Lecture 1

 Chapter 1 & Chapter 2 of textbook by
Frederic S. Mishkin and Stanley Eakins,
Financial Markets and Institutions




- Key Terms

 Financial Markets
¢ Financial Institutions

* Financial System
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Main Financial Markets

* Capital Markets (long term financing)

— Bond Markets
— Stock Markets

Foreign Exchange Market

Commodity Markets

Future Markets

Derivative Markets

Money Markets (short term financing)
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Basic Definitions

e Security is a claim on issuer’s future
income/assets

e Stock is a security that is a claim on the earnings
and assets of a corporation

 Bond is a debt security with or without periodic
payments throughout time

e Bond market determines interest rates
* Interest rate is the cost of borrowing

* Foreign exchange rate is the price of one
country’s currency in terms of another one
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/ Debt/Bond Markets

* |[ssue new debt, primary market, or

* buy & sell debt securities, secondary market

— securities with active secondary market mean
\ there are many buyers & sellers /liquidity

* Primary goal is to provide a mechanism for
long term funding of
— public &
— private expenditures
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World Bond Markets

for explanation.
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/ Stock Markets

e Stock market is a public entity for the trading of
company stock (shares) listed on a stock
exchange

* The stock market is one of the most important
\ sources for companies to raise money

 Allows businesses to be

— publicly traded, or

— raise additional financial capital for expansion by
selling shares of ownership of the company in a
public market
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World Equity Indices

for similar functions.
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Foreign Exchange Market

* Foreign exchange market is a global
decentralized market for the trading of
currencies

 The foreign exchange market is the most
liquid financial market in the world

* Liquidity refers to the ease a security can be
sold without a loss of value
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Currency Rates Matrix

for explanation, for similar functions.
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- Structure of Financial Markets

* Financial markets can be categorises based
on:

— Method of raising funds (Equity or Debt?)
\ — Maturity (long-term >1 year / short-term <1 year)
— Primary (initial) / secondary (previously issued)
— Exchange /Over The Counter (OTC)
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Exchange vs. OTC

 OTC trading is done directly between two
parties, without any supervision of an
exchange

* An exchange has the benefit of:

— mitigating all credit risk concerning the default of one party in
the transaction,

— providing transparency and
— maintaining the current market price
— facilitating liquidity

 The OTC market have the benefit of non-
standard, tailor made products

20



|

\.

Financial Markets

* |n financial markets people and entities can
trade:

— financial securities,

— commodities,

— and other fungible items of value

— at low transaction costs and

— at prices that reflect supply and demand
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Functions of Financial Markets

— Facilitate transfer of economic resources from
lenders to ultimate borrowers

— Provide borrower funds for investment

— Allow lenders to earn interest or dividend

— Provide liquidity in the market

— Facilitate credit creation

— Promote savings and investment

— Facilitates balance economic growth

— Produce efficient allocation of capital

— Promote economic efficiency

— Enhance individual and national income/product
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- Financial Crisis

 When financial markets break down during
financial crises severe economic hardship
follows:

\ — sharp declines in asset prices
— failure of firms
— possible political instability
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- Financial Institutions

* Financial institutions are what makes financial
markets work...

* The financial system is complex & consists of many
institutions such as:

— Banks,
— Insurance companies,

— Mutual funds
— The central bank (responsible for monetary policy)
— Investment banks, etc.

* Financial institutions are regulated by the government
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Financial Intermediaries

* Financial intermediary is a financial institution
that connects surplus and deficit agents.

* Channel funds from people with extra money or
surplus savings (savers) to those who don’t

(borrowers)

e Typically the channelling of funds is indirectly
(financial intermediation)

* Alternatively, directly via the financial markets,
(financial disintermediation)
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/ Financial Intermediaries

Provide maturity and risk transformation

Have cost advantage in offering financial services,
which

— enables them to make profit, and
— also raises the overall efficiency of the economy

Reconcile conflicting preferences of lenders and
borrowers

Risk aversion; help spread out and decrease the risks

Economies of scale; reduces the costs of lending and
borrowing
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~ Types of Financial Intermediaries

* Depository Institutions
— Commercial banks
e Contractual Savings Institutions
— Life insurance companies
— Casualty insurance companies
— Pension funds
* |nvestment intermediaries

— Finance companies
— Mutual funds
— Investment banks

27



- Asymmetric information

 Asymmetric information: decisions in

transactions where one party has more or better
information than the other

 Conseguence: can cause transactions to go awry
\ * Examples of this problem are:

— adverse selection

— moral hazard
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/ Adverse Selection/Moral Hazard

* Adverse selection: undesired results occur when
buyers and sellers have asymmetric information
before the transaction takes place

 Moral hazard may occur where the actions of
one party may change to the detriment of

another after a financial transaction has taken
place
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/ Regulation of the Financial System

* Regulation can:
— increase information available to investors
— reduce adverse selection & moral hazard problems

* Financial regulation subjects financial
\ institutions to certain requirements, restrictions
& guidelines, to maintain the:

— soundness of financial intermediaries
— integrity of the financial system
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~ Regulation of the Financial System

 The objectives of financial regulators are:
— market confidence
— financial stability
\ — consumer protection
h — reduction of financial crime
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/ Regulation of the Financial System-UK

 The Financial Services Authority (FSA) was a body
responsible for the regulation of the financial services
industry in UK between 2001- 2013 (April)

* Due to perceived regulatory failure of the banks
during the financial crisis of 2007-2008, the
government decided to restructure financial
regulation and abolish FSA

* |ts responsibilities were split between two new
agencies (the Prudential Regulation Authority and the
Financial Conduct Authority) and the Bank of England
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Prudential Regulation Authority (PRA)

~ « ThePRAs a part of the Bank of England and

responsible for the prudential regulation and
supervision of banks, building societies,

credit unions, insurers and major investment
firms

* |t sets standards and supervises financial
institutions at the level of the individual firm
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/ Financial Conduct Authority (FCA)

 The (FCA) regulates financial firms providing
services to consumers and maintains the
integrity of the UK’s financial markets

\ * |tis to focus on the regulation of conduct by
both retail and wholesale financial services
firms
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FCA

* The authority has significant powers:

— regulate conduct related to the marketing of
financial products

— specify minimum standards and to place
requirements on products

— investigate organisation and individuals

— ban financial products for up to a year while
considering an indefinite ban

— instruct firms to immediately retract or modify
promotions which it finds to be misleading, and to
publish such decisions

\
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The PRA works alongside the FCA creating a “twin peaks”
regulatory structure in the UK

The FCA is a separate institution and not part of the Bank of
England

The FCA is responsible for promoting effective competition,
ensuring that relevant markets function well, and for the conduct
regulation of all financial services firms

This includes acting to prevent market abuse and ensuring that
consumers get a fair deal from financial firms

The FCA operates the prudential regulation of those financial
services firms not supervised by the PRA, such as asset managers
and independent financial advisers
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QUESTIONS




