Chapter 1 - Introduction and Overview of Financial Markets


Why study Financial Markets and Institutions?

 

1. Dynamic and evolving markets.  DJIA rose from 2800 in 1990 to more than 11,000 by 2000 (25% annual returns in the 90s), then the stock market declined for three consecutive years (2000, 2001 and 2002), the first time since 1930s.  Now how is the market doing?  
 

2. Financial institutions (FI) have made a full historical circle.  Banking industry operated as a full service industry ("universal banking") until the 1930s, when commercial and investment banking were separated by regulation.  In 1970s and 1980s, lots of innovation took place in the unregulated financial services industry (investment banking side) like mutual funds, money market accounts, commercial paper, junk bonds, mortgage securitization resulting in financial disintermediation.  We are now moving again towards full service (universal) banking due to deregulation, technology and financial innovation, e.g. Citigroup.  Also, global competition is increasing in the banking industry. 

 

Risk becomes increasing important in this evolving, dynamic, competitive global market for financial markets.  The more frequent and the more unpredictable the changes, the greater the risk.  This course provides an overview and analysis of the global financial system in which financial managers and investors operate, with special attention to the risks faced by FIs and investors the strategies used to manage risks.    

 

 

OVERVIEW OF FINANCIAL MARKETS
 

1. Primary vs. Secondary Markets
 

PRIMARY MARKETS are markets where firms raise funds by issuing new securities, e.g. stocks, bonds, commercial paper, to finance new projects, expansion, construction of new buildings, R&D, etc., for which the firms do not have sufficient internal funds.  Process: Firm hires an investment bank (Merrill-Lynch or Morgan Stanley) as the underwriter of the security issue, to get initial advice on the price per share, number of shares, and then to sell the securities to investors, sometimes at a guaranteed price, in a public offering (see page 5, Figure 1-1).  

 

Alternatively, a primary market sale can be through a private placement, where the entire issue is sold to a private investment group, usually an institutional investor such as a pension fund, or a group of institutional buyers.  Disadvantage? Illiquid.  Advantage? Potential high return.

 

Two general types of primary market issues: a) IPO (initial public offering), a first-time issue of stock, e.g. Ebay had an IPO in 1998, selling 3.5m shares at $18, raising $63m for Ebay.  Price went to $54 in a few days, the founder kept 14.7m shares, and was worth $700m on paper!

 

b) Subsequent to an IPO, a firm could issue additional shares of stock at a later date, to raise additional funds, e.g. Allied Healthcare International sold 14.5m additional shares of stock to raise $71m in May 2004. 

SECONDARY MARKETS are for the subsequent trading (buying and selling) of securities after a primary market issue, see page 5, Figure 1-1, in the bond and stock markets (NYSE, AMEX and NASDAQ are all secondary markets for stocks).  In the secondary market, funds are transferred from one investor to another (institutional or individual), without no effect on the cash flows of the issuing firm.  Secondary markets provide an efficient, liquid market for the purchase and sale of securities at low transaction costs.  Even though it gets no direct funds from sales of its securities in the secondary market, the issuing firm is very concerned about the prices of its stock, which is largely determined by the secondary market.  The current market price reflects the current and expected future success of the firm, provides daily feedback about the firm's operations and the value of the firm (both to the firm and to investors).      

 

2. Money Markets (Short term) vs. Capital Markets (Long term)
 

MONEY MARKETS trade debt securities with maturities of one year or less.  Borrowers (firms or govt.) who need (demand) short term credit sell securities to investors/savers who have excess funds, in OTC markets (no face-to-face trading in a physical location), network of dealers linked by computer and phone.  See Figure 1-3 on p. 8. 

 

CAPITAL MARKETS trade: a) debt (bonds and mortgages) with maturities of more than one year and b) equities.  See Figure 1-4 on p. 9.  

 

 
3. Foreign Exchange Markets       

 

Largest single financial market ($1T daily), where foreign currency is traded OTC.  MNCs operate globally and are exposed to currency fluctuations and currency risk (or foreign exchange risk).  Cash flows from foreign sales or investments denominated in foreign currency expose a firm or investor to currency risk.  Example A: Coca Cola has 2% of its sales in Argentina (in pesos), and suffered losses in 2002 when the peso lost about 1/3 of its value (ex-rate went from 1:1 to 3 pesos/$).  Example B: When investing in foreign markets your dollar return will decrease (increase) if the foreign currency depreciates (appreciates) over the term of the investment.  Suppose the € depreciates (appreciates) by 2% over the next year vs. the dollar, the dollar return to a U.S. investor owning German stocks, bonds or CDs would decrease (increase) by 2%.    

 
Two types of currency markets:

 

1. Spot Market for immediate delivery, e.g. e = $1.8954/£.

 

2. Forward Market for delivery in 1, 3, or 6 months, e.g. F90 =  $1.9005/£.  Allows investors, MNCs, exporters/importers to lock in ex-rates now for future transactions.  Example, a U.S. exporter can sell BP forward at the forward rate (F90), a U.S. importer can buy BP forward at F90 to eliminate foreign exchange risk.    

 

4. Overview of Financial Institutions
 

FIs (commercial banks, credit unions, insurance companies, finance companies, mutual funds) provide the important and essential function of channeling funds, credit and capital from those with a surplus of funds (suppliers of capital/credit) to those who need capital/credit (demanders of capital/credit).  See Table 1-2 on p. 11. 

 

Without FIs, funds would have to be channeled by a direct transfer between suppliers (households) and demanders (firms) of credit/capital, see Figure 1-5 on p. 13.  Imagine credit markets operating without commercial banks, where individuals lent money directly to borrowers (instead of depositing funds into a bank account) without the bank as an intermediary.  Why might that arrangement lead to a sup-optimal amount of credit in the economy?

 

1. Monitoring costs would be very high for individuals making loans or supplying capital directly to borrowers e.g. companies or other individuals, vs. financial intermediaries and SEC.  

 

2. Financial claims like private loans might be very illiquid, and there might be very high transaction costs for trading the financial claims.  

 

3. Individuals would be exposed to a high level of risk, undiversified loan portfolios.  

 

 

5. Unique Functions Performed by FI
 

Because of the problems of: 1) monitoring costs, 2) liquidity and transaction costs, and 3) risk, credit/capital markets would not be very developed using only direct finance.  However, using indirect finance (see p. 15) through FIs, credit and capital markets develop to a much more advanced level, significantly increasing the volume of credit in the economy.  FIs can more effectively and efficiently deal with the potential problems than individuals, see Table 1-4 on p. 15.  

 

1. FI can act on behalf of a large group of investors/savers, and can monitor users of funds on behalf of borrowers and stockholders efficiently, due to economies of scale.  For example, a) banks hire credit analysts to assess creditworthiness and they monitor businesses who borrow money, b) mutual funds and institutional investors can hire financial analysts to do market research and c) investment banks conduct research on companies for clients/fund suppliers in the underwriting process, e.g., an IPO.  

 

2. FIs provide liquidity to credit/capital markets.  For example, banks and mutual funds allow depositors/investors to make an unlimited number of small deposits and withdrawals to their accounts, increasing liquidity.  Indirect finance through a stock mutual fund is much more liquid than direct finance in individual stocks.  

 

3. FIs increase diversification for savers/investors, e.g. putting money in a bank deposit is an "investment" in a diversified loan portfolio.  Diversification through a mutual fund is much easier, more efficient, lower cost than trying to diversify using direct finance in stocks, especially for an average investor.  

4. Because of economies of scale, FIs can achieve efficiencies due to their large scale of operations and significantly lower overall transaction costs.  For example, spending $100 to buy a private research report on a new company is affordable for a $10B mutual fund, compared to an individual with a $10,000 investment buying the report.

 

5. FIs provide maturity intermediation.  Most depositors want to make short term deposits, but most borrowers want long term loans, e.g. borrowers/homeowners want 30 year mortgages but don't necessarily want to make 30 year bank deposits.  Without FIs bearing the risk of maturity mismatch, there might not even be a long term mortgage market.  

 

6. FIs provide denomination intermediation, since some securities are sold in amounts beyond the reach of an average investor, e.g. min. $100,000 negotiable CDs and min. $250,000 commercial paper packages.  By investing in a money market mutual fund, these investments become accessible to the average investor.  

 

Other Economic Functions FIs Provide to the Economy 
 

7. Commercial banks assist in the transmission of monetary policy, since they are the primary channel and conduit for the implementation of monetary policy.  Open market operations by the Fed inject additional bank reserves into the banking system, and that is how new money in the economy is created.  

 

8. Special credit markets in the economy can be effectively served by FIs, e.g. savings and loans and thrifts must specialize in the residential mortgage market, 65% of assets must be mortgage related.  Goal: to make home ownership possible and affordable.  

 

9. FIs provide valuable payment services to the economy, in the form of check-clearing and wire transfers, about $3T daily.      

 

See p. 12, Table 1-3 for an historical overview of FIs.  Note: Growth in Investment companies, decline in thrifts.  

 
6. Risks Incurred by FIs
 

In the process of facilitating the flow of credit/capital and providing financial intermediation, FIs are exposed to various risks, see Table 1-5 on p. 19.  

 

 

GLOBALIZATION OF FINANCIAL MARKETS AND INSTITUTIONS
 

See Table 1-6 on p. 20 for a list of world debt markets. In 2004, U.S. had more than 27% of world long-term debt market.  

 

Table1-7 on p. 21 show U.S. investment overseas and foreign investment in the U.S., both have grown more than 3x from 1992-2004.  Reasons:

 

1. Strategy to increase diversification.

2. Increase in specialized mutual funds, investing in specific countries.

3. Lower information costs for foreign investment, due to information technology, Internet.  

4. Deregulation of world financial markets, increased capital mobility.  

 

Results: a) Increased volume of foreign investment, b) increased integration of world financial markets, and c) more competitive financial markets.  

 

Managers of FIs now must have greater knowledge of both domestic and int'l. financial markets and economies, since they operate now in an increasingly competitive, increasingly integrated and interdependent Global Economy (see Table 1-9 on p. 22).
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