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[ere’s everything

you really need

to know about the |

The big boys control 95 per cent of the action.

But there’s still room for the average Joe, says

W.H. Cunningham, who believes investors can
do even better than bond-fund managers

Reprinted with permission

§ he bond marketis largely

invisible, being decen- -
tialized, over the counter
and with 10 post-trade

t ijff the Canadian

“jobbers,” whose role is toensure
the ordetly: maintenance: of the
money market, inchiding the is-
suance of Government of Canada
treasury bills.

The money market is definedas

securities issued with 4 term {0 ma-
turity of one year or less. Treasury
bilis are obligations issued by the
various governments,

Primary bond dealers include
BMO Nesbite Burns, Casgrain and
Co., CI1BC World Markets and
Deutsche Bank Securities.

Dealers also jobbers

Many of the ptimary dealers are
also jobbers. Among other things,
they're required to bid for the auc-
tiont of the Government of Cana-
da’s primary issues.

They do the bulk of the under-
writing of new provincial and cor-
porate debt and make markets in
the complete array of fixed-in-
come products.

They also service the fixed-in-
come needs of the various institu-
tional and retail investors by main-
taining extensive inventories as
well as bidding and offering on all
sizes of blocks of bonds.

Individual trades can be in the
hundreds of millions or for as little
as $5,000.

The lion's share of the daily
$23,5-billion trading volume takes
place among the Big Six invest-
ment dealers and their institution-
al and global customers.

The market for individual in-
vestors is approximately five per-
cent of this total,

The pther 95 per cent is in the
institutional area. It's where the
bank-owned dealers, plus a few
ones not owned by banks, make
wholesale markets in all the varl-

ous fixed-income products to serve
the investment needs of their insti-
tutional customers.

These customers include life in-
surance companies, chartered
banks, pension funds, mutual

funds; investrient counsellors, gov-

ernments and foreign investors.
It's worth pausing to note that

_the'money thése institutions have

for mvestiment repiresents the aggre-

- gate savirigs of individuals like you.

Youi money is mixed in with ev-

eryone else’s, thus giving the insti-

tutions very large sums to invest
andade. 0

© Alarge percentage of this mon-
¢y is invested in fixed-income se-
curities to satisfy actuarial require-
ments, match liabilities, and guar-
antee fixed returns.

‘With large blocks of money to
invest, these institutions command
the best prices. The investment
dealers vie for this business.

Indeed, competitive tendering
for bids and offerings is the norm.
Individual trades exceeding $100
million are commonplace.

~ Naturally, the bank-owned
dealers serve individual investors
gince they all have national sales
forces of investment advisers (1As).

‘There are another 205 roemmbers
of the Invesunent Dealers Assc.
who trade fixed-income securities.

There are large independent
firms, such as Blackmont Capital
and Canaccord, as well as a host of
smaller dealers such as Watg,
Carmichael and Odhum Brown.

Each of these firms has to find
fixed-income products to satisfy
their customers’ needs.

The bank-owned dealers help.
They offer, via electronic delivery,
retail quantities and prices of the
various fixed-income products.

Severai of the larger indepen-
dents, such as Blackmont, Dundee,
Canaccord and Odlum Brown,
have their own specific fixed-in-
come trading departments.

These companies have suffi-
cient capital and technology re-
sources to assemble, maintain, and
offer a wide range of fixed-income
securities to meet the needs of their
1As’ customers,

Blackmont, for example, has &
department of four professionals,
who have enough capital to main-
tain inventories of approximately
$100 million,

They manage these aggregates
on a fully hedged basis to eliminate
market riskc for the firm and to offer
competitive prices at all times.

Also, in a typical sales force,
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same clients are selling securities
that others will be buying.

Knowing this, the trading de-
partment will keep and hedge the
sold securities for later resale to its
own sales force rather than to the
large investment dealers.
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This is an efficient way to do
bustness and customers benefit
through better prices. Running to
and from the wholesale market for
every sall transaction is costly.

Yet, that is what the smailer
dealers must do as they lack the
personnel or capital to keep an in-
ventory themselves,

It's aiso worthwhile pointing
gut the different philosophies of
the various investment dealers re-
garding their treatment of individ-
ual fixed-income investors.

Maost bank-owned dealers treat
their retail customer base as a cap-
tive audience, As such, they charge
more for individual bonds than the
smaller, more focused firms.

What you need to know is
whether the financial institution
you're dealing with treats the retail
fixed-income market as a profit
centre or not.

The best ones work at growing
the business through value-added
service and competitive prices.
Make a point of ascertaining what

approach your financial institu-
tion uses.

Alsa, there are interdealer bro-
kexs whose role is to act as middle-

men, facilitating anonymous trades
among the jobbers, primary dealers
and investrnent dealers. These par-
ties trade among themselves 1o off-
set transactions done with clients.
Lastly, we come to the individual
investor whose needs are served by
the different financial institutions.
Individuals have their own spe-
cific reasons for buying fixed-in-
come products directly: o genet-
ate income, to plan for retirement
and to provide safety of principal,
‘They may need income in a for-
eign currency, they may wish 1o
specutate on the price movement
of bonds, or they may want toin-
vest for future educational needs.
Direct investrent by individuals
in the bond market totals moze thaty
$100 billion. In fact, if GICs and bank
deposits are included, this total in-
creases to more than $900 billion.
Why go through the bother of
purchasing individual, fixed-in-
come secutities? Why not take the
easy route and invest in a nice
bond mutual fund?

Funds lack certainty

The answer to the second ques-
tion is that it’'s not in your best in-
terest to do so! Bond funds simply
dow't offer the certainty required in
retirement planning; their perfor-
mance is erratic and the manage-
ment fees are too high.

Sadly, there are too few 1As with
sound enough working knowiedge
of fixed-income markets. Their ine
of least resistance is 1o yecormend
bond funds because they're an £as-
ier sell with attractive fees,

However, such funds aren’t the
ideal choice for the individual in-
vestor, Fixed-income products are
petter. Here are five reasons why.

- yent fees averaging roug

“nrofessional” bond-fund manag

. whete interest rates are 0ing:

Thiey don’t iave a specific
- ty date; nor-do they hav
- fiedincomerevel. . -

esiors don't

' giulcap
This makes for ineffective pi

(2 Bond funds charge manage

two per cént annually. This takes
big bite out of an investor’
and refurn.
Contrast that with ind!
products, where there’s a 01
fee at the time of purchase: (aves
ing one per cent} with no furlh
fees until they mature '3
money is reinvested or if theys
sold before maturity.
{3) The long-term resulis:of

ment are imimpressive.
. First, it's a wel-dociing
fact that no one is 100 percent

forécasters, traders .an
commentators are righ
the time, but nobody is 1i
the time. ;

Guesswork abou_:i_iﬁé; .

Yet, this doesn't stop portfolio
managers from guessing. And:it
only takes a couple of bad gliesses
for performance to suffer.. .

Second, there fs indexing Inthe
bond-fund management buginess
too, as brave portfolio ma 3
huddle around the differ d.
indices in order to look goaddnithe.
performance game. :

They strive to beat the fitd
wel as more than half thel
s0 they'll be able to market
average performarnce.

As well, consider tha
funds ave required to calculy
annual return since they
fixed maturity date.

Investors owning indil
bonds doxn't have to wony,
annual returns since theiryiel
maturity date are known
time of puichase. :

{4) Bonds catne in a wide
of maturities, from 30 daysion
than 30 years, allowing forap
priate retirement plannin
ladder building, b

But because bond funds
maturity date, investois
know how much money. th
have when they need 10
their units.

{5) Bonds_can be solt
time, should raising b
come imporiant or othé
nities present themsely

Daily rading volu
some $23 billion, withihe:
vestmeni deatersinall
and asks on the chmply
fived-income Produt
been issued.. ...\

By confrast, m
only be redeemed datly
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