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Overviewlearning objectives

A Describe the structure and functions of financial markets.

A Distinguish between commercial banks and other financial
Institutions in the financial marketplace.

A Describe the different securities markets for bonds and stock.
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Three players in the financial markets

A There are 3 sets of players that interact within the financial
markets:

1. Borrowersg individuals and businesses that need money to
finance their purchases or investments

2. Saverglenders, investors)those who have money to invest;
these are principally individuals, although firms also save
when they have excess cash

3. Financial institutions (financial intermediarie€she financial
Institutions and markets that help bring borrowers and savers

together
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Financial Markets, Institutions, and the Circle of Money

Financial markets consist of institutions that facilitate the transfer of savings from individuals and firms with excess
cash to borrowers who have less cash than they need.
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Financial intermediaries

A Financial institutions like commercial banks, finance companies,
Insurance companies, investment banks, and investment companie
are calledinancial intermediarieas they help bring together those
who have money (savers) and those who need money (borrowers).

A ExampleWwz2 Ky Qa G KNBS &az2ya | NBE 3INRJg
their first home.
I There is no intermediation if John directly gives/lends them the
funds they need.

I 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 sc
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Commercial banks

Commercial banksollect 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.

I Key profit sources: spread between deposit rates and investment returns

I Key risk sources: liquidity mismatches between deposits and investments

In the United States, banks cannot own industrial corporations.
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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

15 Iarg eSt 5 Goldman Sachs Group Inc. $925.35 billion
CO m m e rC I al 6 Morgan Stanley $875.96 billion
ban kS 18 th e 7 U.S. Bancorp $475.78 billion

U : S : 3 :?EC Financial Services Gro $392.84 billion

(Dece m ber 9 TD Group US Holdings LLC $384.07 billion
2019)

10 Capital One Financial Corp. $373.19 billion
11 (B:z?:)( of New York Mellon 4246 13 billion
12 Charles Schwab Corp. $282.82 billion
13 State Street Corp. $228.33 hillion
14 BB&T Corp. $227.68 billion
15 SunTrust Banks Inc. $220.43 billion
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Non-bank financial intermediaries

A Financial services corporations (e.g. GE Capital; Berkshire
Hathaway)

A Insurance companies (e.g. Prudential)
A Investment banks (e.g. JP Morgan Chase)

A Investment companies including mutual funds, hedge funds, and
private equity firms.
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Financial services corporations

A Financial services corporatiane in lending or financing business,
but they are not commercial banks.

A One well known financial service corporation is GE capital, the
finance unit of the General Electric Corporation.

I GE capital provides commercial loans, financing programs,
commercial insurance, equipment leasing, and other services Iin
over 35 countries around the world.

I GE capital also provides credit services to more than 130 millior
customers that range from retailers, auto dealers, consumers
offering products and services from credit cards to debt
consolidation to home equity loans.

I Profit from spread between financing cost and loan rates
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Insurance companies

A Insurance companiesell insurance to individuals and businesses to
protect their investments.

A 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.
A Key to success/survival: management of small probability/large
Impact events

I Diversificatiorof claims: Turn a probability event to a deterministic
proportion
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Investment banks

A Investment bankare specialized financial intermediaries that:
I help companies and governments raise money

I provide advisory services to client firms on major transactions
such as mergers

I Key revenue source: fees from services, investment returns

A Firms that provide investment banking services include Bank of
America, Goldman Sachs, Morgan Stanley and JP Morgan Chase.

A 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

A Investment companieare financial institutions that pool the
savings of individual savers and invest the money in the securities
Issued by other companies purely for investment purposes.

A Examples include mutual funds, hedge funds, and private equity
firms ¢ they differ in investment styles.
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Mutual funds

A Mutual fundsare professionally managed accordingptstated
Investmentobjective.

A 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.

A Mutual funds can either be load or Hoad 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 A mutual fund that does not charge a commission is referred to as
no-load fund.

A The origin of mutual fund is based on a key idea of modern finance
¢ the benefits of diversificatiaon
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A Anexchangeraded fund(ETF) is similar to a mutual fund except
that the ownership shares in the ETF can be bought and sold on thi
stock exchange.

Aaz2ald 9¢CcQa GNIYO1 'y AYRSEZIX &dzC
or the S&P 500, and generally have relatively low expenses.

A adzidzr f FdzyRa | y-&ffective @a® todivediiugiA R S
reduce risk.

I If you only have limited amount of money and want to spread
them in may different stocks.

A If the idea of mutual funds is for the benefit of diversification, then
the idea of an ETF comes fratandardizatiorand securitizationg
through securitization, one gains access to a much wider investor
base.

Chapter 2L iurenWu 14



Hedge funds

A Hedge fundsre similar to mutual funds but they tend to take more
risk and are generally open only to high net worth investors.

A Management fees also tend to be higher for hedge funds and most
FdzyRa Ay Of dzRS Iy AYOSYUA@S FSS
performance, which typically runs at 20% of profits.

A Dow Jones is the father of many hedge(d) fund ideas.

I Take long and short positions simultaneously to make money
regardless of whether market goes up or down

I Use leverage to amplify the return

A If the selling point of mutual funds is for diversification, the selling
point of hedge fund is to beat the market.
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Private equity firms

Private equity firms include two major groups:

1. Venture capital firmsaise money from investors (wealthy
Individuals and other financial institutions) to provide financing for
private startup companies when they are first founded.

I For example, Venture capital firdleinerPerkinsCaufield&
Byers (KPCB) was involved in the initial financing of Google.

2. Leveragedbuyout firms acquire establishedfirms that typically
have not been performing very well with the objective of making
them profitable againand sellingthem. An LBOtypicallyusesdebt
to fund the purchaseof a firm. LBOtransactionsgrew from $7.5
billionin 1991to $500billion in 2006

I Prominent LBO private equity firms include CerberusCapital
Management,LP, TPG(formerly TexasPacificGroup),and KKR
(KohlbergKravisand Roberts)
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The securities market

A 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).

A The securities market allow businesses and individual investors to trade
the securities issued by public corporations.

I Theprimary marketis 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.

I Asecondary markes 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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Security Markets Provide a Link between the Corporation and Investors

Step 1: Initially, the corporation raises funds in the financial markets by selling securities (a primary
market transaction); Step 2: The corporation then invests this cash in return-generating assets—
new projects; Step 3: The cash flow from those assets is either reinvested in the corporation, given
back to the investors, or paid to the government in the form of taxes; and Step 4: Immediately after
the securities have been issued they are traded among investors in the secondary market, thereby

setting their market price.

Corporation

Step 2:
Corporation
invests in return-
generating assets

Primary Markets

Step 1: Securites are sold for cash

Cash Investors
Securities
Cash reinvested .

in the corporation Step 4: Securities
are traded among

Step 3 investors in the
Cash flow from P> Cash distributed secondary market

operations back to investors
Taxes
Government
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Money versus capital market

A Themoney marketefers to debt instruments with maturity of one
year of less.

I Examples: Treasury billslfills), Commercial paper (CP).

A Thecapital marketrefers to longterm debt and equity instruments.

I Examples: Common stock, preferred stock, corporate bond,
Treasury bond, municipal bond
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Types of securities: Debt securities

A Debt securitieg firms borrow money by selling debt securities in
the debt market.

A Depending on the maturities, the debt securities are often called
bills (maturity one year or lesshotes(2-10 years), anthonds
(longer maturities).

A . dzi GKS GSNXY Go02yRE Aa | fat2F
the fixed income market.

A Most bonds pay a fixed interest rate on tfeceor par valueof
bond.

A Example: a bond with a face value of $1,000 and semual
coupon rateof 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

A Equity securitiesepresent ownership of the corporation.

A Common stocis a security that represents equity ownership in a
corporation, provides voting rights, and entitles the holder to a share of
0KS O2YLJ yeé Qa a diddeismdd ady fapitalK S F 2 NJy
appreciation in the value of the security.

I 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.

I Dividends on common stocks are neither fixed nor guaranteed. A
company can choose to reinvest all profits and pay no dividends.

A Preferred stocks an equity security that has preference with regard to:
I DividendsThey are paid before the common stockholders.

I Claim on assetd hey are paid before common stockholders if the firm
goes bankrupt and sells or liquidates its assets.
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Preferred stock

A Preferred stock is also referred to as a hybrid security as it has
features of both common stock and bonds.

A Preferred stock is similar to common stocks in that:
I It has no fixed maturity date.

I The nonpayment of dividends does not result in bankruptcy of
the firm.

I The dividends are not deductible for tax purposes.
A Preferred stock is similar to corporate bonds in that:

I The dividends are typically a fixed amount.
I There are no voting rights.
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Stock markets

A A stock market is a public market in which the stocks of companies
IS traded.

A Stock markets are classified as either organized security exchange:
or overthe-counter (OTC) market.

A Organized security exchanga® tangible entities; that is, they
physically occupy space and financial instruments are traded on
their premises. For example, the New York Stock Exchange (NYSE
located at 11 Wall Street in Manhattan, NY.

A Theoverthe-counter marketsnclude all security market except the
organized exchanges. NASDAQ (National Association of Securities
Dealers Automated Quotations) is an o¥ke-counter market and
RSAONAOSAa A dodAfSTR I af {2 20NG CANERAS yY
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by DollarsAndSense.Sg

largest stock
exchanges
intheworld

Here's how much they have gained in 2017.

A stock exchange acts as a regulated marketplace connecting buyers and sellers of
stocks and other types of financial securities including bonds and warrants.

Stocks are initially listed on an exchange throu?h an Initial Public Offering (IPO),
which allows private companies to raise capital to support their business plans.

People can buy, sell and trade the stocks listed on a stock exchange. The larger the
stock exchange, the greater exposure and liquidity it typically offers.

15 Ge [

Market Cap Listings Gains

(tillion USD) {of public companies) Sinvestor geins

#1 New York
Stock Exchange

#2 NASDAQ

#3 London 5.8
Stock Exchange .

#4 Tokyo
Sté(g Excl 55

5.7

a~°\I

©
3

#5 Shanghai
StockgExchange 5.05

W
D
()
©
-}
32

#6 Euronext 418

=
Q
0]

w
o
S
fos)
R

#7 Hong Kon
Stoc Excr?ange L

#8 Shenzhen
Stock Exchange 3.65

#9 Bomba
Stock Ex 222

#10 Toronto 1.8 3.6%

N
I

Stock Exchange

SOURCE: HTTP://DOLLARSANDSENSE.SG/10-BIGGEST-STOCK-EXCHANGES-WORLD-
HERES-MUCH-THEYVE-GAINED-2017/



Common Stock Price Quotes
The following is typical of what you would see if you looked at www.google.com/finance.

Stock Price and
Change from
Previous Day: For
Disney, the current
price is $23.19,
which represents a
decline of 1.53% or

previous day’s
closing price.

Name and Symbol:

These are used to Open, High,
identify the stock. and Low: On
For example, the this day,
symbol for Disney is Disney’s stock

“DIS.” You can also
use the stock’s
symbol when using
online systems to
look up information of $23.25 and a
on the stock. low of §22.95.

price opened the
day at $23.08,
and ranged
between a high

Mkt Cap:
Market Cap
refers to the
total value of
all the
company’s
common
stock
outstanding.

52Wk High and
52Wk Low: These are
the highest and lowest
prices paid for the
stock over the past

52 weeks, excluding
the latest day’s trading.
These prices will give
you a sense of the
direction the stock
price is taking—
whether its price is
generally going up or
down and by how

$0.36 from the

much,

The Walt Disney Company (Public, NYSE: DIS)

23.19

Mkt Cap: 43.06B

S[P/E: 1259 Dividend:

Dividend and Yield:
Dividend is the stock’s
annual cash dividend, while
0.35},_ Yield is the dividend yield,

cash dividend by the closing
price of the stock that day.

Open:  23.08
36 (153% " High: 2325 | _[S2Wk High: 3485 P/E: - Yield: 151" | which is obtained by
-0.36 (-1.53%) Low: 2295 |52WkLow: 15.14 | Beta: 1 11+ Shares: l.BﬁB} e e Lo il
Real-time: 12:40PM EDTr Volume: 5.02M ’—n\vg Vol: 17.60M| EPS: 184 |Inst.Own: 67%
| [

Vol and Avg. Vol: P/E, F P/E: P/E stands for price-earnings ratio (P/E EPS: Beta: A Shares, Inst. Own:
Vol represents the ratio, also cafled the “earnings multiple”). The P/E ratio is The measure of the Shares represents
number, or the stock’s price divided by the income, or profit, earnings | | relationship number of shares
volume, of shares earned by the firm on a per-share basis over the per between an outstanding while
of stock that were previous 12 months. In effect, it states the multiple that share. investment’s Inst. Own identifies
traded so far investors are willing to pay for one dollar of earnings. returns and the percent of the
during the day, High P/Es may result as investors are willing to pay the market’s shares outstanding
while Avg Vol more for a dollar of earnings because they believe that returns. It will that are owned by

represents the
average volume on
a typical day.

earnings will grow dramatically in the future. Low P/Es
are generally interpreted as an indication of poor or
risky future prospects. F P/E is the forward
price-earnings ratio, and uses estimated earnings over
next 12 months. If there is no estimate, it is not given.

be discussed in
detail later.

institutions such as
mutual funds and
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Other Financial Instruments

ATable 22 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.






