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FART I

Overview of the
Financial Environment

art | focuses on the flow of funds across
financial markets, interest rates, and se-
curity prices. Chapter 1 introduces the key
financial markets and the financial institutions
that participate in those markets. Chapter 2 ex-
plains how various factors influence interest rates

and how interest rate movements in turn affect

the values of securities purchased by financial in-
stitutions. Chapter 3 identifies factors other than
interest rates that influence security prices. Partic-
ipants in financial markets use this information to
value securities and make investment decisions

within financial markets.

Overview of
Financial
Institutions

Participation

(Chapter 1) T—

Interest Rate
Determination

Securities
Markets

(Chapter 2)

Effect on
Yields

Structure of
Interest Rates
(Chapter 3)




financial market is a market in which The specific objectives of this chapter are to:

financial assets (securities) such as . .
( ) m describe the types of financial markets that ac-

stocks and bonds can be purchased or 3 1
commodate various transactions,

sold. One party transfers funds in financial mar- ; =B oW
RS m describe the role of financial msntunons(

kets by purchasing financial assets previousl s .
yp g P y within financial markets,

held by another party. Financial markets facilitate . . ;
Y party. m introduce the concept of security valuation

the flow of funds and thereby facilitate financing within financial markets. and

And Investing by brnsshoine, Sans. and goves: m identify the types of financial institutions tﬁ\at_

encies. This chapter provides a back- e : C :
Imentag pter providesa b facilitate transactions in financial markets.

ground on financial markets and the financial in-

stitutions that participate in them.

Overview of Financial Markets

The main participants in financial market transactions are households, businesses (in-
cluding financial institutions), and governments that purchase or sell financial assets.
Those participants that provide funds are called surplus units, while participants that
enter financial markets to obtain funds are called deficit units. The federal government
commonly acts as a deficit unit. The U.S. Treasury finances any budget deficit by issuing
Treasury securities. The main providers of funds are households. Foreign investors also
commonly invest in U.S. Treasury securities, as does the Federal Reserve System (the
Fed). The Fed plays a major role in the financial markets because it controls the U.S.
money supply and participates in the regulation of depository institutions.
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CHAPTER 1 « ROLE OF FINANCIAL MARKETS AND INSTITUTIONS 3

Money versus Capital Markets

Financial markets facilitate the flow of funds from surplus units to deficit units. Those
financial markets that facilitate the flow of short-term funds (with maturities of less than
one year) are known as money markets, while those that facilitate the flow of long-term
funds are known as capital markets.

Primary versus Secondary Markets

Whether referring to money market securities or capital market securities, it is neces-
sary to distinguish between transactions in the primary market and transactions in the
secondary market. Primary markets facilitate the issuance of new securities, while
secondary markets facilitate the trading of existing securities. Primary market transac-
tions provide funds to the initial issuer of securities; secondary market transactions do
not. The issuance of new corporate stock or new Treasury securities is a primary mar-
ket transaction, while the sale of existing corporate stock or Treasury security holdings
by any business or individual is a secondary market transaction.

An important characteristic of securities that are traded in secondary markets is
liquidity, which is the degree to which securities can easily be liquidated (sold) without a
loss of value. Some securities have an active secondary market, meaning that there are many
willing buyers and sellers of the security at a given point in time. Investors prefer that a se-
curity is liquid, so that they can easily sell it whenever they want (without a loss in value).
If a security is illiquid, investors may not be able to find a willing buyer for that security in
the secondary market and may have to sell it at a large discount just to attract a buyer.

Organized versus Over-the-Counter Markets

Some secondary stock market transactions occur at an organized exchange, or a visible
marketplace for secondary market transactions. The New York Stock Exchange and
American Stock Exchange are organized exchanges for secondary stock market transac-
tions. Other financial market transactions occur in the over-the-counter (OTC) market,
which is a telecommunications network.

Securities Traded in Financial Markets

Securities can be classified as money market securities, capital market securities, or de-
rivative securities. Each type of security tends to have specific return and risk charac-
teristics. The term risk is used here to represent the uncertainty surrounding the ex-
pected return.

Money Market Securities

Money market securities are debt securities that have a maturity of one year or less. They
generally have a relatively high degree of liquidity. Money market securities tend to have
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alow expected return but also a low degree of risk. Various types of money market secu-
rities are listed in the top section of Exhibit 1.1, and capital market securities are listed in
the bottom section.

Capital Market Securities

Securities with a maturity of more than one year are called capital market securities.
Three common types of capital market securities are bonds, mortgages, and stocks.

Bonds and Mortgages. Bonds are long-term debt obligations issued by corpora-
tions and government agencies to support their operations. Mortgages are long-term
debt obligations created to finance the purchase of real estate.

Debt securities provide a return to investors in the form of interest income (coupon
payments) every six months. Since bonds and mortgages represent debt, they specify the
amount and timing of interest and principal payments to investors who purchase them.
At maturity, investors holding the debt securities are paid the principal. Debt securities
can be sold in the secondary market if investors do not want to hold them until matu-

Exhibit 1.1 Summary of Popular Securities
~ Money Market

Households, firms, and 13 weeks, High

Treasury bills Federal government ‘
financial institutions 26 weeks, 1 year

S

Negotiable certificates Large banks and savings i 2 weeks to 1 year Moderate
of deposit (NCDs) institutions :

Firms and governments : 1 daytol yeaf Nonexistent

Depository institutions 1 day to 7 days

i

Nonexistent

w

Treasury notes and Federal government Households, firms, and 3 to 30 years High
bonds financial institutions

Corporate bonds ! . - ' Households and firms 10 to 30 years

i i e

Equity securities Firms : Households and firms No maturity High (for
stocks of
large firms)
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rity. Since the prices of debt securities can change over time, investors may be able to
enhance their return by selling the securities for a higher price than they paid for them.

Some debt securities are risky because the issuer could default on its obligation to
repay the debt. Under these circumstances, the debt security will not provide the entire
amount of coupon payments and principal that was promised. Long-term debt securi-
ties tend to have a higher expected return than money market securities, but they have
more risk as well.

Stocks. Stocks (also referred to as equity securities) are certificates representing par-
tial ownership in the corporations that issued them. They are classified as capital mar-
ket securities because they have no maturity and therefore serve as a long-term source
of funds. Some corporations provide income to their stockholders by distributing a por-
tion of their quarterly earnings in the form of dividends. Other corporations retain and
reinvest all of their earnings, which allows them more potential for growth.

Equity securities differ from debt securities in that they represent partial ownership.
As corporations grow and increase in value, the value of the stock increases, and in-
vestors can earn a capital gain from selling the stock for a higher price than they paid for
it. Thus, investors can earn a return from stocks in the form of periodic dividends (if
there are any) and a capital gain when they sell the stock. However, investors can expe-
rience a negative return if the corporation performs poorly and its stock price declines
over time as a result. Equity securities have a higher expected return than most long-
term debt securities, but they also exhibit a higher degree of risk.

Derivative Securities

In addition to money market and capital market securities, derivative securities are also
traded in financial markets. Derivative securities are financial contracts whose values
are derived from the values of underlying assets (such as debt securities or equity secu-
rities). Many derivative securities enable investors to engage in speculation and hedging.

Speculation. Derivative securities allow an investor to speculate on movements in the
underlying assets without having to purchase those assets. Some derivative securities al-
low investors to benefit from an increase in the value of debt securities, while others allow
investors to benefit from a decrease in the value of debt securities. Similarly, investors
can use different types of derivative securities to benefit from an increase or a decline in
the value of equity securities. Since derivative securities allow investors to speculate on
movements in underlying assets without purchasing the assets, they enable investors to
take a large investment position without a large initial outlay and therefore to have a high
degree of financial leverage. As a result of this financial leverage, the returns from invest-
ing in derivative securities are more pronounced than from simply investing in the un-
derlying assets themselves. Investors who speculate in derivative contracts can achieve
higher returns than if they had speculated in the underlying assets, but they are also ex-
posed to higher risk. \

Hedging. Derivative securities can be used in a manner to generate gains if the value
of the underlying assets declines. Consequently, financial institutions and other firms
can use derivative securities as a means of hedging their existing investments in securi-
ties. If a firm maintains investments in bonds, for example, it can take specific positions
in derivative securities that will generate gains if bond values decline. In this way, de-



