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Outline

1. Financial securities

2. Financial markets



1 - Financial securities



Financial securities

Financial securities (or instruments) are similar
to “goods” for investment purposes.

In particular, a financial security is a paper
which is a claim on an issuer’s future income
and/or assets (issuers : governments,
corporations, etc).



Financial securities

Some examples of financial securities :

* Bonds and stocks

* Commodities (oil, gold...traded via futures
contracts)

* Derivatives (used to hedge risk)

* Foreign exchange (USD/Euro) involve currencies,
witch are not financial securities stricto sensus



Financial securities: bonds

A bond is a debt security that promises to
make payments periodically for a specified
period of time (one year, 10 year, etc).
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Bonds can be either zero-coupon bonds (i.e.
without intermediate cash flows), or coupon-
paying bonds (i.e. with intermediate cash
flows).




Financial securities: stocks

A stock (or equity) is a financial security that is a
share of ownership of a corporation.

It is a claim on the earnings and assets of a
corporation (ex: Facebook, Apple, Total).

Depending on the corporate policy, market
participants iInvesting In stocks (called
stockholders) may receive dividends.



Stock certificate

THIS CERTIFICATE NOT VALID
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Bonds vs stocks

 There are several important differences between
stocks and bonds:

(i) Bonds do not promise share of ownership,
stocks represent share of ownership.

(i) Bonds have fixed maturity,
Stocks do not have maturity.

(iii) Bonds generate contractual payments,
Stocks do not have contractual payments.



Bonds vs stocks

In particular, bondholders and stockholders are
rewarded in different ways.

Bondholders receive interest, which Is
contractual.

Stockholders may receive dividends and
benefit from an increase in stock price.



Bonds vs stocks

For stockholders : dividends and future stock prices are NOT
contractual.

A corporation may pay dividends if it had enough earnings and
wants to redistribute part of those earnings to shareholders.

The stock price of a company depends on the fluctuations in
the market ie : demand and supply for this stock in the market.

Stock have no maturity, they are perpetual. Most bonds have a
maturity date (even if some can be perpetual).



2 - Financial markets



Financial markets

A Financial market is a place in which
iInvestors can buy and sell financial securities
(e.g. bonds, stocks).

The main role of financial markets is to channel
funds between lenders (who have excess cash
and want to invest their money) and borrowers
(who need capital).



Financial markets

The functioning of financial markets is
iImportant because they permit businesses and
governments to transfer funds within the
financial system.

While firms can finance their activities by
Issuing stocks and/or bonds, governments
finance their expenditures by issuing debit.



Financial markets

We usually make the following distinctions
among financial markets :

Primary markets vs. secondary markets

Organized exchanges vs. over-the-counter
(OTC) markets

Money markets vs. capital markets



Primary vs secondary

Primary market is a financial market in which
new issues of securities are sold to initial
buyers. = market for newly-issued securities

Secondary market is a financial market in
which securities which have already been
Issued are exchanged. = market for “second-
hand” securities



Organized exchange vs OTC

In an exchange-traded market, buyers and sellers
meet in one central location for trading activities (e.g.
NYSE). They may access this central location via
computers. All trades are centralized and observable.

In an over-the-counter (OTC) market, trade is
conducted through computer-linked network or
telephone. Each investor has its private network and
trades in a non-transparent way. OTC market can be
considered as an intangible organization.



Organized exchange

NYSE is an exchange-traded market




Organized exchange

Euronext Paris : Supervision room




Money market vs capital market

Financial markets can be further classified based on
the maturity of the secuirities.

Money market is a financial market in which short-term
(less than one year) debt securities are traded.

Capital market is a financial market in which long-term
debt (more than one year) and equity securities (=
stocks) are traded.



Examples of money market securities

US Treasury bills : short-term debt of the US
government to finance the activities of the
federal government. They are among the most
liquid financial securities.

Commercial paper : short-term debt securities
Issued by large banks and corporations.



Examples of capital market securities

Stocks : issued by large corporations.

Government bonds : long-term debt securities
iIssued by governments to finance long-term projects.

Corporate bonds : long-term debt securities issued
by corporations to finance long-term projects and
business plans.



Prices In financial markets

Demand coming from the buyers and supply
provided by sellers determine the price of the
financial securities in financial markets.

The prices of the financial instruments can
Increase or decrease over time, depending the
buy-sell actions of the investors.



Direct finance vs indirect finance

There are two fundamental mechanisms
through which funds can get transferred within
a financial system :

direct finance

indirect finance



Direct finance

In direct finance, funds get transferred directly
between lenders and borrowers.

For example, an investor can invest directly in the
stock market by buying stocks on the NYSE.

An investor can also lend money directly to a
business he trusts.



Indirect finance

* In indirect finance, funds get transferred indirectly
between lenders and borrowers.

* Between lenders and borrowers stands a middleman
which is a financial institution (banks, mutual funds,
insurance companies...)

* Financial institutions connect savers/investors to
spenders/borrowers.



Direct and indirect finance

DIRECT FINANCE

Financial Markets

Savers/ * Money markets Spenders/
Lenders/ ey ¢ Capital markets Funda Borrowers/
Providers of Capital Users of Capital

Financial Intermediaries

* Credit institutions

+ Other monetary financial
institutions

* Other

INDIRECT FINANCE

Source: Based on data from the European Central Bank (http://www.ecb.int/mopo/eaec/structure/
html/index.en.html).



Financial Institutions

* Financial institutions, such as banks, collect the
funds from those who have money and transfer
the funds to agents who need them.

* Lenders and borrowers can be households,
governments, business firms and foreigners.



Financial institutions

Financial institutions are important for the well
functioning of financial markets.

The absence of financial institutions creates
several problems within a financial system.

These problems are related to inefficiency,
transaction costs, and information.



Financial institutions

In a financial system without financial
institutions, indirect finance does not function.
This situation leads to several complications:

First, lenders (or savers) who have available
funds may not find borrowers who need money.
The funds transferring becomes a prolonged
process, which in turn, promotes inefficiency.



Financial institutions

Second, transferring funds between savers and borrowers
becomes costly. These costs are called transaction costs.

Finally, without financial institutions, lenders cannot acquire
enough information about borrowers. This leads to the
problem of asymmetric information.

Thus, financial institutions enable financial markets to
function efficiently by reducing asymmetric information and
transaction costs.



Asymmetric information

Asymmetric information can be in two forms

* Adverse selection : occurs before the
transactions are completed. Georges Akerlof :
Lemon market. Because of information
asymetry (only the seller knows if the car is good),
prices tend to be low, and then good « lemons »
tend to quit the market.

* Moral hazard : occurs after the transactions or
contracts are completed, when one party in the
financial system cannot observe the actions of the
other counterparties (e.g. debt contracts).




Financial intermediation

To reduce such asymmetric information problems, financial
institutions should be able to obtain funds from lenders and
transfer to borrowers.

This process is called financial intermediation.

Financial intermediation is crucial:
* To help financial markets function efficiently,
* To eliminate asymmetric information,
* To reduce transactions costs.



