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Rating Rationale 

• Jefferies Group, Inc. (Jefferies) continues to expand and build on its franchise 
serving growing and mid-sized companies. Jefferies’ liquidity remains well 
managed, and the firm’s leverage and debt coverage ratios remain at acceptable 
levels for its present rating category. The current rating Outlook is Stable. 

• Fiscal year 2006 performance was strong, resulting in Jefferies’ sixth consecutive 
year of revenue and earnings growth. Recently released first quarter 2007 results 
are consistent with this positive trend. Performance has been driven by both 
favorable market conditions and successful strategic positioning and execution. 

• Jefferies continues to hire to deepen its management bench; however, the firm is 
still heavily reliant on CEO Richard Handler. In addition to strategically leading 
the firm, Mr. Handler continues to actively trade for Jefferies’ high yield desk 
and high yield funds (the firm’s high yield operations were recently consolidated 
into Jefferies High Yield Trading, LLC; Mr. Handler will continue to lead this 
business). 

• The firm remains subject to intense competition in most of its businesses. 
Generally, if one or more of Jefferies’ larger competitors decided to aggressively 
pursue middle-market clients, the firm’s profitability and growth would likely be 
negatively impacted. 

Support 

• There is no precedent for a US investment bank holding company receiving 
governmental support. 

Rating Outlook and Key Rating Drivers 

• The current rating Outlook is Stable. Fitch believes that Jefferies has solidified 
its position serving its middle-market client base. Barring any significant 
changes in the company’s profile (business mix, capital structure, liquidity, 
risk metrics, etc.), the present ratings will accommodate continued favorable 
performance. Fitch expects ongoing organic (and any non-organic) expansion 
efforts to be measured, and not likely to result in undue pressure on 
management or financial resources. 

Profile 

• Jefferies, a Delaware-incorporated holding company, is a well-established full 
service investment bank and institutional securities firm. Its primary 
broker/dealer operating subsidiary, Jefferies & Company, Inc., holds the vast 
majority of the firm’s consolidated assets and is regulated by the SEC. The firm’s 
businesses include investment banking (underwriting and advisory), sales and 
trading, research, and asset management. Over the past several years, Jefferies 
has broadened its traditional product line to include new offerings in some highly 
competitive businesses (e.g., prime brokerage, algorithmic trading, and 
alternative asset management). 
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� Profile 

 
• Jefferies occupies a strong niche 

position serving middle market clients. 
However, competition remains very 
strong from regional commercial banks 
and other expanding boutique 
investment banks. 

• Profitability improvements have been 
driven by favorable market conditions 
and successful strategic positioning and 
execution. 

Jefferies has experienced significant growth over the 
past 5 years. Since 2001 the firm’s net revenues and 
net income have grown at a faster compound annual 
growth rate (17% and 28%, respectively) than an 
equal-weighted composite of its bulge-bracket 
competitors1 (14% and 26%, respectively). Total 
assets growth has also outpaced these larger peers 
over the same period, with Jefferies’ compound 
annual growth rate at 27% versus 17% for the bulge-
bracket composite. Jefferies’ growth has primarily 
been driven by the incredibly strong capital markets 
environment (low rates, lots of liquidity, etc.) of the 
last several years that has benefited all securities 
firms. Fitch believes the firm’s outsized growth has 
been driven by the success of its core strategy: 
catering to middle-market companies, an arguably 
underserved niche of the corporate community. This 
strategy has proven successful because very few 
firms exist that cater to this segment and have full 
service investment banking capabilities (like 
Jefferies). 

Jefferies has broadened its product line to include 
new offerings in some highly competitive businesses. 
For example, in 2006 Jefferies hired experienced 
prime brokerage and algorithmic trading executives 
to direct the build-out of these businesses. 
Additionally, the firm continues to selectively seed 
internal hedge funds. 

Conversely, the firm is subject to intense competition 
in many of its businesses. Generally, if one or more 
of Jefferies’ larger competitors decided to 
aggressively pursue middle-market clients, the firm’s 
profitability and growth would likely be negatively 
impacted. Competition in investment banking 
remains very strong from regional commercial banks 

                                                           

1 The “bulge-bracket” securities firms are Bear Stearns, Goldman 
Sachs, Lehman Brothers, Merrill Lynch, and Morgan Stanley. 
Merrill Lynch’s 2001 restructuring charge added back to net 
income (net of 30% estimated tax).  

and other expanding boutique investment banks. Of 
course, the number of players in the alternative asset 
management space is ever increasing as well. 
Jefferies equities trading business, although highly 
profitable, is also challenged by volumes being 
increasingly directed to ECNs and ATSs2, as well as 
to niche broker/dealers focused on rapid execution. In 
the fixed income trading business, NASD-required 
TRACE reporting has increased price transparency, 
thus narrowing spreads and decreasing trading 
revenue. These and other developments (e.g., 
decimalization) will likely continue to pressure 
margins for Jefferies.  

Jefferies occupies a unique spot in the US securities 
firm landscape. The firm is smaller than the smallest 
bulge-bracket firm, but is much larger than most 
investment banking boutiques and regional brokerage 
firms. Jefferies is a direct competitor to the bulge-
bracket firms in some spaces (e.g., mid-cap sales and 
trading), and is attempting to make inroads into some 
businesses currently dominated by these and other 
larger firms (e.g., prime brokerage and algorithmic 
trading). Fitch views the firm’s alternative asset 
management build-out as a work in progress. As 
Jefferies’ business mix evolves, Fitch will monitor 
the firm to ensure its risk appetite remains consistent 
with its present rating category. 

The firm continues to improve internal management 
systems and develop middle management ranks. Over 
the past year, the firm formalized the structures of its 
treasury and compliance groups, and has hired 
additional people and contributed additional 
resources to these control groups. Additionally, 
Jefferies has named co-heads of its equities business. 
The firm’s board composition is also improving; 
Jefferies added two new independent directors in 
2006.3  Fitch believes Jefferies’ operational and 
technological infrastructure and “management 
bench” are appropriately developed for a firm of its 
size and in its current rating category. 

The Rating Outlook for Jefferies is Stable. Barring 
any significant changes in the company’s profile 
(business mix, capital structure, liquidity, risk 
metrics, etc.), the present ratings will accommodate 
continued favorable performance. Fitch expects 

                                                           

2 ECNs are “electronic communication networks,” ATSs are 
“automated trading systems.” 
3 With these additions, Jefferies’ board is now comprised of 7 
individuals (2 insiders, 2 independents with ties to MassMutual, 
and 3 “pure” independents). 
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ongoing organic (and any non-organic) expansion 
efforts to be measured, and not likely to result in 
undue pressure on management or financial 
resources. 

� Performance 

 
• Fiscal year 2006 performance was 

strong, resulting in Jefferies' sixth 
consecutive year of revenue and 
earnings growth. 

• Jefferies has made progress toward 
diversifying its sources of revenues over 
the last five years. 

Fiscal year 2006 performance was strong, resulting in 
Jefferies' sixth consecutive year of revenue and 
earnings growth. Recently released first quarter 2007 
results are consistent with this positive trend.  

Jefferies has made progress toward diversifying its 
sources of revenues over the last five years. In 2001, 
Capital Markets excluding Investment Banking (i.e., 
mostly sales and trading), Investment Banking, and 
Asset Management contributed 76%, 19%, and 3%, 
respectively, to the firm’s net revenues. By 2006, 
Investment Banking’s contribution had increased to 
37%4, and Capital Markets excluding Investment 
Banking’s contribution had decreased to 54% (see 
Table 1). Asset Management’s contribution increased 
to 8%. 

($ millions)

Equity NA NA 539 37%
Fixed Income & Commodities NA NA 245 17%

Capital Mkts ex-Inv Banking 508 76% 784 54%
Investment Banking 124 19% 541 37%

Total Capital Markets 632 94% 1,325 91%

Asset Mgmt (Fees) NA NA 55 4%
Asset Mgmt (Inv. Income) NA NA 54 4%

Total Asset Management 18 3% 110 8%

Net Interest 17 2% 23 2%
Other 4 1% NA NA

Total Net Revenues 670 100% 1,458 100%

Source: Fitch analysis, company filings.

Table 1: Jefferies' revenue mix

2001 2006

 

Strong year-over-year principal transactions and 
investment banking revenues, up 34% and 9%, 
                                                           

4 Investment Banking’s increased contribution is largely 
attributable to three acquisitions completed in the last five years: 
Quarterdeck (December 2002), Broadview (December 2003), and 
Randall & Dewey (January 2005). 

respectively, were the primary drivers of Jefferies’ 
continued growth and profitability in 2006. Costs 
were well managed in 2006 improving Jefferies’ pre-
tax profit margin to 23.9%, a 164 bps improvement 
versus 2005, and an 860 bps improvement versus 
2001.  Increased revenues and franchise expansion 
have positively impacted the compensation ratio 
which improved by 133 bps versus 2005, and 542 bps 
versus 2001. Compensation may have to rise if 
revenues decline in order to retain leading producers. 
Also noteworthy, the firm’s brokerage and clearing 
expenses increased only 42 bps to 4.3% of net 
revenues in 2006. However, the newly public 
exchanges may begin increasing fees. Jefferies may 
be at a disadvantage here as bulge-bracket firms are 
investing in alternative exchanges and technology to 
counteract these pressures.  

All of the firm’s high yield operations (i.e., its High 
Yield Funds5 and proprietary high yield trading desk) 
were merged into Jefferies High Yield Trading, LLC 
(JHYT) on April 2, 2007. Historically, approximately 
40% of Jefferies’ high yield operations were on-
balance-sheet. Going forward, JHYT will be fully 
consolidated. This will likely increase the volatility 
of Jefferies’ reported revenues and earnings and 
make comparisons of past performance less 
meaningful. External investors’ share of assets and 
earnings will be reflected via minority interest 
reporting lines.  

� Risk 

 
• Jefferies’ market risk appetite is 

increasing as its business expands. Fitch 
expects principal trading activities and 
the firm’s VaR to continue to grow in the 
near-term. 

• Counterparty and client credit risk is 
mitigated by way of collateralization 
requirements, and Jefferies transacts 
only with high quality counterparties in 
OTC derivative transactions.  

Market Risk 
Jefferies’ businesses expose the firm to a variety of 
market risks, including risks related to movements in 
interest rates, currency rates, equity prices, and 
                                                           

5 The “High Yield Funds,” as referenced throughout this 
document, include Jefferies Partners Opportunity Fund (JPOF), 
Jefferies Opportunity Fund II (JPOF II), and Jefferies Employees 
Opportunity Fund (JEOF). 
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commodity prices. In addition to being managed at 
the trader and desk levels, these risks are managed on 
a macro level by senior management through 
inventory position and exposure limits and hedges. 
To complement qualitative business judgment, 
various industry standard quantitative tools are 
employed, including scenario analyses, stress testing, 
and VaR-based analyses. 

Jefferies’ market risk appetite has been increasing 
(see Table 2). Jefferies’ average daily Fitch-adjusted 
VaR has been trending upward over the last several 
years. More significantly, the firm’s Fitch-adjusted 
VaR as a percent of tangible equity has been trending 
upward. Jefferies’ daily trading net revenues in 2006 
(as presented in histogram format in the firm’s 10K) 
are not normally distributed, but are positively 
skewed. The firm’s worst one-day trading loss in 
2006 was approximately $9 million, significantly 
higher than the prior year worst loss of approximately 
$5 million. The firm’s best one-day trading gain was 
approximately $31 million, also significantly higher 
than the prior year best gain of approximately $9 
million.  Back-testing revealed eight “VaR breaches” 
in 2006. Although the breaches did not significantly 
exceed VaR, and are statistically acceptable at the 
95% confidence interval used, the broader swings in 
daily gains and losses are indicative of larger risk 
assumption and/or intraday volumes that are not 
captured by VaR.  

Table 2: Jefferies' VaR trend

($ millions) 2004 2005 2006

Interest Rate 0.70 0.59 0.81
Equity 0.90 2.30 4.35
Commodities 0.40 1.03 1.98
Currency 0.30 0.17 0.37
Diversification benefit (1.00) (1.38) (2.76)
Total disclosed average VaR 1.30 2.71 4.75

Fitch Adjusted Comparable VaR: 99%, 1-Day
VaR including diversification 1.84 3.83 6.72
VaR excluding diversification 3.25 5.78 10.62
Tangible equity 904 1,066 1,324
VaR ex-diversification % of 
tangible equity 0.36% 0.54% 0.80%

Source: Fitch analysis, company filings.  

When considering the growth in Jefferies’ VaR and 
the increased volatility of the firm’s trading revenues, 
it is important to keep in mind the firm’s roots 
primarily trading as agent. Over the last several 
years, Jefferies has assumed more principal trading 
risk, and Fitch expects Jefferies’ principal trading 
activities (and as a result, the firm’s VaR) to continue 
to grow in the near-term. Fitch believes the firm is 
expanding its trading activities slowly and 

selectively. Fitch will continue to monitor the 
diversification of Jefferies’ trading businesses; a key 
Fitch consideration going forward will be the firm’s 
evolving trading mix and risk appetite. 

Credit Risk 
Jefferies’ counterparty and client exposure originates 
primarily through the delivery and settlement of 
trading products, extension of margin credit, and 
over-the-counter (OTC) derivative transactions. 
Counterparty and client credit risk is mitigated by 
way of collateralization requirements. Additionally, 
Jefferies transacts only with high quality 
counterparties for OTC derivative transactions (all 
counterparties were rated ‘A’ or higher as of 
12/31/06).  

From a credit risk perspective, Jefferies is directly 
exposed to the risk associated with its on-balance-
sheet high yield positions ($167 million at 12/31/06), 
as well as its on-balance-sheet investments in its 
managed funds ($364 million as of 12/31/06, 
including seeded hedge funds, a portion of the High 
Yield Funds, and CLOs). The firm’s direct exposure 
at year-end 2006 was approximately $531 million, or 
40% of total tangible equity.  

Several of Jefferies’ businesses (highlighted in Table 
3, and discussed in more detail below), result in 
additional credit risk exposure. 

Table 3: Businesses with additional credit risk

Jefferies Financial Products
*Consolidated subsidiary
*Commodities derivatives trading

Jefferies Finance
*Non-consolidated joint-venture
*Middle-market lending

Jefferies Capital Partners
*Non-consolidated affiliate
*Private equity

Source: Fitch analysis, company filings.  

Jefferies Financial Products, LLC (JFP), a 
consolidated subsidiary of Jefferies, is a market 
maker in commodity index products and a trader in 
commodities futures and options. The majority of the 
firm’s OTC derivatives activities are a result of this 
business. At 12/31/06, the fair value of JFP’s 
derivative positions was $50.9 million. 

Jefferies Finance is a non-consolidated joint venture 
with MassMutual’s Babson Capital Management 
(Babson) created to facilitate middle-market loan 
originations and syndications. Jefferies exposure to 



 

Jefferies Group, Inc. (JEF) 

5 

Jefferies Finance is limited to $250 million (its 
committed equity investment (of which $25 million 
was funded as of 12/31/06). Fitch believes additional 
funding of this commitment may be necessary in the 
near-term, driven by the continued growth of the 
Jefferies Finance business. Jefferies and its 
subsidiaries incur no incremental credit risk when 
Jefferies Finance does a new deal. Jefferies acts as 
the originator and syndicate manager for most of 
Jefferies Finance’s deals, and Babson provides credit 
analytics, portfolio management, and administrative 
support.   

The firm is exposed to additional credit and market 
risk via off-balance-sheet commitments and 
guarantees (see Table 4). These potential exposures 
were up 69% year-over-year, ending 2006 at $604 
million.6 Standby letters of credit are mostly to 
satisfy various collateral requirements in lieu of 
depositing cash or securities, bank credit lines ($21.7 
million drawn at 12/31/06) are associated with 
affiliated private equity funds, equity commitments 
include committed investments in Jefferies Finance 
($225 million unfunded at 12/31/06), Jefferies 
Capital Partners IV7 ($41 million unfunded at 
12/31/06), and various other investments ($13.9 
million unfunded at 12/31/06).  

The 955% increase in Jefferies’ notional derivatives 
exposure has been driven by growth of the firm’s 
equity indices derivatives activities. At 12/31/06, 
Jefferies’ $591 million notional value of FIN 45 
derivative contracts had a fair value of approximately 
$6.7 million. 

Approximately 54% of the firm’s commitments 
(excluding derivatives) mature in 2007, with the 
remainder maturing in 2011 or later. A significant 
portion of the commitments made by Jefferies are 
event driven and may expire unused.  

                                                           

6 We’re excluding the notional value of derivatives, as we believe 
this number greatly overstates Jefferies’ realistic exposure. We 
discuss fair values numbers in the text. 
7 Jefferies Capital Partners is the firm’s non-consolidated private 
equity business. Jefferies Capital Partners IV is a private equity 
fund. Jefferies owns 49% of the fund’s manager. 

Table 4: Jefferies' commitments and guarantees

($ millions) 2005 2006 Y-o-Y ∆

Standby letters of credit 173 264 53%
Undrawn bank credit 24 60 150%
Equity commitments 161 280 74%
Derivative contracts 56 591 955%
Total 413 1,195 189%
Total ex-derivatives 357 604 69%

Total assets 12,781 17,900 40%

Total ex-derivatives % 
of total assets

2.8% 3.4% 58 bps

Source: Fitch analysis, company filings.  

Operational Risk 
Fitch views operational risk management as a key 
issue for all securities firms. Fitch expects Jefferies to 
contribute additional resources to operational risk 
management as the firm’s growth continues. 

Jefferies’ Operational Risk Committee – in 
conjunction with the firm’s technology, legal, 
compliance, operations, finance, and human 
resources areas – is empowered to establish, 
maintain, and approve policies and controls intended 
to reduce Jefferies’ operational risk exposure.   

In late 2006, Jefferies agreed to pay $10 million to 
settle charges by the NASD and the SEC that a 
former employee provided Fidelity employees with 
lavish gifts in order to gain share of that firm’s 
trading business. Aside from this issue, Fitch is 
unaware of any significant operational losses 
experienced by Jefferies in the recent past. 
Additionally, the firm is not involved in any 
significant current or pending litigation and not 
subject to any current or pending regulatory issues or 
actions.  Fitch believes this is largely attributable to 
Jefferies’ limited retail brokerage operations.  

� Funding and Capital 

 
• Jefferies’ leverage and debt coverage 

ratios are at acceptable levels.  
• Asset growth has been substantial, but 

funded through secured financings. Long 
term debt issuance in 2006 provides 
support for growth in less liquid assets. 

• The firm currently has sufficient long-
term coverage of less liquid and illiquid 
assets at 2.0x. 

Jefferies’ liquidity remains well managed, and the 
firm’s leverage remains at acceptable levels for its 
present rating category (see Table 5). In the first 
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quarter of 2006, Jefferies issued $500 million of 
senior notes and completed its first convertible 
preferred equity issuance of $125 million. Fitch 
views these new issuances favorably, as they will 
help support Jefferies’ increased investments in high 
yield, managed funds and partnership assets. Jefferies 
relies on secured lending and repurchases for short-
term financing. This supports its extension of 
financing to clients which is a very high portion of its 
balance sheet.   

Table 5: Jefferies' leverage & liquidity trend

2004 2005 2006

Assets/Adjusted Equity 13.3x 9.9x 14.1x
Net Assets/Adjusted Equity 13.3x 9.9x 13.9x
Net Assets-Securities 
Borrowed/Adjusted Equity 3.5x 3.6x 6.3x

Liquid Assets/Total Assets 93.2% 90.4% 91.8%

Source: Fitch analysis, company filings.  

At year-end 2006, the asset side of Jefferies’ balance 
sheet was dominated by securities borrowed, 
securities owned, and trade receivables, all assets that 
are (generally) very liquid. That said, Jefferies 
inventory (largely composed of corporate equities 
and bonds) is materially less liquid than the inventory 
of most larger broker/dealers. At 12/31/06, the firm’s 
securities owned portfolio (excluding securities 
pledged to creditors) totaled $3.2 billion. 

Jefferies maintains uncommitted unsecured bank 
lines totaling $274 million (as of 12/31/06) that may 
be utilized to meet short-term funding needs. These 
lines are used occasionally, generally on an overnight 
basis. 

Jefferies’ ratio of long-term funding sources to less 
liquid/illiquid assets grew slightly in 2006; year-end 
coverage was 2.0x versus 1.7x at year-end 2005 (see 
Table 6). Fitch notes that Jefferies’ ratio of long-term 
funding sources to less liquid/illiquid assets is lower 
than most of its bulge-bracket competitors. Fitch 
seeks coverage of at least 100% of less liquid assets. 

Table 6: Jefferies' LTFS to LLIA

($ millions) 2004 2005 2006

Less Liquid/Illiquid Assets (LLIA)

Direct Investments (Private 
Equity, Strategic Investments)

98 108 134

High Yield Securities 118 123 167

Investments in Managed 
Funds (High Yield Funds, 
Seeded Hedge Funds, CLOs)

196 278 364

Fixed Assets 58 70 91
Other Assets (DTA, Hedge 
Mark-to-Market, Other) 329 430 459

Goodwill & Other Intangibles 135 221 257

Total LLIA 934 1,229 1,473

Long-Term Funding Sources (LTFS)
Long-Term Senior Debt 789 780 1,269
Convertible Preferred Equity 
(GAAP Debt) NA NA 125

Debt Maturing < 1 Year 0 0 (100)
Equity 1,039 1,287 1,581

Total LTFS 1,828 2,067 2,875

LTFS to LLIA 2.0x 1.7x 2.0x

Source: Fitch analysis, company filings.  

Leverage numbers are greatly influenced by stock 
borrow levels. Jefferies has an extensive securities 
borrowed and lending matched book business that 
can quickly expand or contract its balance sheet. 
Additionally, the firm began increasing its repurchase 
and reverse-repo activities in 2006. As with all 
securities firms, matched book activities may result 
in higher leverage levels between financial reporting 
dates. Jefferies’ 2006 foray into the prime brokerage 
business will likely drive additional balance sheet 
growth and impact the firm’s leverage ratios going 
forward. 

Long-term debt consists of several senior issues, and 
one subordinated issue (see Table 7). Fitch classifies 
Jefferies’ outstanding $125 million, 3.25% 
“mandatorily redeemable convertible preferred 
stock” as subordinated debt (consistent with its 
GAAP treatment). As such, the issue is rated two 
notches below Jefferies’ senior debt. Additionally, 
although the “mandatorily redeemable convertible 
preferred stock” has certain equity-like features (e.g., 
the ability to defer coupon payments), it lacks a 
mandatory conversion feature. These and other 
characteristics result in Fitch Class A (0% equity 
credit) treatment.8 

                                                           

8 For more information on hybrid securities see our “Securities 
Firms: Determining Equity Credit for Hybrids” report, published 
10/12/06, available via the Fitch Research website. 
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Table 7: Jefferies' long-term debt

Fitch 
rating

Fitch 
hybrid 
equity 
credit

Senior debt
$100 mln, 7.50% senior notes, due 
8/15/07 BBB+ NA

$325 mln, 7.75% senior notes, due 
3/15/12 BBB+ NA

$350 mln, 5.50% senior notes, due 
3/15/16 BBB+ NA

$500 mln, 6.25% senior notes, due 
1/15/36 BBB+ NA

Subordinated debt
$125 mln, 3.25% mandatorily 
redeemable convertible preferred 
stock, due 01/15/36

BBB- Class A 
(0%)

Source: Fitch analysis, company filings.  

Equity is comprised primarily of common stock and 
retained earnings. Earnings retention has been 
consistently high, but trending downward as of late 
(e.g., 28%, 20%, and 16% dividend payout ratio in 
2006, 2005, and 2004, respectively). Although 
authorized since July 2005 to repurchase up to 3 
million shares of its common stock (now 6 million 
because of Jefferies’ 2-for-1 stock split in May 2006), 
the firm has not bought back stock in the open market 
since 2004. Share buybacks done in 2005 and 2006 
reflect the firm’s buyback of stock from employees 
(done to manage the impact of stock compensation 
on share count).  

Significant potential cash outflows in 2007 include 
the repayment of $100 million of senior notes 
maturing August 2007, and the funding of up to 
approximately $325 million of the firm’s short-dated 
commitments (primarily standby letters of credit and 
undrawn bank credit). Fitch believes additional 
funding of Jefferies’ longer-dated equity 
commitments may be necessary in the near-term, 
driven by the continued growth and success of 
Jefferies Finance ($225 million unfunded at 
12/31/06) and Jefferies Capital Partners IV ($41 
million unfunded at 12/31/06).  

Jefferies’ additional ongoing cash flow requirements 
include the payment of interest expense on its long-
term debt, including dividends on its convertible 
preferred stock (see Table 8), its fixed costs, and 
certain accrued expenses. Fitch believes that Jefferies 
currently has sufficient long-term funding sources to 
cover all reasonably expected cash outflows over the 
next year.  

Within Jefferies’ present rating category, additional 
long-term debt issuance is possible. Fitch believes 
Jefferies will maintain sufficient long-term funding 
sources to cover its high yield and other less liquid 
assets going forward. 

Table 8: Jefferies' coverage ratios

($ millions) 2005 2006

Long-Term Funding Sources 
(LTFS)
Long-Term Senior Debt 780 1,269 
Convertible Preferred Equity (GAAP 
Debt) NA 125 

Debt Maturing < 1 Year 0 (100)
Equity 1,287 1,581 
Total LTFS 2,067 2,875 

Tangible Equity 1,066 1,324

EBITDA 
Net Income 157 206 
Interest (weighted-avg. 6.70% in '05, 
6.23% in '06) 52 87 

Taxes 104 138 
Depreciation 16 20 
EBITDA 329 450 

Coverage Ratios
Debt/EBITDA 2.4x 3.1x
Debt/Equity 0.6x 0.9x
Debt/Tangible Equity 0.7x 1.1x
EBITDA/Interest 6.3x 5.2x

Source: Fitch analysis, company filings.  

Parent Company 
Jefferies centralizes its funding largely at the parent 
(Jefferies Group Inc.) level. Equity in regulated 
entities is maintained in excess of regulatory 
minimums. Investments and advances to affiliates 
have been funded primarily with term debt and 
equity. Parent company double leverage9 was 
approximately 1.2x at year-end 2006. 

 

                                                           

9 Parent company double leverage = (parent’s investments in 
subsidiaries / parent company equity excluding subordinated debt) 
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Jefferies Group, Inc. (JEF)
($ thousands)

BALANCE SHEET -- ASSETS $ % $ % $ % $ % $ %

Cash and Cash Equivalents 39,948 0.6% 107,876 1.0% 284,111 2.1% 255,933 2.0% 513,041 2.9%
Segregated Cash and Securities 288,576 4.2% 182,641 1.7% 553,720 4.0% 629,360 4.9% 525,911 2.9%
Receivables from Brok/Dealers:
   Securities Borrowed 5,119,352 74.2% 8,368,357 76.1% 10,232,950 74.0% 8,143,478 63.7% 9,711,894 54.3%
   Other Broker/Dealer Rec 102,371 1.5% 292,603 2.7% 312,973 2.3% 389,994 3.1% 254,580 1.4%
Total Broker/Dealer Rec 5,550,247 75.7% 8,951,477 78.8% 11,383,754 76.3% 9,418,765 66.8% 11,005,426 55.7%

Customer Receivables 206,329 3.0% 283,591 2.6% 371,842 2.7% 457,839 3.6% 663,552 3.7%
Sec Purch-Resale Agreements 0 0.0% 0 0.0% 0 0.0% 0 0.0% 226,176 1.3%
Securities and Spot Commodities Owned:
   BA / CDs / CP 0 0.0% 0 0.0% 100,044 0.7% 29,256 0.2% 0 0.0%
   Governments & Agencies 10,939 0.2% 11,900 0.1% 26,954 0.2% 402,316 3.1% 634,263 3.5%
   Corporate Stocks 115,895 1.7% 115,597 1.1% 217,478 1.6% 291,724 2.3% 668,676 3.7%
   Corporate Debt & Other 176,067 2.6% 81,231 0.7% 189,684 1.4% 756,931 5.9% 1,430,176 8.0%
   High Yield 144,388 2.1% 127,874 1.2% 92,364 0.7% 107,560 0.8% 158,183 0.9%
   Derivative Instruments 5,086 0.1% 14,547 0.1% 22,775 0.2% 24,995 0.2% 326,182 1.8%
   Pledged to creditors 56,348 0.8% 557,727 5.1% 597,434 4.3% 178,686 1.4% 1,481,098 8.3%
Total Inventory 508,723 7.4% 908,876 8.3% 1,246,733 9.0% 1,791,468 14.0% 4,698,578 26.2%

Other Receivables, Assets
Fixed Assets 49,355 0.7% 54,513 0.5% 57,749 0.4% 69,821 0.5% 91,375 0.5%
Other Assets (DTA, hedge MTM, other) 194,204 2.8% 264,291 2.4% 329,185 2.4% 429,594 3.4% 459,052 2.6%
Other (discontinued ops, s/t bond funds) 192,660 2.8% 215,790 2.0% 6,861 0.0% 7,037 0.1% 0 0.0%
Direct investments (private equity, etc.) 43,550 0.6% 85,963 0.8% 97,586 0.7% 107,684 0.8% 134,278 0.8%
Investments in managed funds 98,151 1.4% 127,186 1.2% 195,982 1.4% 278,116 2.2% 364,124 2.0%
Goodwill 55,472 0.8% 100,596 0.9% 134,936 1.0% 220,607 1.7% 257,321 1.4%

TOTAL ASSETS 6,898,691 100.0% 10,992,283 100.0% 13,824,628 100.0% 12,780,931 100.0% 17,899,882 100.0%

BALANCE SHEET -- LIABILITIES & EQUITY $ % $ % $ % $ % $ %

Short Term Borrowings:
Long-Term Debt Maturing < 1 Year (Senior Notes) - - - - - - - - 99,981 0.6%
   Bank Loans 12,000 0.2% 0 0.0% 70,000 0.5% 0 0.0% 0 0.0%
Total Short-Term Debt 12,000 0.2% 0 0.0% 70,000 0.5% 0 0.0% 99,981 0.6%
Payables to Brokers/Dealers:
   Securities Loaned 4,738,938 68.7% 8,086,583 73.6% 9,330,980 67.5% 7,729,544 60.5% 6,794,554 38.0%

Broker/Dealer Pay 109,077 1.6% 113,349 1.0% 376,735 2.7% 303,480 2.4% 669,196 3.7%
Total Broker/Dealer Payable 4,848,015 70.3% 8,199,932 74.6% 9,707,715 70.2% 8,033,024 62.9% 7,463,750 41.7%

Customer Payables 481,346 7.0% 490,697 4.5% 702,200 5.1% 813,896 6.4% 1,010,486 5.6%
Sec Sold, Repo Agreement 0 0.0% 0 0.0% 0 0.0% 0 0.0% 2,092,838 11.7%
Sec Sold, Not Yet Purchased 239,285 3.5% 673,222 6.1% 1,120,173 8.1% 1,260,565 9.9% 3,619,004 20.2%
Accrued Liabilities & Other Payables 236,922 3.4% 296,993 2.7% 361,254 2.6% 570,229 4.5% 707,264 4.0%

Long-Term Debt Maturing > 1 Year (Senior Notes) 452,606 6.6% 443,148 4.0% 789,067 5.7% 779,873 6.1% 1,168,562 6.5%
Conv. Pref. Equity -- (GAAP debt, issued 2/06) - - - - - - - - 125,000 0.7%

Minority Interest 0.0% 49,920 0.5% 35,086 0.3% 36,494 0.3% 31,910 0.2%
  TOTAL LIABILITIES 6,270,174 90.9% 10,153,912 92.4% 12,785,495 92.5% 11,494,081 89.9% 16,318,795 91.2%

Preferred Stock 0 0.0% 0 0.0% 0 0.0% 0 0.0% 0 0.0%
Common Stock 3 0.0% 6 0.0% 7 0.0% 7 0.0% 14 0.0%
Paid-In Capital 272,020 3.9% 443,022 4.0% 617,587 4.5% 934,541 7.3% 876,393 4.9%
Retained Earnings 496,418 7.2% 567,632 5.2% 677,464 4.9% 803,262 6.3% 952,263 5.3%
Common Stock Issuable, Unearned Compensation (45,233) -0.7% (78,248) -0.7% (109,366) -0.8% (225,094) -1.8% NA 0.0%
Currency Translation 1,895 0.0% 5,331 0.0% 9,348 0.1% 962 0.0% 9,764 0.1%
Additional minimum pension liability (5,769) -0.1% (7,464) -0.1% (6,868) 0.0% (6,125) 0.0% (2,910) 0.0%
Treasury Stock (90,817) -1.3% (91,908) -0.8% (149,039) -1.1% (220,703) -1.7% (254,437) -1.4%
  TOTAL EQUITY 628,517 9.1% 838,371 7.6% 1,039,133 7.5% 1,286,850 10.1% 1,581,087 8.8%

  LIABILITIES & EQUITY 6,898,691 100.0% 10,992,283 100.0% 13,824,628 100.0% 12,780,931 100.0% 17,899,882 100.0%

Dec-06Dec-05Dec-02 Dec-03 Dec-04
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Jefferies Group, Inc. (JEF)
($ thousands)

INCOME STATEMENT $ % $ % $ % $ % $ %

Principal Transactions 227,664 33.7% 301,299 36.3% 358,213 33.8% 349,489 29.0% 468,002 32.1%
Investment Banking 139,828 20.7% 229,608 27.7% 352,804 33.3% 495,014 41.1% 540,596 37.1%
Commissions 268,984 39.9% 250,191 30.2% 258,838 24.5% 246,943 20.5% 280,681 19.3%
Net Interest & Dividends 11,940 1.8% 5,301 0.6% (5,944) -0.6% 10,880 0.9% 23,276 1.6%
Asset Management 19,643 2.9% 32,769 3.9% 81,184 7.7% 82,052 6.8% 109,550 7.5%
Other 6,630 1.0% 10,446 1.3% 13,150 1.2% 20,322 1.7% 35,497 2.4%
   Net Revenues 674,689 100.0% 829,614 100.0% 1,058,245 100.0% 1,204,700 100.0% 1,457,602 100.0%

Compensation & Benefits 385,585 57.2% 474,709 57.2% 595,887 56.3% 669,957 55.6% 791,255 54.3%
Floor Brokerage & Clearing Fees 54,681 8.1% 48,217 5.8% 52,922 5.0% 46,644 3.9% 62,564 4.3%
Occupancy & Equipment 26,156 3.9% 32,534 3.9% 39,553 3.7% 47,040 3.9% 59,792 4.1%
Technology and Communications 52,216 7.7% 58,581 7.1% 64,555 6.1% 67,666 5.6% 80,840 5.5%
Business Development 22,973 3.4% 26,481 3.2% 35,006 3.3% 42,512 3.5% 48,634 3.3%
Depreciation & Amortization 20,281 3.0% 15,519 1.9% 14,544 1.4% 15,556 1.3% NA 0.0%
Other 9,105 1.3% 29,040 3.5% 28,789 2.7% 46,918 3.9% 65,863 4.5%
   Total Expenses 570,997 84.6% 685,081 82.6% 831,256 78.6% 936,293 77.7% 1,108,948 76.1%

INCOME BEFORE TAXES 103,692 15.4% 144,533 17.4% 226,989 21.4% 268,407 22.3% 348,654 23.9%
Income Tax (Benefit) 41,121 6.1% 52,851 6.4% 83,955 7.9% 104,089 8.6% 137,541 9.4%
INCOME AFTER TAX 62,571 9.3% 91,682 11.1% 143,034 13.5% 164,318 13.6% 211,113 14.5%
Minority Interest in Earnings of Consol Subs, Net 0 0.0% (7,631) -0.9% (11,668) -1.1% (6,875) -0.6% (5,363) -0.4%
   NET INCOME 62,571 9.3% 84,051 10.1% 131,366 12.4% 157,443 13.1% 205,750 14.1%

Preferred Dividends 0 0.0% 0 0.0% 0 0.0% 0 0.0% 0 0.0%
Common Dividends 5,348 0.8% 11,807 1.4% 21,534 2.0% 31,645 2.6% 56,749 3.9%
   NET TO R/E 57,223 8.5% 72,244 8.7% 109,832 10.4% 125,798 10.4% 149,001 10.2%

FITCH HYBRID CALCULATIONS  CORE EQUITY calculation
*ADJUSTED EQUITY Common shareholders' equity (excludes any OCI adj.) 1,581,087
*ADJUSTED DEBT less: Goodwill and all other intangibles 257,321

Fed Tier 1 subtotal (Unadj. shareholders' equity - Goodwill and intangibles) -- est. 1,323,766
Net deferred tax assets 12/31/06 184,237

Fed Tier 1 allowable deferred tax assets (10% Fed Tier 1 subtotal) -- est. 132,377
less: Net DTA - Fed Tier 1 allowable DTA (cannot be negative #, if negative then 0) 51,860

 CORE EQUITY 1,271,906

 HYBRID EQUITY CREDIT calculation
Class E - 100% equity credit 0
Class D - 75% equity credit 0
HYBRID EQUITY CREDIT 0

 ADJUSTED EQUITY calculation
CORE EQUITY 1,271,906

HYBRID EQUITY CREDIT 0
 ADJUSTED EQUITY 1,271,906

ADJUSTED DEBT calculation
Long-Term senior (secured & unsecured) debt 1,168,562

Long-term subordinated debt 0
Class A - 0% equity credit (Conv. Pref.) 125,000

ADJUSTED DEBT (Long-Term) 1,293,562

Dec-05 Dec-06Dec-02 Dec-03 Dec-04

Note: Fitch uses adjusted equity and debt numbers to 
calculate financial leverage and capital ratios.
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Jefferies Group, Inc. (JEF)
($ thousands)

Summary
Average Assets 6,121,714 8,945,487 12,408,456 13,302,780 15,340,407
Net Assets 6,898,691 10,992,283 13,824,628 12,780,931 17,673,706
Net Assets - Securities Borrowed 1,779,339 2,623,926 3,591,678 4,637,453 7,961,812
Liquid Assets 6,313,571 10,231,860 12,890,897 11,552,126 16,427,116
Illiquid Assets  (Fitch calc.) 585,120 760,423 933,731 1,228,805 1,472,766
Average Equity 597,087 733,444 938,752 1,162,992 1,433,969
Short Term Borrowings 4,990,223 8,759,805 10,521,153 8,990,109 12,606,377
ADJUSTED DEBT 452,606 443,148 789,067 779,873 1,293,562
ADJUSTED EQUITY 573,045 737,775 904,197 1,066,243 1,271,906

Profitability 
Pretax Profit Margin 15.37% 17.42% 21.45% 22.28% 23.92%
ROAA 1.02% 1.02% 1.15% 1.24% 1.38%
ROAE 10.48% 11.46% 13.99% 13.54% 14.35%
Compensation/Net Revenues 57.15% 57.22% 56.31% 55.61% 54.28%
Asset Mgmt & Admin Fees/Net Revenues 2.91% 3.95% 7.67% 6.81% 7.52%
Principal Income/Net Revenues 33.74% 36.32% 33.85% 29.01% 32.11%
Investment Banking/Net Revenues 20.72% 27.68% 33.34% 41.09% 37.09%
Commissions/Net Revenues 39.87% 30.16% 24.46% 20.50% 19.26%

Liquidity
Liquid Assets/Total Assets 91.52% 93.08% 93.2% 90.4% 91.8%
Liq Assets/Tot Liabs (incl. sub debt, trust pref) 100.69% 100.77% 100.82% 100.50% 100.66%
Liq Assets/ST Borrowings 126.52% 116.80% 122.52% 128.50% 130.31%
Resale/Repo NA NA NA NA 10.81%
Illiquid Assets/Equity 93.10% 90.70% 89.86% 95.49% 93.15%
ADJ. EQUITY + ADJ. DEBT/Illiquid Assets 184.77% 168.53% 195.80% 168.19% 174.19%

Financial Condition
Net Long/ADJUSTED EQUITY 42.87% 28.11% 12.18% 41.26% 84.88%
Net Repo/ADJUSTED EQUITY 0.00% 0.00% 0.00% 0.00% 146.76%
ADJUSTED DEBT/ADJUSTED EQUITY 72.01% 52.86% 75.94% 60.60% 101.70%
Assets/ADJUSTED EQUITY (X) 11.0 13.1 13.3 9.9 14.1
Net Assets/ADJUSTED EQUITY (X) 11.0 13.1 13.3 9.9 13.9
Net Assets-Secs Borr./ADJUSTED EQUITY (X) 2.8 3.1 3.5 3.6 6.3

LESS LIQUID & ILLIQUID ASSETS
Direct Investments (Private Equity, Strategic 
Investments) 43,550 85,963 97,586 107,684 134,278

High Yield Securities 144,388 127,874 118,293 122,983 166,616
Investments in Managed Funds (High Yield Funds, 
Seeded Hedge Funds, CLOs) 98,151 127,186 195,982 278,116 364,124

Fixed Assets 49,355 54,513 57,749 69,821 91,375
Other Assets (DTA, Hedge Mark-to-Market, Other) 194,204 264,291 329,185 429,594 459,052
Goodwill & Other Intangibles 55,472 100,596 134,936 220,607 257,321
   Total LL & ILL Assets 585,120 760,423 933,731 1,228,805 1,472,766

LONG-TERM FUNDING SOURCES
Long-Term Senior Debt 452,606 443,148 789,067 779,873 1,268,543
Convertible Preferred Equity (GAAP Debt) NA NA NA NA 125,000
Debt Maturiting < 1 Year 0 0 0 0 (99,981)
Equity 628,517 838,371 1,039,133 1,286,850 1,581,087
   Total L-T Funding Sources 1,081,123 1,281,519 1,828,200 2,066,723 2,874,649

Ratio of LTFS to LL & ILL ASSETS 1.8x 1.7x 2.0x 1.7x 2.0x

LONG-TERM MATURITY SCHEDULE
Year 1 0 99,981
Year 2 99,954 0
Year 3 0 0
Year 4 0 0
Year 5 0 0

Thereafter 679,919 1,168,562
Total 779,873 1,268,543

Dec-05 Dec-06Dec-02 Dec-03 Dec-04
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