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The Role of Financial Markets and
Institutions

A financial markets
o Market with assets (securities, financial instruments)
o Selland buy ...
o Transfer of funds...
Deficit subjects
Surplus subjects
Financial Market: a market in which financial assets
(securities) such as stocks and bonds can be
purchased or sold
o Financial intermediation — financial savings to investments
o Payment system
o Means of manage risk



Role of Financial Markets

Transfer funds from those who have excess
funds to those who need funds.

o Students — student loan

o Families — mortgages

o Business — finance they growth

o Government — finance their expenditures
One side supply funds, the other side

demand funds

Earn a return but only if fund is available in financial
market



Role of Financial Markets

Surplus units — lenders, investors
o Recelve more money than they spend

Deficit units — borrowers

o Spend more money than they receive
This relation is formally organized by
securities

o Agreement between lender and borrower
o Claim on the issuer
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Main categories of financial

instrument
= Debt

= Equity

= Derivative
= Currency

= Commodity




Debt securities

o Represent debt incurred by issuer — credit, borrowed funds
o Deficit units issue the securities to surplus units and..

o ...pay interest to surplus unit on a periodic basis (such as every
SiX months) — only for coupon bond

o Characteristics:
Maturity date
Face value
Interest rate (fixed or variable)
o Kinds
Coupon bond
Discount bond (zero coupon bond)
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Equity securities

Represent equity or ownership in the issuer — stocks
o Common stocks

Which are claims to share in the net income (income after
expenses and taxes) and the assets of a business.

If you own one share of common stock in a company that has
issued one million shares, you are entitled to 1 one-millionth of
the firm’s net income and 1 one-millionth of the firm’s assets.

o Equities often make periodic payments to their holders
Dividends (if the shareholders’ meeting approves)

o They are considered long-term securities because they
have no maturity day.

o Priority stocks (cummulative priority stocks)
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Role of Financial Markets

Advantages and disadvantages
o Debt vs. equities
o Disadvantages of equities

Equity holder is residual claimant

Dividend is not tax deductible, expensive form of
the capital

o Advantages of equities

Holders benefit directly from any increases in the
corporation’s profitability or asset value



Type of Financial Markets

Money versus Capital Markets

o O O O O

Short-Term, < 1 Year
High Quality Issuers
Debt Only

Primary Market Focus

Liquidity Market--Low
Returns

o o O O 0O

Long-Term, >1Yr

Range of Issuer Quality
Debt and Equity
Secondary Market Focus

Financing Investment--
Higher Returns



Type of Financial Markets

Primary versus Secondary Markets

2 New Issue of Securities o Trading Previously Issued
o Exchange of Funds for Securities
Financial Claim o No New Funds for Issuer
(I owe you) for Lender (market makers, electronic

networks, etc.)



Type of Financial Markets

Securities brokers and dealers are crucial to
a well-functioning secondary market

o Brokers
o Dealers



Type of Financial Markets

o Stock Exchange Q
o Visible Marketplace Q
o Members Trade
a Securities Listed -
o New York Stock

Exchange -

o NASDAQ (2006)

Q

OTC

Wired Network of
Dealers

No Central, Physical
Location

All Securities Traded
off the Exchanges

Forex

o Because over-the-counter dealers are in computer
contact and know the prices set by one another, the
OTC market is very competitive and not very
different from a market with an organized exchange.
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How Financial Markets Facilitate
Corporate Finance

Three segments of finance
o Corporate finance

How much funding to obtain and how to invest a proceeds to expand
their operation

0 Banks

o Capital market
o Investment management

Make a decision about form of financing and investing

o Debt vs. Equity financing or investing — investment banks
o Financial markets and institutions

Attract fund from investors and channel the funds to corporation

Money market — borrow on short term basis

0 Support existing operations

Capital market — obtain long term funds

0  Support corporate expansion



How Financial Markets Facilitate
Corporate Finance

Exhibit 1.1 How Financial Markets Facilitate Corporate Finance and Investment Management
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Investment Management Corporate Finance (or Financial Management)

w Source: Madura, J.: Financial Markets and Institutions, 9th Edition




IBM US $ Market oo F180.53 /185.44P 2x4

o Pl-: 182.79 Vol 5,699,331
1 Create Report Weighted Average Cost of Capital
Intsrnstmnsl Business Machines Corp Period [HI@M 2013 Q4 Filing MR
Cost of Capital - Current Marlet Value Capital Structure (Millions of USD)

r\-"
[ ]

O Lad
-

o0 GO O

Lad
r"'\-.l
L O ™,
B oot

[ T

I
L
I o ]
oo
1L
|
DCI

Weight! Costt WxC Market Cap

1) Equity 83.7% 9,9% 8.3% ‘ ST Debt

4) Debt Cost (A-T) 16.3% 3% 0.4% I LT Debt

5 Preferred Equity 0.0% 0% 0.0% Pref. Eqty
WACC ES Total

s I e T

Rl
-

Lad

LY e

&) History Economic Value Added (Millions of USD)

= WACC mEVA ®mROIC mmEVA Spread 1) Net Operating Profit 19,262.00

- W .21 8) Cash Operating Taxes 1,054.41
NOPAT 18,207.59

9) Total Investment Capital 81,159.00
Capital Charge 7,046.38

Economic Value Added 11,161.21

PﬁIF

EVA Spread

ﬁustru11u 61 = 9??? EEDD Eruz11 5511 3048 4500 Eurnpe 44 20 FEBD 7300 Germony 49 &9 2204 1210 Hong Kong 852 2977 EDD
Jopoan 81 32 3201 2500 Singopore §2 6212 1000 U5, 1 212 218 2000 Copyright 2014 Bloomberg Finonoce L.F.
5M 231461 CET  GMT+1:00 HIZ3-3223-3 24-Feb—2014 11:57:04

-

g

]

o
]




Securities Traded in Financial Markets

Return

o Expected return from investment
Ex post
Ex ante

o Mean of return

Risk

o Uncertainty surrounding the expected return

o More uncertainty surrounding the expected return more risk
o Standard deviation or variance
a

E)oeffic;ient of variation = expected risk (standard deviation)/ expected return
mean

Amount of liquidity
Tax status

Normally

o High return with particular preference of low risk and adequate amount of
liquidity
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Securities Traded in Financial Markets

Money market securities

o Only debt securities

Capital market securities

o Bonds

o Mortgages and Martgage-Backed securities
o Stocks

Derivative securities

o Speculation

Speculation on movement in value of underlying assets
without having to purchase those assets

Leverage effect
o Hedging
Commodities
Foreign currencies



Money market
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1)Bond Infa MName TREASURY BILL ID Number 912796HD4
i — Tndustry US GOVT NATIONAL CUSIP  912796HD4
$) Guarantors Security Information ISIN US912796HD44
5 Band Ratings Issue Date 08/27/15 SEDOL 1 BYMKRES
t) Identifiers Interest Accrues FIGI BEGOO9TCBQME
7 Exchanges 1st Coupon Date Tssuance & Trading
Iy [PEriIsE Maturity Date  02/25/16 Disc @ Issue 295000

9)F Restrict .
10% Siiidufess e Floater Formula N.A. Risk Factor 074

1) Coupons Workout Date Amount Issued 106999 {MM)
Security Type USD | Amount Outstanding 106999 (MM)

Quick Links Cpn Frequency Type NONE Minimum Piece 100

AT (FIEY Mty/Refund Type NORMAL Series Minimum Increment 100

MORD  Quote Recap . .
WCACS Corp dction | —@.C 1ype  DISCOUNT

BICN  Sec News Hay Count AETIB&H
HIHDS Holders Market Sector US GOVT
Country us Currency usD
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IBM US % Market e F120.51 /122.00F 1x1
ul Frev 120.96 Vol 196

IEM LS Equity 98 Report Fage 145 Security Description: Equity

3 Issue Info 3 Ratios 4 Revenue & EPS 9 Industry Info

INTL BUSINESS MACHINES CORP FIGI BEGOOOBLNNH&

t) BI Company Primer | BICO » Classification IT Services

International Business Machines Corporation (IBM) provides computer solutions through the use

of advanced information technology. The Company's solutions include technologies, systems,

products, services, software, and financing. IBM offers its products through its global sales and

distribution organization, as well as through a variety of third party distributors and resellers.

%) Price Chart | GP » 9] Estimates | EE » '3) Corporate Info

Mina, .| |Date (E) 04/18/16| |14) www.ibm.com

fact L, | |P/E 8.05| |Armonk, NY, United States

" Est P/E 12/16 8.99| Empls 379,592 (12/31/15)

T12M EPS  (USD) 15.02 5] Management | MGMT »
Est EPS 13.45| |16} Virginia M Rometty " Ginm"
Est PEG 1.33| | Chairman/President/CEC

Px/Chg 1D (USD) 120.96/-1.33% 17} Martin J Schroeter

52 Wk H (05/04/15) 176.20 12} Dividend | DVD = Semor VP /CFC

S2wWkL  (01/20/16) 118.00| |Ind Gross Yield 4.30%| |18) Arvind Krishna

YTD Change/% -16.66/-12.11% |5Y Net Growth 14.87%| | Senior VP/Dir:Research

Mkt Cap (USD) 117,344.5M| Cash 02/08/16 1.30| |12M Tot Ret -17.57%

Shrs Out/Float 970.1M/888.3M Beta vs S5PX 0.79

SI/% of Float 23.4M/2.64% 71} Depositary Receipts

Days to Cover 4.3 Active Receipts 4
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IBM US 5 Market M F120.51 /122.00F 1x1
ul Prev 120.96 Vol 196
IEM US Equity 0% Report Page 2/5  Security Description: Equity

1) Profile J Ratios 4 Revenue & EPS 9 Industry Info

&) Public Offerings | CACS » 8] Inst Holdings | OWN »

Follow-on Offering  12/01/1968, Common Stock IP0D 11/11/1915| | # of Inst. Owners 2,647

Shares Off/Split Adj 50.00k/800.00k Shares Owned 609.29M

Share Price/Split Adj $ 328.50/20.53 Shares Out/Float 62.8%/59.5%

Lead Manager Merrill Lynch & Co # of Buyers/Sellers  897/1.045k

Shares Bought 973.31k

5} Issue Information | RELS » 10} Eq Wats | WGT » 11) Insider Holdings | OWN »

Sec Type Common Stock SPX N.A.| | % Held by Insiders 0.08%

Pri Exch New York PAR  USD 0.2| |INDU 5.195% | Net Change Last 6M -7.37%

Pri MIC  XNYS RAY N.A. '12) Top Holders | HDS »

Incorp UNITED STATES (NY) RIY MN.A. as of 01/27/2016

SIC Code 7389 (BUSINESS SVC) SSINFT N.A.| | BERKSHIRE HATHAWAY INC 8.35%

FIGI BBEGOOOBLNNHG RLV M.A.| | VANGUARD GROUP 6.03%

ISIN Us4592001014 RLG MN.A. | BLACKROCK 5.08%

CUSIP 459200101 OEX N.A.| | STATE STREET CORP 5.02%

SEDOL1T 2005973 US NAICS 541512 DITMNMO 0.000% | STATE FARM MUTUAL AUT... 1.72%

Common 009703799 WPK # 851399 | SPR MN.A. | FMR LLC 1.53%
Sicovam 012964 | [3] Option | OMON = BEANK OF NEW YORK MELL... 1.34%

Opt/LEAPs/Marginable
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Search Name In=aved Search i What's New?
13 Matrix 13 Rank 14 Holders 4% -
13 Bonds (36) IRiloansetol =

Group by Mone 36 J 36
'R Tssuer Mame Ticker | Cpn! MaturityT 'Series 'BEG Compostt Maturity Curr
I N e e Y s e e
Average 3.407
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1]Exchanges Rank Sr Unsecured Series S&P AA-
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&) Identifiers Cross Default
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) B Certain Sales of Assets

8 Imv Parties
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1) Coupons Debt Service Coverage Ratio
Quick Links Free Cash Flow To Debt Service Ratio
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6] Identifiers STANDARD & POOR'S (1]
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‘ Direct and Indirect Financing
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FIGURE 1 Flows of Funds Through ihe Financial System




Role of Financial Institutions

Financial institutions
o Depositary Institutions
o Non-depository Financial Institutions



Why are financial intermediaries and
indirect finance so important?

Transaction Costs

o Transaction costs, the time and money spent in carrying
out financial transactions, are a major problem for people
who have excess funds to lend.

o Financial intermediaries can substantially reduce
transaction costs because they have developed expertise
In lowering them, and because their large size allow them
to take advantage of economies of scale.

o For example

A bank knows how to find a good lawyer to produce loan
contract, and this contract can be used over and over again in
this loan transactions, thus lowering the legal cost per
transaction.



Why are financial intermediaries and
indirect finance so important?

Risk Sharing

o Another benefit made possible by the low transaction costs
of financial institutions is that they can help reduce the
exposure of investors risk.

o Financial intermediaries do this through the process known
as risk sharing.

o They create and sell assets with risk characteristics that
people are comfortable with. The intermediaries then use
the funds they acquire by selling these assets to purchase
other assets that may have far more risk.

o Asset transformation



Depository Insitutions

Accept deposit — provide credit — purchase
securities

Offer deposit account

Repackage funds to provide loans
Accept risk

Expertise available

Diversification



Types of Depository Financial Institutions

Savings Credit Unions
Institutions $.5 Trillion
$1.3 Trillion Total Assets

Commercial
Total Assets

Banks
$5 Trillion
Total Assets




Nondepository Financial Institutions

-ocused on capital market
_onger-term, higher risk intermediation
_ess focus on liquidity

_ess regulation

Greater focus on equity investments




Types of Nondepository Financial Institutions

Financial Mutual Securities
Companies Funds Firms

Insurance Pension
Companies Funds




Comparison of Role among Financial
Institutions

Exhibit 1.3 Comparison of Roles among Financial Institutions

; Depository Institutions
Deposits (Commercial Banks,
Savings Institutions,
Credit Unions)

Furchase Finance
Companies

Securities

; Deficit Units
Mutual Funds { (Firms, Government
Shares I Agencies, Some
Individuals)

Purchase

Prmiums ) Insurance
Gompanies

Policyholders

Employers Employee
and s .
Employees Contributions

Pension Funds

-=— Source: Madura, J.: Financial Markets and Institutions, 9th Edition




‘ Summary of Institutional Sources and

Uses of Funds

Exhibit 1.5 Summary of Institutional Sources and Uses of Funds

FINANCIAL INSTITUTIONS

MAIN SOURCES OF FUNDS

MAIN USES OF FUNDS

Commercial banks

Deposits from households, businesses,
and government agencies

Purchases of government and corporate
securities; loans to businesses and

households

Savings institutions

Credit unions

Finance companies

Deposits from households, businesses,
and gnvernmenr agencie.ﬁ

Purchases of government and corporate
securities; mortgages and other loans to
households; some loans to businesses

Deposits from credit union members

Loans to credit union members

Securities sold to households and
businesses

Mutual funds

Loans to households and businesses

Shares sold to households, businesses,
Eﬂd gnvernment EgEﬂCR?S

Money market funds

Shares sold to households, businesses,
and government agencies

Purchases of long-term government and

corporate securities

Purchases of short-term government and
corporate securities

Insurance companies

Insurance premiums and earnings from
investments

Purchases of long-term government and
corporate securities

Pension funds

Employer/employee contributions

Purchases of long-term government and
corporate securities

= Source: Madura, J.: Financial Markets and Institutions, 9th Edition




Relative Importance ot Financial
Institutions

Finance Companies Credit Unions
$1,460 (3%)  $758 (2%)
Savings Institutions
$1,815 (4%)

Securities Firms
$3,002 (7%)

Mutual Funds
$11,201 (24%)

Insurance Companies
$6,324 (14%)

Commercial Banks

Pension Funds -
$10,175 (22%) $11,194 (24%)




Thank you for your attention
Sum up:

http:/ /www.youtube.com/watch?v=Gn]
COof2H]k



http://www.youtube.com/watch?v=GnJCOof2HJk
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