Introduction

this chapter, you should be able to:

After studying B T
ncial markets and institutions channeg|

2-1 Understand hOW fina
savings 10 corporaté investment.

2.2  Understand the hasic structure of banks, insurance
companies, mutual funds, and pension funds.

Explain the functions of financial markets and institutions.

Read this chapter before you visit the New York Stock Exchange. Alexander Baxevanis/Flickr/CC BY 2.0

management, but a general understanding provides
useful context for the work ahead. For example, it will
help you to understand why you are calculating the
vield to maturity of a bond in Chapter 6, the net present
value of a capital investment in Chapter 9, or the

weighted-average cost of capital for a company in

f a corporation needs to issue more shares of stock,
then its financial manager had better understand how
the stock market works. If it wants to take out a bank
loan, the financial manager had better understand how
banks and other financial institutions work. If the firm

contemplates a capital investment, such as a factory

expansion or a new product launch, the financial man- Chapter 13.
ager needs to think clearly about the cost of the capital This chapter does three things. First, it surveys finan-

that the firm raises from outside investors. As we pointed cial markets and institutions. We will cover the stock and
out in Chapter 1, the opportunity cost of capital for the bond markets, banks and insurance companies, and

firm is the rate of return that its stockholders expect to mutual and pension funds. Second, we will set out the
get by investing on their own in financial markets. This functions of financial markets and institutions and look

means that the financial manager must understand how at how they help corporations and the economy. Third,
prices are determined in the financial markets in order we Wwill discuss the financial crisis of 2007-2009 and
to make wise investment decisions. the eurozone crisis that followed. An understanding of
Financial markets and institutions are the firm’s finan- what happens when financial markets do not function
cial environment. You don’t have to know everything well is important for understanding why and how finan-

about that environment to begin the study of financial cial markets and institutions matter.
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Understand the main events behind the financial crisis of
2007-2009 and the subsequent eurozone crisis.
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TABLE 2.1 Examples of
financing decisions by Apple
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$740 million foss in the million of debt to private investors in June 1996. The |
second quarterof 1996, Lays - borrowing provides “sufficient liquidity” to execute Apple’s |
off 2,700 employes n 1987. - strategic plans and to “return the company to profitability” |
September 1997. Acquires  Acquisition s financed with $100 million of Apple stock. |
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Chapter 2 Financial Markets and I

,ancing by selling Apple shares
| in Chapter 15.) In
(IPO) of its shares 10

as Apple grew, it was able to obtain '«.cvcrzfl (I;)Uf:ﬁ: vaefrilture eapitk

(0 private venture capital ilwcs‘l()_fﬁ' {WC ,'S.L.,’l' ublic offering

December 1980, it raised $91 million in ax m‘nltd P e in May 1981.]

i T sy “ll)llﬁo : f()]:)(;\:)_fu!l)l Sc}:)(:lrledl:;iusf: financing from many SOUrces,
After Apple became a public COMPaILys 1= -

iti 1SSU hares. We show a few exam-
and it was able to pay for acquisitions by issuing more shares

U Lot T ' hareholders in 1987, and it also distributed
started paying cash div to sha ' : h patch

Cagﬁeglf n:/tedgru:r(s ;byyst(f);ck repurchases 1n the ear}y .l 990s. But Apple hit sarcci)l:ogb(?rrow

. 1006 : ‘1997 and regular dividends were eliminated. The company

ol it & : investors in order to cover its losses and finance

e , of private 1 : . :
$661 " el lf rode \%LOVLLF; thg rough patch ended with the release of the iMac in 1998
g b i : sed rapidly., and it was able to finance

| . 2001. Apple’s profitability increase | | .
?tl;d;l?\;ﬁlocti);nplowing pt?ack earnings into operations. These retained earnings had

to $92 billion by September 2019 , | piscse
grozx: thoe?wenty-first century progressed, Apple’s profits grew so fast that it piled up

a cash mountain, which grew to more than $200 billion by 2016. I.t r?slélmed c;sh ?;vnll-
dends and started a massive program of sharf: r.epu.rchases. It§ Capita 1e(;urnb rc;% 2 :
which began in 2012, will distribute $200 b111¥0n in cash to 1ts sharehg er}s1 y : .r

Apple is well known for its product innovations, including the Macintosh computer,

the iPhone. and the iPad. Apple is not special because of financing. In fact, the §t0r);3 of
its financing is not too different from that of many othgr S}szcessful compames:Mut
access to financing was vital to Apple’s growth and profitability. Wpuld we have iMac
computers, iPhones, or iPads if Apple had been forced to operate 1n a country with a
primitive financial system? Definitely not. A prosperous economy requires a well-
functioning financial system. |

A modern financial system offers financing in many different forms, depending on
the company’s age, its growth rate, and the nature of its business. For example, App.le
relied on venture capital financing in its early years and only later floated 1its shares 1n
public stock markets. Still later, as the company matured, it turned to other forms of
financing, including the examples given in Table 2.1. But the table does not begin to
cover the range of financing channels open to modern corporations. We will encounter
many other channels later in the book, and new channels are opening up regularly. The
nearby box describes one recent financial innovation, micro-lending funds that make
small loans to businesspeople in the poorer parts of the world.

idends

The Flow of Savings to Corporations

The money that corporations invest in real assets comes ultimately from savings
by investors. But there can be many stops on the road between savings and corpo-
rate investment. The road can pass through financial markets, financial interme-
diaries, or both.

| Let’§ start with the simplest case of a small. closely held corporation, like Apple in
Its earliest years. The orange arrows in Figure 2.1 show the flow of savings from share-
holders in .this simple setting. There are two possible paths: The firm can sell new
shar.e.s, Or 1t can reinvest cash back into the firm’s operations. Reinvestment means
additional savings by existing shareholders. The reinvested cash could have been paid
out to thosp shareholders and spent by them on personal consumption. By nor takin
and spending the cash, shareholders have reinvested their savings in the corporationg

: . .
Many of the shares sold in the 1981 issue were previously held by Apple employees. Sale of these shares

allowed the employees to cash out and diversif ' 1A 2
R A y some of their Apple holdings but did not raise additional
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firm’s operations is cash saved and investeq

I" 1
. e

('ash retained and reinvested in the

it behall of the firm’s shareholders. | . P
on(,‘- course. 4 small corporation has ofher financing choices. It could take out a bank
loan, for example. The bank in turn may h

ave raised money by attracting savings
accounts. In this case, investors savings flow through the bank to the firm. ¥
Now consider 4 large, public corporation, for example, Apple Computer in

iJ .

September 2015. What's different? Scale, for one thing: Apple’s annual revenues fOIE?f;
|
. ﬂ!
*
!

the previous 12 months were $234 billion, and its balance sheet showed total assets of;_ ,
5290 billion. The scope of Apple's activities has also expanded: It now has dozens of &

product lines and operates worldwide. Because of this scale and scope, Apple attracts
VVesIans - savings by a variety of different routes. It can do so because it is a large,

=55

profitable, public firm. o

v
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The flow of savings to g - | .
NIVINgS 10 large public corporations is shown in Figure 2.2. Notice two =
| P ﬂPUbhc corporations can draw savings from inves-
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2 Flow of savings 10
a large, public

investors worldwide.

may flow through financial
markets or financial intermediaries.

The corporation also reinvests on
shareholders’ behalf.

financial market
Market where securities

are issued and traded.

BEYOND THE PAGE

@ Stock exchanges:

From clubs to

commercial

businesses
mhhe.com/brealey9e

primary market
Market for the sale of new

securities by corporations.

secondary market

Market in which previously
Issued securities are
traded among investors.
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s gnd Institutions

Financial Market

Chaptel 2

d traded. A security 18

e securities are issued an .
oration, the stock mar-

just a traded financial asset, such as a share of stock. For a corp

ket is probably the most important financial market.

' 1 ' for ou
As corporations grow, their reqmrc;ments ies GRDR :
cally. At some point the firm will decide to “go public by issuing shares on an Orga

nized exchange such as the New York Stock Exchange (NYSE) or NASDAQ: tha.t first
icsue is called an initial public offering ot JPO. The buyers of the IPO are helping to
finance the firm's investment in real assets. In return, the buyers become Part—owners
of the firm and participate in its future success Or failure. (Most investors in the Inter-
net IPOs of 1999 and 2000 are by now sorely disappointed, but many [POs pay oft

handsomely. If only we had bought Apple shares on their IPO day in 1980 . . .) Of
course a corporation’s IPO is not its last chance to issue shares. For example, Bank of

America went public in the 1930s, but it could make a new issue of shares tomorrow.
A new issue of shares increases both the amount of cash held by the company and

the number of shares held by the public. Such an issue is known as a primary issue,
and it is sold in the primary market. But in addition to helping companies raise new
cash. financial markets also allow investors to trade securities among themselves. For
example, Smith might decide to raise some cash by selling her Apple stock at the same
time that Jones invests his spare cash in Apple. The result is simply a transfer of own-
ership from Smith to Jones, which has no effect on the company itself. Such purchases
and sales of existing securities are known as secondary transactions, and they take
place in the secondary market. Notice that Smith and Jones might be less happy for
Apple to raise new capital and invest in long-term projects if they could not sell their
stock in the secondary market when they needed the cash for personal use.

Stock markets are also called equity markets because stockholders are said to own
the common equity of the firm. You will hear financial managers refer to the capital
strtll\clzture decit;s.ion as “the choice between debt and equity financing.”

ow may be a good time to stress that the financial manager
and needs to be familiar with markets around the world. Forgex;);\agli 02 : %:)‘332: Stig‘e
traded on the NASDAQ market and also in Germany on the Deutsg:hepgﬁr ‘ (():Ch‘ :
T}e:le:fornl,J I?elzltsfchebBﬁnk, Ferrari, Novartis, Petrobras (Brazil) Sony Unile\srz.r Mlar:xa
chester United footba : ; FLTR
shares on the NYSE. Wzl?:th?;l(:onzﬁcr:etrt:gﬁlsoo mhﬁ:'r Nt e ﬁrm.s have listed their
g and pricing of shares in Chapter 7.

tside capital can expand dramati-
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ng and investing savings. Consider a pension plan set

behalf of its employees. There are several

types of pension plan. The most common type of plan is the defined'-contrib.ution plan.
In this case, a percentage of the employee’s monthly paycheck 1s contributed to a

pension fund. (The employer and employee may each contribute 5%, for example.)

Contributions from all participating employees are pooled and invested in securities Or
mutual funds. (Usually the employees can choose from a menu of funds with different

investment strategies.) Each employee’s balance in the plan grows over the years as
contributions continue and investment income accumulates. The balance in the plan

can be used to finance living expenses after retirement. The amount available for
retirement depends on the accumulated contributions and on the rate of return earned
on the investments.®

Pension funds are designed for long-run investment. They provide professional

management and diversification. They also have an important tax advantage: Contri-
butions are tax-deductible, and investment returns inside the plan are not taxed until

cash is finally withdrawn.’
Pension plans are among the most important vehicles for savings. Total assets held

by U.S. pension plans were about $15 trillion in 2015.
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cuss share issues in more detail in Chapter 15. A
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What are the key differences between a mutual fund and a bank or an insurance
company?

Total Financing of U.S. Corporations

The pie chart in Figure 2.3 shows the investors in bonds and other debt securities.
Notice the importance of institutional investors—mutual funds, pension funds, insur-
ance companies, and banks. Households (individual investors) hold less than 5% of the
debt pie. The other slices represent the rest of the world (investors from outside the
United States) and other, smaller categories of investors.

The pie chart in Figure 2.4 shows holdings of the shares issued by U.S. corpora-
tions. Here, households make a stronger showing, with 37.2% of the total. Pension

'! The distinction between investment and commercial banks is not a legal one. Since 2008 both Goldman Sachs
and Morgan Stanley have held banking licenses and are supervised

: . by the Federal Reserve. H
not in the business of taking retail deposits or providing loans. ' . SNy A

* Bank of America owns Merrill Lynch, one of the largest investment banks. Merrill was rescued by Bank of
rtgage-related investments.
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Transporting Cash across 'Iflme. e o e
Individuals need to transport expenditures 1n UmMe. y

: ' ccount
; . ney in a savings a
b 1o save for a rainy day, you can (10T example) put fh}e] "Jf; m(ymey today, say to buy
,Wl:\ LTU lid' nrd wi;hdruw .+ with interest later. If you don't ha ot Modern Fnance
13 dynoudu \n borrow money from the bank and pay off t ;forward ‘1 time:; borrowers
a car, you ce | “ gl o e | , .
, 7 e 2l | nders transpor . e as it
ovides : | of time machine. Le _ o spend incom
plovndcstaitk ?zik Both are happier than if they were forced to Sp
transpor : -

- - . - . - ]. o - -

- sh
L ternally generated cash,
, . , ities, but a shortage of 1n e
Finimis with good investment OPPE SR Many governments run deficits and

| | shares.
raise cash by borrowing Orf selling new §

;54 avs by issuing debt. . ; 30 or 40
fm?lce currentl(;ust;c\ll)i’ng };or retirement may transport their current earnings
oung peop

g : ‘ h surpluses could take out newspa.pt’.:r

0 principle, mfhvfl fﬁ: l\?veobr1l:)l(l;rl?i;gvi‘lc::1 c((:)illsnterparities with Cash. shortag?s. But 1t s

e bc;l:nore convenient to use financial markets and intermediaries. It1s

usuqllyt Chrflz;lt)gri)r;“ avoiding the cost of searching for the right counterparty. Fol}:)w-tl‘llpé

¥1Ortlg:lel::lezcli. For example, banks don’t just lend money and walk away. Th‘zly rt?ontlh:rbor-
:JSOI‘I'OWCI‘ to make sure that the loan is used for its intended purpose and that

rower’s credit stays solid.

Risk Transfer and Diversification

Financial markets and intermediaries allow investo.rs and businesses to redgce
and reallocate risk. Insurance companies are an obvious example.:. When you uy
homeowner’s insurance, you greatly reduce the risk of loss from fire, theft,. Or accl-
dents. But your policy is not a very risky bet for the insurance company. It d1v§r§1fle:l§
by issuing thousands of policies, and it expects losses to average out over the policies.
The insurance company allows you to pool risk with thousands ot oth.er homeowners.
Investors should diversify too. For example, you can buy shares in a mutual fund
that holds hundreds of stocks. In fact, you can buy index funds that invest in all the
stocks in the popular market indexes. For example, the Vanguard 500 Index Fund holds
the stocks in the Standard & Poor’s Composite stock market index. (The “S&P 500~
tracks the performance of the largest U.S. stocks. It is the index most used by profes-
sional investors.) If you buy this fund, you are insulated from the company-specific
risks of the 500 companies in the index. These risks are averaged out by diversifica-
tion. Of course you are still left with the risk that the level of the stock market as a

whole will fall. In fact, we will see in Chapter 11 that investors are mostly concerned
with market risk, not the specific risks of individual companies.

Index mutual funds are one way to invest in widely diversified portfolios at low
cost. Another route is provided by exchange-traded funds (ETFs), which are portfolios
of stocks that can be bought or sold in a single trade. For example, Standard & Poor’s
Depositary Receipts (SPDRs, or “spiders™) invest in portfolios that match Standard &
Poor’s stock market indexes. The total amount invested in the spider that tracks the
benchmark S&P 500 index was $134 billion in early 2016.

ETFs are in some ways more efficient than mutual funds. To buy or sell an ETFE,
you simply make a trade, just as if you bought or sold shares of stock.'* This is
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TABLE 2.2 Interest rates on

long-term corporate bonds,
March 2016. The interest rate is
lowest for top-quality (AAA)
issuers. The rate rises as credit
quality declines.
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financing. She considers an 1SSue of long-te cisting bonds traded in

bonds be? To find out, the CFO looks up interest rates on €

inanci ets. . - ' redit
fm?rr;]c;arlersr:lzﬁg are shown in Table 2.2. Notice how the interest rate climbs as C

: ' A (“triple-A").
quality deteriorates: The largest, saf;st compamet:s, %l:;c:lilnetléﬁrters‘c:t::t é:ﬁffor (AApA s
i ' t rate. s FXs
raise long-term debt at a 2.59% interest I : .

(I:Balng rise to 2?62%, 3.03%. and 4.32%, respectively. BBB ciiompa::lis af}e:es;:\ll é:t%irﬁii

' - ] ! t the next step down takes
as investment grade, that is, good quality, bu . | .
junk bond territory. The interest rate for BB debt climbs to 5.62%. Single-B companies
are riskier still, so investors demand 8.32%. |

There will be more on bond ratings and interest rates in Chapter 6. But you can see
how a financial manager can use information from fixed-income markets to forecz:xst
the interest rate on new debt financing. For example, if Catalytic Concepts can qualify

as a BBB-rated company, and interest rates are as shown in Table 2.2. it should be able
to raise new debt financing for approximately 4.32%.

Company Values How much was Callaway Golf worth in March 2016? How about
Alaska Air Group, Entergy, Yum! Brands, or GE? Table 2.3 shows the market capital-
ization of each company. We simply multiply the number of shares outstanding by the

price per share in the stock market. Investors valued Callaway Golf at $821 million
and GE at $283 billion.

Credit Rating Interest Rate
AAA - 2:59%

AA 52
A i it gt 303 s
L o 1 v

; A o v o -

:, - = s - ,.", “Q‘v 57 " - _,—-m‘“‘.

e L - . 7 A '\325’ i < b0 1o !

3 s . M e v s ) i
e T bt B A s e e=>iN
ST APGOTINEL Tl R D B ST TR

M"-‘%&“—%‘-g- sy |
i X

Source: Thomson Reuters.




° N ' g g —
b e - Vo DR R TR T st e A O RS SR R
ALY > S 31 , ’r‘t' b84 u 3‘2";1 S “ _‘ L '.!' '_“,.]f R Pt ,‘_.‘ 't 0“ 4 T3 2} Y
P ""i”"ir!m} i i o i i
Isld:!'ezf};.f,:i..‘ il {inﬁi b a0

A TH ')i ‘ ‘ . LG
Vil i i,

. | NEERBIE S e R
FHEEL s SR "“géaéﬂlﬁ;’%ﬁh- R N

.
=
)
>

i
.B

49

. | l"i"i‘-."'
: : A ‘ ; 1819 ![ .‘, .
) t‘,,ci,l:_.'- _,3 l 1N ‘ |,;i IVidit Ke | 1%

X% The Crisis of 2007-2009

’ . | , . . t L. etlled One qu

jating the

- :n financial
| nstitutions are important. When _
2.3 Cakv oy L T T Y kets and institutions are | o Al
TABLEcwumtmoraW conclusively: Yes, financ ial mar rate properly, the world was pushed into a globa
s ompanes arkets and institutions ceased to operate |
Golf and °'h75;””’ ond market markets a | S5
2016. 08 ol ecession. : , cies WEre purs
z“":‘c’:"’ BB I Iu’;hc financial crisis had its roots in the easy-money ,poll(}::.es tl1]12:1t se of gle Internet
L oenpmin the U.S. Federal Reserve and other central banks f-O”O“;mg tb(;lcaon(:el.);)f -payments sur-
- . o fia ' ). At the same time, large it : ‘
e arize investors” collective ass and telecom stock bubble in \i(c)[(i D B o into T S e e RSO
I : es i slan economies ‘ ~ : RO 5
valoes ST ot performance and jits futup, et EahEoE oindlK interest rates and contribute to lax credit. - :
4 compa™ poth its CUTT € sitive signal from ; ¢ Prog helped to push down interest ra . .y to expand the supply of subprime mort
Grock prices an v is 4018 ° rice sends P Roked & nVestol.s Banks took advantage of this cheap mone‘y B et e o R R
H;ou u't‘”“’mp::,g'w in sux'k m,m'g mmP‘?”‘a“%" . tivat (;) SlOck Dl‘ices f gages to low-income borrowers. Many bank;temp C o peite (Some R buyers
) inCrea™” 9nag _~anv will be motivate ' » A it T S it 1igher payme -
I"“‘"“ o hs:?x why 10P m"m‘:;r her compal mn]'onino the interm < rease the initial payments, offset by siginificantly }‘uggo tha[z g]ey could resell or refinance before
managers: ¢ chares 1P his  goency COsts by aligning ©StS of Map _ were betting on escalating hO}JSmg Pt E et e saidTiathave adveraed Wikl
nanager who OV aJue. THIS reduces & . _ the higher payments kicked in.) One lepder 1s“ ] t NGTOR A N AR
uun[’;’"‘ I going public. A private company Can’t jea o dubbed its “NINJA” loan—NINJA standing for “No g ! a,e-backed SeCUTT-
und stockholders- 4 oraoe of SOINE Il compensate managers © g - ges were then packaged together into morigage- d .
o ne importan ¢ -mance. It can Suit ¢ - shaﬂes b Id. But, instead of selling these securities to investors
TS s measue O PO ) market. es (MBSs) that could be resold. But, R 1 .
2 mEeasure | . ancial ma _ ties ( S) their
stock price 3 € ,'ZC:;{N valued in 8 TInANCE . who could best bear the risk, many banks kept large quantities of the loans on
3 will T i
hut the shares wers Jook to financial markets to Measyra orat own books or sold them to other banks. Pl DI R o e
ol manag : » OF a¢ - 1labili ¢ 1l
f Capital e nﬁ'nr}he firm’s investment projects. The cog¢ of Capitat- L OND IHEPAGE A L DA msortgags ending June 2006. At that point, prices
e the cost of capii&”’> n the project. Investment projects off, 48 ing prices i i Eiites,shich doubled;in; e 151 yeas : | S. A year later
| least estumalc. rate of return O : €rine Housing prices in d d homeowners began to default on their mortgages. y ;
cost of capital s the minimum zICCt‘Plab’e r COS! of capital are wor thwhile bCC&USe the}’ add Valy e the financial crisis started to slide an .0 LIS T huge Foqwo mortgage invest-
, . : » . . % G
syl a?m - rates of return higher than their t.hareholders‘ better off financially. Projects Offer; ; e ek
of return on capita | 3 :

ng" '

> 11 s ' of its hedge funds. By the spring of 2008, Bear Stearns
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rales bt . g ' Morgan Chase.
un;{;?ffilktzg- purdle e forinvestmens insice .the oy e OUtsidens BEYOND THE PAGE acq’ll‘llllreec(:ir?s)i/sjgeakeg in September 2008, when the U.S. government was obliged to tz}ke
the L.olgmzion. The expected rale of return on 1nvestments in financial Markets deter. T lneotis over the giant federal mortgage agencies Fanpie Mae .and Freddie Mac, both of W.h.lCh
mines the opportunity cost of ;ap{tal. : h : @ financial crisis had invested several hundred billipn dollars in subprime mortgage-backed ss:curltlesl;
The opportunity cost of capital is generally not the mterest. il - the f.lr M pays oy 7 Over the next few days, the financial system .syarted to melt down. Both Merrill Lync
2 loan from a bank or insurance company. If the company is making a risky invest. mhhe.com/brealey9e and Lehman Brothers were in danger of failing. On September 14. the government

ment, the opportunity cost of capital is the expected rate of return that investors il
achieve in financial markets at the same level of risk. The expected rate of returp

risky securities is normally well above the interest rate on corporate borrowing.
We introduced the cost of capital in Chapter 1, but this brief reminder may
[ix the idea. We cover the cost of capital in detai] in Chapters 11 and 12.

arranged for Bank of America to take over Merrill in return for financial guarantees.
BEYOND THE PAGE However, it did nothing to rescue LLehman Brothers, which filed for bankruptcy protec-
. tion the next day. Two days later, the government reluctantly lent $85 billion to the
Igﬁ;";‘g grr'gt'r:ae"r:f giant insurance company AIG, which had insured huge volumes of mortgage-backed
securities and other bonds against default. The following day, the Treasury unveiled its
mhhe.com/brealey9e first proposal to spend $700 billion to purchase “toxic” mortgage-backed securities.
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shape. It had accumul

ireece was in the worst .+ of the si iea ite debts. In
3 t Pan, Pt gl Greece is a member of the sing sre euros to service 1is
funds, and endowmerw = S, of eovernment debt. G ' ] could not just print ¢
grown explosively. With the Qro control over its currency ‘lm_. 1L ne €100 billion. : eries of rescue packages
omplexity. [SSUETS were ne Come 2011 it defaulted on debs totali 1 d in early 2016, despite a serie: ‘national Monetary
hrough MBS described ~iley Ttent Greece was still on shaky grou pean Central Bank, and the Intet had also worried
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es gave their highest tnp;eA N i es remained stubt e draw from these fi . :
) an countries f finance, dra ncial
rafl for MBSs b rat. EUI‘()[‘_’)Cd ac a student O when flna
a0 even ased o o R ou. as a § . for the economy
| or trancnes, ~ N sy What lessons can you, -onseqgquences for : : For
~es for hom ' Man Here are three. First, n t the functions descri e WP WO n
gving ost a lot of money in the ;. Ny :otitutions do not carry ou _ : f liquidity 1n many
.. anches | , Crisis o« £ arkets and institutions do disappearance of liq o
o : in Chapter 6 of markelts art . e2ad b the sudden ; f the llllq'
| | | bond ratings : | i , amplified by tial buyers o
: s 30Y ; discuss : ill by far th : example the crisis was That meant that pOten , :
P ey 07-200° ived. It is still by far the largest . | ’. : arket for MBSs. ‘ mational func-
B e typical morigage e ’ “f’ﬁ‘m;;n:.’z;m;\w e 20‘;ne MBS market-S;NBy 2015, the aggregate MBSSSOUrce ‘ markets, including tl}ze md;‘l(;- <ure what they were worth. Thus, the infor
& ot ral, | i D8 _am wahap> :; , anC,n 2 0 RO~ : ; ]d nO[ now . :
0 e INIETeSH 0 maturieS, PECing prigage fin llion. MBSs are part bt uid assets cou 1sed. :
ity %::f(”:ﬂ:: ~had much "“T" ;,;w therefor® r;wwnpc of m"r;gevxceeded $2 r '"'On},ﬁes which Fi)nclugga 2 Odde; tion of financial markets was also colr?phrom Merrill Lynch, and the other distressed
R . The Bills WR ont str8tegY standin® = nacked securities, SeCUftn. | Stearns, L.ehman, ’ : d money
or WO ON BVOIT erous IVeSITE S0 et ST for 8sSel d on portfolios of e Second, why were Bear ’ tly financed with borrowe »
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interes! rales rose . rnge 100, DUt UE (psses V™ ncluding ' y @ " : at ha 1t
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mU;r:t‘n:)wnnonof the MBS allowed S&b;r: il got s mOTGA® e Thus]? 5 X Z; nt. Regulators since the crisis have therefore require hare ?
e pnding long, YU S8 keep R - Kone, The S&L | e leave the banks insolvent. Reg ‘ - Iso affected payout to share-
f bormrowing short and iending < ot have 10 KE e s see Edward J Kane, nsurance Mess: 1;. . ; . : rement has also ; z
;;m your local SSL. but now the S&I jﬁ;o;dbﬂ"m‘! i to 8N 'F"""""Wf{:z;nn::on D.C.: Urban Institute Press, 1989), S" Hoy, finance with much more eqmt)cli This I'eC:;llcan 18 St()pped by regulators if the bank’s
'M,SM gng:'r exampie. Fannie Mae (Fecerd! Nations oM  *kgnnie Mae and Freddie Mac (Federal Home Logn Mongage Corp) are . holders. A.U.S b. : to snuff. We cover decisions about debt versus equ1ty
ot mm‘;oram of America. The issuer CO™ mentsponsored entities (GSEs) charged with increasing the Availabifiyy, equity capital ratio 1s not up to . .d 17
gage Assoclation or . sands O ONBIS 80 PWE0 1 The GSES purchase “conforming loans” and packa : in Chapters 16 an ; :
bines your mortgage wih nuncrreg; or:;'zm o The MES & ofn?ﬂmﬁgﬁg; Nonconforming loans—for example, large. ..jumbff nd ﬁnanc;mg and paym;te ;HOCE thIe) crisis can be traced back to agency problems noted in
L ! by the ¢O - ’ resel ; : - | | «
e M?S Mk;ifzr::sumnce companies (8! WA gages—are packaged by banks such as Citigroup or Bank of Amerie | s SO IHE BAGE hThnrd,l s;rlne Ca:rs in the mortgage business were probably at least dimly aware that
sold to investors such as fife insure . ter 1. Manag &5 . :
Pold long-term, fiwdhate oblgations Cash fows fomtemort- L et to ytour,localt s?hL. mSSSf&L extracts a smy g The Dodd-Frank Act . apot’no and sgllin0 massive amounts of subprime MBSs was likely to end badly.
| | | | | ds your payments along to the ssuer, which also e Dodd- promoting g ~ : £ al
} portfolio are passed through to investors. R | @ e : : - ‘ can cause a financia
wgzgsgsem@ :g:umnca company purchases an MBS. The  gaces a small sevicing fee. Net cash flows from the portfolio ofmortgages They didn’t wake up in the e e e i) s e fat bonus before
| ey ' \ thar ‘ I Fs. S ;}" ‘ R R ] R > > : One mor
flow of savings would now match the figure in Panel b T e = mhhe.com/brealey9e Crisis, but their incentives dld. call for trying t(? Squeelf} outh holders’. The value of
the game ended. Their incentives were not aligned with shareholders’.
(a) their firms suffered accordingly.
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Mortgage loan Savings account

. : SUMMARY
Where does the financing The ultimate source of financing is individuals’ savings. The savings may flow through
for corporations come financial markets and inter

mediaries. The intermediaries include mutual funds. pension
from? (LO2-1) funds, and financial Instituti '

Why do nonfinancial

: ¢ing in order to innovate and grow. A modern
SsUer assempye corporations need modern  financial System ofters different types of financing depending on a corporation’s age and
portfolio of Mortgages .fina.ncu.ll markets and the nature of its business. A high-tech Start-up will seek venture capital financing, for
/ Institutions? (L02-7 ) example. A mature firm will rely more on bond markets
What if a corporation - In that case, the corporation is saving on behalf of its shareholders.
| Ren developeg finances investment by ,
/ { eir owy bOUsmg TDCO,;(O"HCS E5capeq g o retaining and reinvesting
S, sub arkets, 4 BIS. As wel | . - cash generated from jts
governmgmfsns:] gdges g h:én[ger 2 B Cgn bank IthdSrL]l]ffgm;g frorp : collap:se :;; o 4 Operagtions? (LO2-1)
InVestorg be maheady heay, ESCueg by the; “ce large investments I - |
50 Thus iy . 10 WO i Y In ey and, 5 ¢ 80Vernments. Many European What are the ke M
0 Ouf 2k v d§ the : . 1.0 | . y Utual and penSlon funds allow 1
.. o, ba"kfﬂg cns,'ih;eabmty 0f the gf)(:ft Of the bank bailouts mOUﬂ“’dj”‘ advantages of mutual funds i Pension funds offer an admt?gzziofa; ) glvemfy " professlonany Managed portfo-
Came S~ ngnmems 0 repay their debts. _f and pension funds? (LO2-2) advantage, because the returns

Ith g SOvereign debt crisis.
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(‘orporale Financing, How can & small, private firm finance its capital investments? Give
| | ; 3

A
o three examples of financing sources. (L02-1)

) Financial Markets. The stock and bond markets are not the only financial markets. Gjve e
. 0“1
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hree addibonal exampies (L02-1) 3

. Pinancial Markets and Institutions. True or false? (LO2-1) &
s Financing for public corporations must flow through financial markets.

b, Financing for private corporations must flow through financial intermediaries e

¢. Almost all foreign exchange trading occurs on the floors .

$ & - oors of the FOREX exc : &

York and London hanges in Ne“.’. i

. ]
- .

d ;:ﬂnamc markets are & major source of finance for many corporations
€. 1 opportumty ¢ ramts Wt : ' B
pportunity cost of capital is the capital outlay required to undertak : o
opportunit rtake a real investment

! Thl' COXl llf' A | { ;
apital is the interest rate na; | i

st rate paid on bo l R

Insttution P rrowing from a bank or other financial
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A U onid
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fin .
Corporate Fi inancing, Financial mark

Corporgle mvestment, The svings ;
cxample for each of he :
& Investor 1o (inancyy
b lm-csmrluﬁnancnw
C. Investor 1, financ)y
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e lhisjozlr:e me;hdnes channel savings from investorstéf |
ollowing routes; (7,002 /) y by many different routes. Give a specific =
' -~ | ;}‘~

Inlermed;.
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> “4 £
L

% 7 (LO2-2) el
CO ¢ \ L
0o "Pany also g fin

PPIOpriate term to ¢

b , Iversify rgmnmg investor w:
‘0cial Ingepme: d portfolig g , ] Or With only $5,000 in savings. How s

ancial intermediary? How

e
e ' [
< e

omplete each sentence. (LOZ4)

- ./ corporate bonds). =
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oney fr
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M depositors and make 10a0% =

3
A
-
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10.
11.
12

13.

14.

13
16.

.

18.

19. The Financial Crisis. True or false? (L0O2-4)
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‘ ots? (LO2-2)
s oo are finé cial markets (L

I ial Markets which of the following alt finantis

Jinancial | S.
a. NASDAQ |
b, Vanguard Explorer Fund
«  JPMorgan Chase
d. Chicago Mercantile Exchang€

. ¢ . o
artes. True or false? (LOE2 . «tock exchange.
b g S _that can be bought and sold on the stock exchang
i C

o aded funds are hedge funds S, o
a. Exchangc traded fund R Jiversification.

: a1l inve s Wit ol
b. Hedge funds provide small investor®. « of financing for insurance companies.
~  aenrance palicias is & SQURE
c. The sale ol insurance p . | : ? e A OB
d. In dcl'incd-conlrihuli(m pension plans, tzc peﬂlblonep P
: : > AT ¢ *\Mplo cC.
on the contributions by the employer and employ

Liquidity. Securities tra
is important to individua
sits are liquid; you can
nd at the same time ma

arize the differences be

| investors and to mutua

Liquidity. Bank depoO
provide this liquidity a
Financial Institutions. Summ
ment bank. (LO2-2)

Mutual Funds. Why are m .
for an individual to invest her saving

(LO2-2)

termediaries? Why does it make sense

utual funds called financial 1n 7 . R
her than directly In financial markets.

s in a mutual fund rat

i .1 Markets. Fill in the blanks in the following passage by choosing the

most appropriate term from the following list: CFO, save, financial intermediaries, st‘ock mar-
ket savings, real investment, bonds, commodity markets, mutual funds, shares, liquid, ETFs,

banks. Each term should be used once only. (LO2-3)

Financial markets and channel to . They also channel money from individu-
als who want to for the future to those who need cash to spend today. A third function of

financial markets is to allow ‘ndividuals and businesses to adjust their risk. For example, :
such as the Vanguard Index fund, and _such as SPDRs or “spiders,” allow individuals to

spread their risk across a large number of stocks. Financial markets provide other mechanisms
for sharing risks. For example, a wheat farmer and a baker may use the to reduce their
exposure to wheat prices. Financial markets and intermediaries allow investors to turn an invest-
ment into cash when needed. For example, the of public companies are because
th.ey are traded in huge volumes on the are the main providers of payment ser-
vices by offering checking accounts and electronic transfers. Finally, financial markets provide
information. For example, the of a company that is contemplating an issue of debt can
look at the yields on existing to gauge how much interest the company will need to pay.

F‘mancia} Max:kets and Intermediaries. List the major functions of financial markets and
intermediaries in a modern financial system. (LO2-3)

?‘r\‘mc;io;\fs (?f Financial Markets. On a mountain trek, you discover a 6-ounce gold nugget. A
iend offers to pay you $2,500 for it. How do you check whether this is a fair price? (LO2-3)

Functions of Financial Markets. What ki :
, . at kinds of useful info ’ ¥
obtain from financial markets? Give examples. (LO2-3) Lot b P e

Functions of Financial Markets. L -
tions: (LO2-3) . Look back at Section 2.3 and then answer the following ques-

a. The price of Entergy stock has ri
risen to $90. What is th . e ? "y
the number of outstanding shares does not change? hizriebaess ot AL

b. The rating agenc i
y has revised Catalytic Concepts’ '
. pts’ bond rating to What i
: if)];;mmate:iy, would the company now need to pay on its bondf" i R
: mer and a meatpacker use the co | .
pibsal e rr}modlty markets to reduce their ri
y ¢ in the future at a fixed price, and the other agrees to sell wi:fl-ct(\)ne agrﬁes 1o
. one sells?

a. The financial crisis was lar
el :
futures markets. gely caused by banks taking large positions in the options and

ot ! '
he prime cause of the financial crisis was an ex

commercial real estate market. pansion in bank lending for the overheated
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2hoo.coM &
[ Logon to find M:;:nc ) -
of these comPAME> == d Group Fidelity Investments, and. Pu,[nam Investments Piy
.« for the Vangudr ' - investment objectives, ris 1Ok
7 Find the webs11es m”he[hesf cites and comparc their lm(;e A )J/Ou thini( shks, past returns ..
s - ) : . % , .'
hree or four funcs fr(})zn:;jad the prospectuses for each fund. ould, or Shoy]g
. s 0 OD. o
fund fees. and :
o, et n s 1 Log on to its website, Whj
fund performance. LOZ - Which cafe
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or badly”

SOLUTIONS TO SELF-TEST QUESTIONS

a. Corporations sell securities in the primary market. The securities are later traded jp the ¥

2.1
secondary market. .
b. The capital market is for long-term financing; the money market, for short-term
financing. .
c. The market for stocks versus the market for bonds and other debt securities. 2
22 ent diversificati : . 3
~< Efficient diversification and professional management. Pension funds offer an additional

advantage, because investment returns are not taxed until withdrawn from the fund.

2.3 Mutual funds poo] . : .
. v ' ‘ iti inancial
Poor Imveslor savings and invest in portfolios of traded securities. Financial &

Institutions such gs ' ’ : .
anks or insurance “ompanies raise money in special ways, for example,

2
W14
"!
s
-
#
" 4

They provid y not only invest in securities but also
: ' provide varj : ; . .
ous other financial services. 1
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