What is Investment Banking?
With the decline of the military's once-venerable institution, however, has come a concomitant rise in another recruiting institution: the Wall Street Investment Banking Machine. From lower Manhattan to midtown, the well-oiled device hums around the clock and around the calendar. Its serpentine tentacles are rooted in nearly every well-regarded undergraduate institution in the country and all of the top business schools. The machine's sole objective: to fill the conduit with as many analysts and associates-the serfs and indentured servants of the investment banking world-as it can find. Excerpt From Monkey Business by Peter John/ Troobe Rolfe 
Ask a graduating MBA from any top B-school what his or her dream job would be: 9 out of 10 times the words "Investment Banking" would feature in the list. This is especially ironical considering the fact that this is an industry where "work pressure " assumes new heights of sadism, where spending 16+ hours in office is the norm, where literally speaking, "Only the Paranoid Survive". Yet, thousands of graduating MBA's go into their recruitments with the dream of making it big in the Wall Street's of the world. This is because the intensely competitive and profit-hungry world of Investment Banking promises obscene amounts of money for salaries and the chance to make money grow instantly by using little else besides your intellectual and analytical prowess! 
What is Investment Banking? An investment bank is different from your traditional bank down the street in the sense that it does not keep any deposits with itself to pay you an interest nor does it guarantees the "safekeeping" of your money. An investment bank is more specialized organization that takes in your money and after analyzing the possible risks and economic conditions gives you advice to convert it into more money. The services provided by Investment Banks takes many forms: securities underwriting, stock and bond trading, facilitating mergers and acquisitions, arranging and funding syndicated loans and providing financial advice to companies on aspects like pricing of securities. The domain of I-Banking has widened in the U.S. since 1999 with the repeal of Glass-Steagall Act in the form of Gramm-Leach-Bliley Act bringing down the barriers between Commercial and Investment Banking. I-banks, having been allowed a much bigger playing field, are increasingly venturing into providing private financial services a la commercial banks. A broader and better definition of investment banking is to think of investment banking as an industry, which either trades directly in capital market products or uses the underlying capital markets, to construct different financial products (Capital Markets Consulting Group, 2002
What classifies as Investment Banking?
How big is Investment Banking? The revenues from Investment Banking crossed US$200 billion in 2000 (European Investment Banking Analysis 2001 by Dr. Ali F. Farhamoond.), amounting to 0.6% of the world GDP. It is very difficult to gauge the exact size of the industry simply because the industry environment is extremely volatile and a lot of the firms are still private firms. A fair idea about the seriousness of investment banking can be gauged from the fact that global securities underwriting (one of the key I-Banking services), despite a slump of 5.1% in 2002, stood at $3.9 trillion! As far as profits go, an I-bank, through underwriting, makes four times the profit than a traditional bank does through providing an ordinary loan. Small wonder then that I-bankers can afford their Porsche's while the commercial bankers find it difficult to go beyond their jaded jalopies! 
Who are the Major Players in Investment Banking? The industry, when classified on the basis of size, would comprise the larger players like Goldman Sachs, Morgan Stanley Dean Witter, Salomon Smith Barney and Merrill Lynch which form what is known as the "bulge bracket" and a large number of other firms which form the second tier of large I-banks. 
When viewed from the viewpoint of providing pure investment banking services as compared to a mix of financial services, Goldman Sachs is an example of a bank dealing in exclusively Investment Banking services. JP Morgan Chase and Deutsche Bank, on the other hand, have diversified by providing a combination of investment and commercial banking services. There are some small, specialized banks called boutiques which might be oriented towards a specific aspect of investment banking like bond-trading, M&A advisory or technical analysis e.g., Allen & Co. , Lazard Frères. 
What are the Services covered under "Investment Banking"? There is practically no limit to the kinds of services provided by the Investment Banks, especially in the post Glass-Steagall era of less regulation and fierce competition. As I-banks try to outwit their competitors in coming up with ingenious schemes to provide their clients highly personalized service, the basic kinds of services on offer are as follows:
· Underwriting initial public equity offerings (IPO), new equity issues and new bond issues such as mortgage bonds, eurobonds, etc.

· Sales and trading of fixed income products like Government bonds, Eurobonds, money market instruments, Asset swaps, Corporate bonds, Municipalities, Asset-backed securities, floating rate notes, mortgage bonds, bond options and more.

· Sales and trading of stocks listed on stock exchanges or unlisted securities.

· Sales and trading of a whole lot of derivatives based on underlying equity, fixed income, foreign exchange, credit and commodity markets(sugar, oil and gold).

· Advising, structuring, launching and financing mergers and acquisitions of companies.

· Management of funds on behalf of pension funds, life insurance companies in global capital markets. 

· Helping companies raise funds needed for new projects by determining the amount of funds needed and means of raising it ( through equity, debt, convertibles, preferred, asset-backs or derivative securities).

· Conducting research on markets, industry, economic conditions, credit, to give buy or sell recommendations to investors regarding specific stocks or bonds. 

· Managing the assets of private wealthy individuals. 
Recent Developments in Investment Banking
Typically, when the economy is booming equity trading and M&A advisory take the lion's share in terms of revenues for the I-Banking industry. The trend shifts in difficult economic times with fixed income share of revenues increasing sharply. 
What are the Recent Developments in Investment Banking? Investment banking operates in extremely volatile environments with factors like economic conditions, monetary and fiscal policies, the liquidity of global markets, international and regional political events, acts of war or terrorism, changes in applicable laws and regulations, the competitive environment and investor sentiment all impacting the actions and policies of I-bankers. 
• Recent Economic Developments that have affected Investment Banking A research by Freeman & co. indicates that the profit centers for investment banks have changed over the years. The new big-buck earners are the equity (particularly IPO's) and Mergers & Acquisitions business. The most profitable sectors have been the "new economy" sectors like technology and Telecom. Despite the slight improvement in economic conditions post-Iraq war, the overall view in the Investment Banking industry is still bearish. A recent McKinsey report advises the behemoths like Goldman Sachs, Merrill Lynch and Morgan Stanley to slash their sales and trading costs by a third and their "human intermediation execution" expenses by two-thirds to remain competitive. Investment banks also need to look at their high cost-income ratios which lower profitability and blunt out any competitive edge gained through other means. The personnel costs, even for successful firms, are close to 50%. All these factors combined with the merger & acquisition frenzy triggered by the Gramm-Leach-Bliley Act has meant just one thing: heads have rolled with thousands of job cuts and all firms moving towards a leaner organization. 
• Recent Technological Developments that have affected Investment Banking The Internet Revolution has been a necessary evil for the Investment Banking industry. While on the one hand, it has empowered I-banks to get instant access to loads of information for taking more informed decisions, it has eroded away the margins on the buying and selling of securities thus sounding a death-knell for the jobs of thousands. The fat profits that brokerages could charge their clients for trading securities received a body-blow with the introduction of online trading systems charging low commissions. Suddenly all the heavyweights jumped onto the internet bandwagon with online trading systems of their own. With more than 200 electronic brokers in the fray, the prediction of US$5 trillion online by 2005 does not seem unachievable at all. If anything, it makes the competition fiercer with companies having to "re-invent themselves" in order just to stay afloat! 
What is the future of Investment Banking?
• Recent Political and Legal developments that have affected Investment Banking One of the most significant legal actions affecting the industry has been the repeal of the Glass-Steagall Act of 1933 by the Clinton Administration in 1999. With the demarcation lines blurring out between investment and commercial banks, the twenty-first century witnessed an upsurge in the number of Mergers & Acquisitions with the "larger fish" like Citigroup trying to make their presence felt in the I-banking business as well. While this acquisition wave spelt the doom of many small investment firms, it also allowed the larger players to enter commercial banking and enhance their product portfolio to include products and services dealing with commercial banking. In 2002, the U.S. Congress passed the Sarbanes-Oxley Act of 2002 which is a broad overhaul of existing corporate and securities lawsAn area of growing legal concern in the industry is that of possible collusion between the research analysts and the trading and underwriting divisions in firms. The concern arises as there have been cases where financial research reports of certain companies have been given the "buy" recommendation, especially when these companies happened to be clients of that particular investment bank. The reports were "fudged" to promote investors to buy the company's share which, in turn, increases the underwriting fees of the banks. The research analysts are promised fat paychecks to manipulate reports. This collusion was one the primary factors for the dot-com "bubble burst" in 2000. Law calls for the building of a "Chinese Wall" or no communication between the distinct sections of business of an investment bank. However, this law has not been stringent enough in curbing the possible "conflict of interest". 
What does the future hold for Investment Banking? The European Investment Banking Analysis 2001 predicts the global revenues of the investment banking industry to increase by 80% in 10 years and contribute to 1% of World GDP. It also foresees Europe as the leading force in global revenues growth. The situation as it stands now resembles an oligopolistic competition where the bulge bracket firms increasing their market shares in times of uncertainty at the cost of the smaller firms. If the economic downturn does not improve, the smaller firms will be squeezed out of margins by the bulge bracket firms and would end acquisition victims to large commercial banks wanting to expand their clientele. Ownership of a large asset management operation, securities lending and borrowing can create additional revenue generation opportunities for investment banks. Investment banks will have to use their creative ingenuity to come up with new financial vehicles based on derivatives, guarantees and non-directional strategies targeted at rich private consumers. Smart management and an equally diligent staff to deal with the uncertainties of the investment banking world is a must if the Investment Banking industry were to achieve its target of 80% growth by 2010. In an environment fraught with uncertainty, the industry can be sure of one thing: blue-blooded MBA's will continue flocking to its folds and would love being willing "serfs and indentured servants of the Investment Banking Industry"!
Outsourcing of Investment banking functions
 
A new wave?
There is an intriguing phenomenon underway in some of the world's top Investment Banks- outsourcing of critical research and modeling functions akin to outsourcing of standard financial services functions like customer relationship management. Market conditions today demand that Investment Banks revisit their sourcing strategies and make a fundamental review of their operating models. The old vertically-integrated model of Investment Banking may no longer be valid. The drivers for this new wave of outsourcing are internal as well as external factors impinging on Investment Banks' independence as well as profitability. Examining some of the factors, we can hypothesize about what may be the future of the Investment Banking industry and who stand to gain from this new development. 
Clear and present danger
In the aftermath of the scandals that threatened some of the biggest banking and accounting companies in the world, regulations that seek to eliminate incentives as well as systems that led to the scams are in the offing. The true breadth of the scandals may never be unearthed given the inevitable cover ups and inherent complexity, but they have left many investors bereft of any faith. Many hot-shot Investment Bankers have been under the microscope making recommendations that they knew were losers and not the winners that they touted them to be. The structure of the Investment Banking industry facilitated incestuous cross selling of research to clients. In integrated Investment Banks, many departments often compete with each other to sell different financial services to the same customer. They also co-operate and pass on vital information to each other, facilitating higher sales. They managed their different businesses well enough to please customers, and convince those clients that they were benefiting from the present structure that facilitated internal competition and co-operation. For example-analysts were pushing securities whose issue the bank was managing. Investment Banks have been accused of cross selling securities especially IPO's to each other at discount prices, thus undervaluing the stock. There have been instances of analysts making strong buy recommendations on stocks to their customers in order to win favor from the executives of that particular company. Regulators have taken a strong view of these breaches and are determined to clamp down hard on them through tough new regulations. 
Regulations also have a propensity to move with business cycles and tend to be enforced with increased vigor when things are not going right, as they have not been recently. When the going is good, regulators become lax as all participants make money to varying degrees. When things turn sour and participants cry foul, the regulators become hawkeyed and seek to bring all deviant things to order. There have been some hefty fines for the Investment Banks in addition to the tough new regulatory framework which seeks to remove any conflict of interest. New regulations even seek to ban analysts from investing in stocks whose research reports they sell to customers. Knowingly selling wrong recommendations to a client now amounts to a misdemeanor. In addition, the research arms of Investment Banks are to be segregated from the other Investment Banking functions. Different banks have taken steps of varying degrees in effecting this segregation but the move is both inevitable as well as irreversible. Some have pledged to implement interdivisional firewalls- tough impenetrable defenses. Others will hive off the research arms so that they undertake propriety research for the bank and leave the Investment Banking functions to the parent. This has had an unexpected spin off in terms of offering research services to other financial service providers at a fee, thus making it an independent profit centre.
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This is significant as Investment Banks are beginning to feel the heat where it matters the most-on their bottom-line. Many Investment Banks have found that the support costs of maintaining the status quo, i.e., keeping legacy systems and processes in place, are a major proportion of their business expense. More importantly however, the cost of keeping up with competitors is growing rapidly and, in many cases, with diminishing returns. This is particularly true in the case of support functions where there is limited commercial advantage in providing an above-satisfactory level of service. Even more significantly, capital markets globally have been through a torrid time and all important share holder value has taken a hit. The volume of mergers and acquisitions (M&A), the once-glamorous pinnacle of the investment-banking business, is about one-third of what it was three years ago, and the business is bringing in one-tenth of the profits that it did then.This has generated debate about whether generation of quality research reports and modeling can be made a business by itself instead of being auxiliary to the main Investment Banking functions. In times of plunging profits and increasing costs this could be an unexpected boon as research functions will survive turbulence better than most other Investment Banking functions given their importance even in recessionary times. 
These two factors have been the driving force behind the decision of many Investment Banks to outsource functions like research which were previously thought of as vital to the bank. 
Mounting the defenses
In terms of absolute scale of investment required, the figure varies from $10 bn over the next five years to a more realistic $5 bn, assuming that regulations make segregation mandatory. This cost includes that of hiving off assets and forming new firms that specialize in research. The process will not be painless, with many Investment Banks having to allocate key resources like dedicated teams and star analysts to run their research arms. These measures not only threaten to balloon costs by increasing the payroll but also reduce effectiveness of research which may not be in line with the bank's requirement. Therefore models that address the basic regulatory requirement, staunch spiraling cost but still provide quality research that can be sold to other financial institutions are the need of the hour. 
After evaluating the pros and cons, the model that most Investment Banks are veering towards is similar to the present BPO one-with subsidiaries in foreign companies becoming service providers. An interesting offshoot is that Investment Banks that have till now been ignoring the back office systems as the real profits came from the front office operations, will be scouring different markets in the search for cheaper alternatives. Till late, Investment Banks poured their resources into front- and middle-office technologies: high-powered trading systems and broadband telecommunications, sophisticated analytics and Interact-based e-business platforms that could distinguish a brokerage from its competitors. The securities industry, in particular, is embarking on the potentially more costly T+1 initiative to shorten the settlement time of trades from three days to one day after the transaction. Investment Banking operations need scale to justify dedicated high technology back office solutions and many smaller Investment Banks may not have the required size. Therefore another model taking hold is the concept of strategic outsourcing to vendors specializing in Investment Banking operations. An increasing possibility is cooperation between fiercely competitive banks in terms of sharing back office resources. This will not only give them the scale necessary for profitable operations as independent profit centers but also access to quality services without the associated capital investments. We have seen the emergence of this model in recent years with some major Investment Banks joining hands to cut flab. In addition to the legal and regulatory requirements, Investment Banks increasingly recognize that the BPO wave makes perfect business sense too.
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Foot soldiers of the revolution: The India Advantage
A very simplistic analysis reveals that the Indian skilled labor cost is about 15-20% of comparable labor in the US. This is what is called the labor arbitrage and seems like the most obvious reason for the current wave of outsourcing financial research. What is not so apparent is the huge number of English speaking, highly skilled and motivated individuals. Thus, it is both advanced skills as well as labor arbitrage that are driving this movement. In management parlance, this constitutes a tremendous combination of cost leadership with differentiation. The slow percolation of advanced skills into the labor base means that there are individuals who are trained in specialized fields like stock research and option pricing ready to work at approximately one fifth of equivalent US salary. This is in no ways a reflection of poor skills but of the vast difference in terms of purchasing power parity as well as the low demand in India of such highly skilled individuals who presently seek work in foreign capital markets. Credit for this phenomenon goes to the Indian education system that has emphasized mathematical training, as well as resurgence in the domestic financial sector which has tremendous depth and width. Given the growth of the Indian economy as well as the number of professionals trained in fields like capital markets and project implementation, the viability of the country has increased manifold. In fact, Investment Banks that have moved to set up research facilities in India can be considered pioneers and many are expected to follow. The attractiveness of Indian capital markets is also playing a role in pushing these Investment Banks to expand their offices as well as services. Having had a limited presence in India ensures that they are accustomed to working under Indian conditions-a big advantage given the fact that things don't necessarily sail smoothly for new entrants. 
As with any arbitrage, as more market participants move in to take advantage of the mispricing, there is a correction and the arbitrage opportunity dissipates. That will certainly take a lot of time and investment from the TNC firms in India, but cannot be discounted completely. To stem the reverse movement, Indian players have been actively trying to move up the BPO value chain much like their software brethren, who are world class players. In fact some of the synergy stems from the fact that being in close proximity to software firms reduces the cost of setting up the advanced infrastructure required to successfully conduct BPO work from offshore. 
The present wave of outsourcing is different from other forms with regard to the industry structure as well as the players. Most of the outsourcing work is expected to be done by the specialized subsidiaries instead of independent firms as Investment Banks may be unsure of passing on critical functions to untested players. Evolution of the industry will of course see firms specializing in this kind of work as well as banks forming consortiums in order to cut costs. But, important legal and regulatory issues need to be sorted as they could slow down this new wave and whittle away the India advantage. 
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The blue prints of battle
At a more generic level, we can think of the evolution of these new models as the latest in the line of emergence of more sophisticated service providers than the outsourcers of old. The first phase emerged when payrolls and other routine tasks begun to be outsourced by financial service providers (FSPs). This led to decreased cost as well as better quality and smaller payrolls. The information revolution driving the present wave of BPO plays a critical role in the outsourcing of Investment Banking functions. Investment Banking operations like research will be handed over to specialist arms of the company, but they will behave much like contemporary BPO's providing a narrow range of services and must be evaluated with reference to comparable service providers in terms of quality and cost, thereby keeping up the pressure to performTherefore, the strategizing and implementation of these services will be akin to the typical BPO services management approach from the Investment Bank's side. Typically, Investment Bank's devise a comprehensive strategizing and implementation plan before going in for any outsourcing of its functions. 
Before an Investment Bank takes the decision, a formal commercialization strategy is developed and applied across the bank's entire infrastructure. Piecemeal change can cause huge issues in boundary areas and prevent supposedly non-impacted areas from realizing their own goals. First the bank's business strategy is examined and then a review of how support functions are impacted is undertaken. This review incorporates external trends and initiatives and assesses key cost benchmarks against the market. The result of this work is a recommended series of initiatives for each infrastructure function supported by a risk/reward analysis. Implementation of strategy is the next step which needs to be approached as a programme rather than as a series of individual projects. For outsourced functions, the scope of services provided is tightly documented into Service Level Agreements. The programme inevitably needs comprehensive management, not just to monitor that deadlines are being met but also to ensure that benefits are realized. 
The pitfalls
Service purveyors will inevitably face a reluctant customer base as the banks get used to this new mode of operation. Even though some banks have shown speed and determination in pursuing this path, others may procrastinate for years as it represents a departure from their internal cultural orthodoxy. Quality and timeliness issues may be paramount earlier on but these teething problems should not be major hindrances. In terms of scale, firms are expected to go slow first and then extend the services to their whole product lines from derivatives to foreign exchange. Equity research and data modeling may then be just two high end functions that are being outsourced presently and this cud eventually extend to a whole range of work like modeling of complex instruments and deal structuring. 
The future does portend a paradigm shift in the approach to Investment Banking, but there are issues and factors to be accounted for along the way. Success in doing so will mean a whole new world of opportunities and higher growth for the darlings of Wall Street
