu

http://giddy.org
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