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Preface

This book deals with the following issues:

« the composition of financial markets with special reference to the UK;

« the analysis and valuation of securities traded in financial markets;

« the use of securities in constructing portfolios, in managing portfolios and in contributing to
portfolio performance;

« the causes of failure in financial markets.

The aim of the book is to provide readers with a good understanding of the practice of analysing
financial markets from within the framework of modern finance theory. Modern finance theory
offers certain predictions about how an efficiently organized financial system operates, and we will
examine the practice of financial market analysis in the light of these predictions. For example, we
will examine how securities such as bonds and shares ought to be analysed and evaluated in the
light of modern finance theory. Similarly, we will examine how securities ought to be structured in
portfolios and how these portfolios ought to be managed in the light of modern finance theory. We
can then compare the theory with the practice of security analysis and evaluation, and the theory
with the practice of portfolio structuring and management, in order to determine how well practice
corresponds with the theory, or, equivalently, how difficult the theory is to implement in practice.

This book was originally written for a third-year undergraduate course in financial market
analysis at City University Business School.

I felt that what was badly needed was a text that provided a comprehensive and up-to-date
treatment of the analysis of financial markets, using numerous practical illustrations from the UK
financial markets. The text should be sufficiently rigorous and should pay due attention to modern
finance theory and its implications, without being a text on the principles of finance, of which there
are many good examples. It should also provide sufficient illustrations of the various financial
instruments and how they are used, but without being merely an operational book for
professionals.

The nearest existing texts did not in my view meet these objectives. In particular, they paid
inadequate attention (or worse, no attention at all) to the following issues:

« new types of investment product (e.g. synthetic securities, swaps);

« different portfolio management strategies (e.g. passive/active management, bond v. equity v.
treasury portfolio management);

« speculation and arbitrage strategies;

« hedging strategies;

o financial market failure.

This text has chapters on all these topics.

While initially conceived as a text suitable for third-year undergraduates in UK universities or
polytechnics, the resulting book is relevant to a much wider constituency. In particular, it is of
relevance to postgraduates (both MSc and MBA), and it provides a useful source of reference to
professionals in the financial markets. The text has subsequently been taught as an option on the
M.Sc (Economics) course at Birkbeck College and as part of the graduate induction programme of
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a major European investment bank. In addition, given the generality of approach, the book will be
useful to both student and professionals worldwide.

The text does not require a strong quantitative background, although readers with no such
background may find some sections hard going. Three useful books covering this area are J.
Curwin and R. Slater’s Quantitative Methods for Business Decisions (Van Nostrand Reinhold,
London, 1988), S. Glaister’s Mathematical Methods for Economists (Blackwell, Oxford, 1984) and
G. Bancroft and G. O’Sullivan’s Maths and Statistics for Accounting and Business Studies
(McGraw-Hill, London, 1988).

At the end of each chapter there is a set of exercises, most of which can be addressed using
the material from the preceding chapter. Solutions to the exercises involving calculations are
available to bona fide instructors free of charge from the publishers.

D.B.
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| INTRODUCTION TO
FINANCIAL MARKETS

The first part of the book is designed to introduce readers to the financial system of an advanced
market economy. We shall consider the composition of the financial system with special reference
to the UK. In particular, we shall examine the participants, securities, markets, trading
arrangements and regulations that constitute a modern financial system. We shall also examine
how financial markets determine the discount rates that are used to value the securities that are
traded in them, and shall review the financial arithmetic used to determine security values.






1 The financial system

Every advanced financial system is composed of participants, securities, markets, trading
arrangements and regulations. In this chapter, we examine each of these components in turn,
concentrating in particular on the financial system in the UK (sometimes known as the ‘City’).
We conclude by placing the current UK financial system in a temporal context.

1.1 Participants

There are three main classes of participants in an advanced financial system: end-users, financial
intermediaries (general and specialist), and market-makers.

1.1.1 End-users of the financial system
The following identity holds at all times:

Saving — Investment = Increase in financial assets
— Increase in financial liabilities
= Net acquisition of financial assets
= Net financial surplus/deficit.

For the economy as a whole this identity is zero, but for sectors in financial surplus the identity is
positive, while for sectors in financial deficit it is negative. Typically in the UK (although not
always), the household and overseas sectors will be in financial surplus and will therefore be net
primary lenders to the financial markets, and the industrial, commercial and government sectors
will be in financial deficit and will therefore be net borrowers from the financial markets. So
there are two types of end-user of the financial system: primary lenders and ultimate borrowers.

The ultimate objective of an individual in the household sector, say, is to maximize the expected
welfare or utility of his lifetime consumption stream. If the individual is currently not spending all
his income on consumption, he will want to find a temporary repository for his current savings
until they are required to finance future expenditure. This will involve the purchase of financial
assets.

For a given ultimate objective, the individual’s proximate objective is to allocate his surplus
funds across different assets in such a way as to maximize the expected utility of the characteristics
of the portfolio of assets that he holds, taking into account any aversion to risk, preference for
liquidity, etc. Given the unpredictability of the future consumption profile, the uncertainty of the
returns from the asset holding (especially in real terms, taking into account the effects of inflation)
and the cost of liquidating assets in terms of both transaction costs and capital value uncertainty
(especially before assets have matured), all these factors tend to combine to induce the individual to
select the maturity profile of the portfolio to match as closely as possible the maturity profile of
planned consumption.

This means that the optimal portfolio of an individual in the household sector is likely to be one
that is held short, i.e. that is easily liquidated at low cost. The more uncertain the future
consumption plan, the more uncertain portfolio returns, the greater the costs of liquidating assets
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