Presentation 2
Firms and Financial
Markets
ADCF 300 Intro. to Financial
Management Spring 2020
Dr. Michael O. Minor

Overview/learning objectives
• Describe the structure and functions of financial markets.
• Distinguish between commercial banks and other financial
institutions in the financial marketplace.
• Describe the different securities markets for bonds and stock.
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Three players in the financial markets
• There are 3 sets of players that interact within the financial
markets:
1.

Borrowers – individuals and businesses that need money to
finance their purchases or investments

2.

Savers (lenders, investors) – those who have money to invest;
these are principally individuals, although firms also save
when they have excess cash

3.

Financial institutions (financial intermediaries) – the financial
institutions and markets that help bring borrowers and savers
together
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Financial intermediaries
• Financial institutions like commercial banks, finance companies,
insurance companies, investment banks, and investment companies
are called financial intermediaries as they help bring together those
who have money (savers) and those who need money (borrowers).
• Example: John’s three sons are grown up and are looking to buy
their first home.
– There is no intermediation if John directly gives/lends them the
funds they need.
– There is intermediation where a bank doles out the funds and
John is free to place his money in any bank he chooses to do so.
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Commercial banks
• Commercial banks collect the savings of individuals as well as
businesses and then lend those pooled savings to other individuals
and businesses.
• They make money by charging a rate of interest to borrowers that
exceeds the rate they pay to savers.
• Commercial banks are subject to strict government regulations to
protect individual depositors and avoid bank runs.
– Key profit sources: spread between deposit rates and investment returns
– Key risk sources: liquidity mismatches between deposits and investments

• In the United States, banks cannot own industrial corporations.
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15 largest
commercial
banks in the
U.S.
(December
2019)

Rank

Bank name

Total assets

1

JPMorgan Chase & Co.

$2.74 trillion

2

Bank of America Corp.

$2.38 trillion

3

Citigroup Inc.

$1.96 trillion

4

Wells Fargo & Co.

$1.89 trillion

5

Goldman Sachs Group Inc.

$925.35 billion

6

Morgan Stanley

$875.96 billion

7

U.S. Bancorp

$475.78 billion

8

PNC Financial Services Group
$392.84 billion
Inc.

9

TD Group US Holdings LLC

$384.07 billion

10

Capital One Financial Corp.

$373.19 billion

11

Bank of New York Mellon
Corp.

$346.13 billion

12

Charles Schwab Corp.

$282.82 billion

13

State Street Corp.

$228.33 billion

14

BB&T Corp.

$227.68 billion

15

SunTrust Banks Inc.

$220.43 billion

www.bankrate.com/banking/biggest-banks-in-america/

Non-bank financial intermediaries
• Financial services corporations (e.g. GE Capital; Berkshire
Hathaway)

• Insurance companies (e.g. Prudential)
• Investment banks (e.g. JP Morgan Chase)
• Investment companies including mutual funds, hedge funds, and
private equity firms.
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Financial services corporations
• Financial services corporation are in lending or financing business,
but they are not commercial banks.
• One well known financial service corporation is GE capital, the
finance unit of the General Electric Corporation.
– GE capital provides commercial loans, financing programs,
commercial insurance, equipment leasing, and other services in
over 35 countries around the world.
– GE capital also provides credit services to more than 130 million
customers that range from retailers, auto dealers, consumers
offering products and services from credit cards to debt
consolidation to home equity loans.
– Profit from spread between financing cost and loan rates
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Insurance companies
• Insurance companies sell insurance to individuals and businesses to
protect their investments.

• They collect premium and hold the premium in reserves until there
is an insured loss and then pay out claims to the holders of the
insurance contracts. Later, these reserves are deployed in various
types of investments including loans to individuals, businesses and
the government.
• Key to success/survival: management of small probability/large
impact events
– Diversification of claims: Turn a probability event to a deterministic
proportion
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Investment banks
• Investment banks are specialized financial intermediaries that:
– help companies and governments raise money
– provide advisory services to client firms on major transactions
such as mergers
– Key revenue source: fees from services, investment returns
• Firms that provide investment banking services include Bank of
America, Goldman Sachs, Morgan Stanley and JP Morgan Chase.
• As a result of the 2008 financial crisis, all stand alone investment
banks either failed, were merged into commercial banks, or became
commercial banks.
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Investment companies
• Investment companies are financial institutions that pool the
savings of individual savers and invest the money in the securities
issued by other companies purely for investment purposes.
• Examples include mutual funds, hedge funds, and private equity
firms – they differ in investment styles.
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Mutual funds
• Mutual funds are professionally managed according to a stated
investment objective.
• Individuals can invest in mutual funds by buying shares in the
mutual fund at the net asset value (NAV). NAV is calculated daily
based on the total value of the fund divided by the number of
mutual fund shares outstanding.
• Mutual funds can either be load or no-load funds. The term load
refers to the sales commission that you pay when acquiring
ownership shares in the fund. These commissions typically range
between 4.0 to 6.0%.
• A mutual fund that does not charge a commission is referred to as a
no-load fund.
• The origin of mutual fund is based on a key idea of modern finance
– the benefits of diversification.
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Exchange traded funds (ETF’s)
• An exchange-traded fund (ETF) is similar to a mutual fund except
that the ownership shares in the ETF can be bought and sold on the
stock exchange.
• Most ETF’s track an index, such as the Dow Jones Industrial Average
or the S&P 500, and generally have relatively low expenses.
• Mutual funds and ETF’s provide cost-effective way to diversify and
reduce risk.
– If you only have limited amount of money and want to spread
them in may different stocks.
• If the idea of mutual funds is for the benefit of diversification, then
the idea of an ETF comes from standardization and securitization –
through securitization, one gains access to a much wider investor
base.
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Hedge funds
• Hedge funds are similar to mutual funds but they tend to take more
risk and are generally open only to high net worth investors.
• Management fees also tend to be higher for hedge funds and most
funds include an incentive fee based on the fund’s overall
performance, which typically runs at 20% of profits.
• Dow Jones is the father of many hedge(d) fund ideas.
– Take long and short positions simultaneously to make money
regardless of whether market goes up or down
– Use leverage to amplify the return

• If the selling point of mutual funds is for diversification, the selling
point of hedge fund is to beat the market.
Chapter 2, Liuren Wu

15

Private equity firms
Private equity firms include two major groups:
1. Venture capital firms raise money from investors (wealthy
individuals and other financial institutions) to provide financing for
private start-up companies when they are first founded.
– For example, Venture capital firm, Kleiner Perkins Caufield &
Byers (KPCB) was involved in the initial financing of Google.
2. Leveraged buyout firms acquire established firms that typically
have not been performing very well with the objective of making
them profitable again and selling them. An LBO typically uses debt
to fund the purchase of a firm. LBO transactions grew from $7.5
billion in 1991 to $500 billion in 2006.
– Prominent LBO private equity firms include Cerberus Capital
Management, L.P., TPG (formerly Texas Pacific Group), and KKR
(Kohlberg, Kravis, and Roberts).
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The securities market
• A security is a negotiable instrument that represents a financial claim ad
can take the form of ownership (such as stocks) or debt agreement (such
as bonds).
• The securities market allow businesses and individual investors to trade
the securities issued by public corporations.
– The primary market is a market in which securities are bought and
sold for the first time. In this market, the firm selling securities actually
receives the money raised. For example, securities sold by a
corporation to investment bank.
– A secondary market is where all subsequent trading of previously
issued securities takes place. In this market, the issuing firm does not
receive any new financing. The securities are simply transferred from
one investor to another. (example: the New York Stock Exchange)
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Money versus capital market
• The money market refers to debt instruments with maturity of one
year of less.
– Examples: Treasury bills (T-bills), Commercial paper (CP).
• The capital market refers to long-term debt and equity instruments.
– Examples: Common stock, preferred stock, corporate bond,
Treasury bond, municipal bond
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Types of securities: Debt securities
• Debt securities – firms borrow money by selling debt securities in
the debt market.
• Depending on the maturities, the debt securities are often called
bills (maturity one year or less), notes (2-10 years), and bonds
(longer maturities).
• But the term “bond” is also often used generically as a reference ot
the fixed income market.
• Most bonds pay a fixed interest rate on the face or par value of
bond.
• Example: a bond with a face value of $1,000 and semi-annual
coupon rate of 9% will pay an interest of $45 every 6 months or $90
per year, which is 9% of $1,000. When the bond matures, the
owner of the bond will receive $1,000.
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Types of securities: Equity securities
• Equity securities represent ownership of the corporation.
• Common stock is a security that represents equity ownership in a
corporation, provides voting rights, and entitles the holder to a share of
the company’s success in the form of dividends and any capital
appreciation in the value of the security.
– Common stockholders are residual owners of the firm. They earn a
return only after all other security holder claims (debt and preferred
equity) have been satisfied in full.
– Dividends on common stocks are neither fixed nor guaranteed. A
company can choose to reinvest all profits and pay no dividends.
• Preferred stock is an equity security that has preference with regard to:
– Dividends: They are paid before the common stockholders.
– Claim on assets: They are paid before common stockholders if the firm
goes bankrupt and sells or liquidates its assets.
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Preferred stock
• Preferred stock is also referred to as a hybrid security as it has
features of both common stock and bonds.

• Preferred stock is similar to common stocks in that:
– It has no fixed maturity date.
– The nonpayment of dividends does not result in bankruptcy of
the firm.
– The dividends are not deductible for tax purposes.
•

Preferred stock is similar to corporate bonds in that:
– The dividends are typically a fixed amount.
– There are no voting rights.
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Stock markets
• A stock market is a public market in which the stocks of companies
is traded.
• Stock markets are classified as either organized security exchanges
or over-the-counter (OTC) market.
• Organized security exchanges are tangible entities; that is, they
physically occupy space and financial instruments are traded on
their premises. For example, the New York Stock Exchange (NYSE) is
located at 11 Wall Street in Manhattan, NY.
• The over-the-counter markets include all security market except the
organized exchanges. NASDAQ (National Association of Securities
Dealers Automated Quotations) is an over-the-counter market and
describes itself as a “screen-based, floorless market”.
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Other Financial Instruments
• Table 2-2 provides a list of different financial instruments used by
firms to raise money beginning with the shortest maturity
instruments that are traded in the money market and moving through
to the longest maturity instruments that are traded in the capital
market.
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