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Unit 1

Financial Market Research

~ Guideline

—[ What is financial market

—( What are the important components of financial market

4[ Some basic concepts of financial market j

‘[ The global economic situation nowadays

1.1 Financial Markets

In economics, a financial market is a mechanism that allows people to easily buy and
sell (trade) financial securities (such as stocks and bonds) , commodities (such as precious
metals or agricultural goods), and other fungible items of value at low transaction costs
and at prices that reflect the efficient-market hypothesis.

Financial markets have evolved significanﬂy over several hundred years and are under-
going constant innovation to improve liquidity.

Both general markets (where many commodities are traded) and specialized markets
(where only one commodity is traded) exist. Markets work by placing many interested
buyers and sellers in one “place”, thus making it easier for them to find each other. An
economy which relies primarily on interactions between buyers and sellers to allocate

resources is known as a market economy in contrast either to a command economy or to a
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non-market economy such as a gift economy.

In finance, financial markets facilitate

Q the raising of capital (in the capital markets),

O the transfer of risk (in the derivatives markets),

Q international trade (in the currency markets),

and are used to match those who want capital to those who have it.

Typically a borrower issues a receipt to the lender promising to pay back the capital.
These receipts are securities which may be freely bought or sold. In return for lending

money to the borrower, the lender will expect some compensation in the form of interest

or dividends.
1.1.1 DEFINITION

In economics, typically, the term “market” means the aggregation of possible buyers
and sellers of a thing and the transactions between them.

The term “market” is sometimes used for what are more strictly exchanges, organiza-
tions that facilitate the trade in financial securities, e. g. , a stock exchange or commodity
exchange. This may be a physical location (like the NYSE) or an electronic system (like
NASDAQ). Much trading of stocks takes place on an exchange; still, corporate actions
(merger, spinoff) are outside an exchange, while any two companies or people, for what-
ever reason, may agree to sell stock from the one to the other without using an exchange.

Trading of currencies and bonds is largely on a bilateral basis, although some bonds
trade on a stock exchange, and people are building electronic systems for these as well,
similar to stock exchanges.

Financial markets can be domestic or they can be international.
1.1.2 TYPES OF FINANCIAL MARKETS

The financial markets can be divided into different subtypes:

(1)Capital markets which consist of ;

Stock markets, which provide financing through the issuance of shares or common
stock, and enable the subsequent trading thereof.

Bond markets , which provide financing through the issuance of bonds, and enable the
subsequent trading thereof.

(2)Commodity markets, which facilitate the trading of commodities.

(3)Money markets, which provide short term debt financing and investment.

(4) Derivatives markets, which provide instruments for the management of financial
risk.

Futures markets , which provide standardized forward contracts for trading products at
some future date.

(5)Insurance markets, which facilitate the redistribution of various risks.
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(6)Foreign exchange markets, which facilitate the trading of foreign exchange.
The capital markets consist of primary markets and secondary markets. Newly formed

(issued) securities are bought or sold in primary markets. Secondary markets allow inves-

tors to sell securities that they hold or buy existing securities.
1.1.3 THE PURPOSE OF FINANCIAL MARKET

Without financial markets, borrowers would have difficulty finding lenders them-
selves. Intermediaries such as banks help in this process. Banks take deposits from those
who have money to save. They can then lend money from this pool of deposited money to
those who seek to borrow. Banks popularly lend money in the form of loans and mortga-
ges. More complex transactions than a simple bank deposit require markets where lenders
and their agents can meet borrowers and their agents, and where existing borrowing or
lending commitments can be sold on to other parties. A good example of a financial market
is a stock exchange. A company can raise money by selling shares to investors and its ex-
isting shares can be bought or sold.

The following illustrates where financial markets fit in the relationship between lend-
ers and borrowers:

1. Lenders

<> Individuals

Many individuals are not aware that they are lenders, but almost everybody does lend
money in many ways. A person lends money when he or she:

& puts money in a savings account at a bank;

@ contributes to a pension plan;

4 pays premiums to an insurance company;

@ invests in government bonds;

& invests in company shares.

<> Companies

Companies tend to be borrowers of capital. However, when companies have surplus
cash that is not needed for a short period of time, they may seek to make money from their
cash surplus by lending it via short term markets called money markets.

There are a few companies that have very strong cash flows. These companies tend to
be lenders rather than borrowers. Such companies may decide to return cash to lenders (e.
g. via a share buyback). Alternatively, they may seek to make more money on their cash
by lending it (e. g. investing in bonds and stocks. )

2. Borrowers

Individuals borrow money via bankers’ loans for short term needs or longer term
mortgages to help finance a house purchase.
Companies borrow money to aid short term or long term cash flows. They also bor-

row to fund modernization or future business expansion.
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Governments often find their spending requirements exceed their tax revenues. To
make up this difference, they need to borrow. Governments also borrow on behalf of na-
tionalized industries, municipalities, local authorities and other public sector bodies.

Governments borrow by issuing bonds. Government debt seems to be permanent. In-
deed the debt seemingly expands rather than being paid off. One strategy used by govern-
ments to reduce the value of the debt is to influence inflation.

Municipalities and local authorities may borrow in their own name as well as receiving
funding from national governments.

Public Corporations typically include nationalized industries. These may include the
postal services, railway companies and utility companies.

Many borrowers have difficulty raising money locally. They need to borrow interna-

tionally with the aid of foreign exchange markets.
1.1.4 DERIVATIVE PRODUCTS

During the 1980s and 1990s, a major growth sector in financial markets is the trade in
so called derivative products, or derivatives for short.

In the financial markets, stock prices, bond prices, currency rates, interest rates and
dividends go up and down, creating risk. Derivative products are financial products which

are used to control risk or paradoxically exploit risk.

1.2 Analysis of Today’s Financial Markets—
World Gripped by Largest Financial
Crisis in 100 Years

Much effort has gone into the study of
financial markets and how prices vary with
time. Charles Dow, one of the founders of
Dow Jones & Company and The Wall Street
Journal, enunciated a set of ideas on the
subject which are now called Dow Theory.
This is the basis of the so-called technical
analysis method of attempting to predict

future changes. One of the tenets of “tech-

nical analysis” is that market trends give an
indication of the future, at least in the short term. The claims of the technical analysts are
disputed by many academics, who claim that the evidence points rather to the random walk

hypothesis, which states that the next change is not correlated to the last change.
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The scale of changes in price over some unit of time is called the volatility. The scale

of change, or volatility, depends on the length of the time unit to a power a bit more than
1/2.

Financial markets are merely tools. Like all tools they have both beneficial and harm-
ful uses. Overall. financial markets are used by honest people. Otherwise, people would
turn away from them en masse. As in other walks of life, the financial markets have their
fair share of rogue elements.

Today’s financial crisis is described as an event that occurs once in 100 years. Indeed,
the world has not witnessed such a massive financial collapse for a very long time. The
bankruptcy of Lehman Brothers will become the largest bankruptcy in the corporate histo-
ry of the United States. USA’s largest insurance company, AIG, also stands on the brink
of collapse. It’s also reported that the market remains in a state of shock, being unable to
realize and cope with all consequences of the recent events.

The decision of the US financial authorities not to render support to Lehman Brothers
means that the state virtually makes the investment and bank sector to deal with its prob-
lems alone. Furthermore, the decision of the Federal Reserve System to keep the interest
rate on the level of 2% is another proof of the fact that the authorities are not ready to take
the risks of the system.

It became known that the FRS intended to conduct currency interventions to maintain
the liquidity of the market. The FRS decided to invest the additional $ 50 billion in the na-
tional financial system. Market members were 100 % certain that the interest rate would be
reduced, thinking that the two measures would logically supplement each other. As it
turns out, they thought it wrong.

The bankruptcy of Lehman Brothers and the FRS decision have aggravated the inter-
national crisis of liquidity even further. The financial authorities of world’s largest coun-
tries took urgent measures to hold multi-billion-dollar currency interventions on their mar-
kets with a hope to avoid the crisis. Investors panicked and started selling their shares,
which made European and Asian stock indexes drop by 2-5 percent.

It will obviously take long for the market to realize the consequences of Lehman
Brothers bankruptcy. The world financial system will be different afterwards.

The Bank of Japan assigned $ 25 billion to maintain the liquidity of the Japanese mar-
ket. The government of the country also held a special meeting with the participation of
the chairman of the nation’s central bank and ministers for economy and finance. The
meeting was held in connection with the bankruptcy of Lehman Brothers.

The ministers decided to coordinate all further steps in the financial field with the
USA and the EU. The collapse of Lehman Brothers will evince a restricted influence on
the Japanese financial market, although it can affect the economy of Japan on the whole in
the future.

The stock indexes of Japan. South Korea, and the Philippines dropped by 6ver 4 per-
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