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Funds Flowing through the
Financial Svstem

Financi al Financial
Instrum ent Financial E [nstrument
|—b Funds — Markets —» Funds
Lenders/Savers Borrowers/Spenders
( Primarily Households) (Mostly Governments

and Firms)

A

Funds —» Financial —» Funds
Financial Institutions Financial
[nstrument [nstrument




Financial Instruments

Financial Instruments: The written legal obligation of one party to
transfer something of value, usually money, to another party
at some future date, under certain conditions.

» The enforceability of the obligation is important.

» Financial instruments obligate one party (person, company, or
overnment) to transfer something to another party.

Financial instruments specify payment will be made at some
future dafte.

» Financial instruments specify certain conditions under which a
payment will be made.



Uses of Financial Instruments

ree functions:

» Financial instruments act as a means of payment (like
money).

»Fmployees take stock options as payment for working.
» Financial instruments act as stores of value (like money).

®» Financial instruments generate increases in wealth that
are larger than from holding money.

®Financial insfruments can be used to transfer
purchasing power into the future.

» Financial instruments allow for the tfransfer of risk (unlike
money).

»Fytures and insurance contracts allows one person to
transfer risk o another.



LESSONS FROM THE CRISIS
LEVERAGE

» The use of borrowing to finance part of an investment is called
leverage.

» | everage played a key role in the financial crisis of 2007-2009.
» How did this happen?

The more leverage, the greater the risk that an adverse surprise will
lead to bankruptcy.

» The more highly leveraged, the less net worth.



LESSONS FROM THE CRISIS
LEVERAGE

» How did this happen? (cont.)

= Some important financial institutions, during the crisis,
were leveraged at more than 30 times their net worth.

» When losses are experienced, firms fry to deleverage to
raise net worth.

» When too many institutions deleverage, prices fall, losses
increase, net worth falls more.

» This is called the “paradox of leverage”.




Characteristics of
FiInancial Instruments

®» These confracts are very complex.

» This complexity is costly, and people do not want to
bear these cosfs.

» Standardization of financial instruments overcomes
potential costs of complexity.

» Most mortgages feature a standard application with
standardized termes.




Characteristics of
FiInancial Instruments

» The solution to high cost of obtaining information is to
standardize both the instrument and the information
about the issuer.

» Financial instruments are designed to handle the
problem of asymmetric information.




Underlying Versus
Derivative Instruments

» Two fundamental classes of financial insfruments.

» Underlying instruments are used by savers/lenders
to fransfer resources directly to investors/borrowers.

= This improves the efficient allocation of resources.

» Examples: stocks and bonds.




Underlying Versus
Derivative Instruments

®» Derivative instruments are those where their
value and payoffs are “derived” from the
behavior of the underlying instruments.

» Examples are futures and options.

® The primary use is to shift risk among investors.




A Primer for Valuing
FiInancial Instruments

We organize financial instruments by how they are used:

» Primarily used as stores of value

1. Bankloans

» Borrower obtains resources from a lender to be repaid in
the future.

2. Bonds

» A form of aloan issued by a corporatfion or government.

» Can be bought and sold in financial markets.



A Primer for Valuing
Financial Insfruments

3. Home mortgages

» Home buyers usually need to borrow using the home as
collateral for the loan.
» A specific asset the borrower pledges to protect the lender’s
interests.
Stocks
» The holder owns a small piece of the firm and entitled to

part of its profits.
» Firms sell stocks to raise money.

»  Primarily used as a stores of wealth.




A Primer for Valuing
Financial Instruments

5. Asset-backed securities

®» Shares in the returns or payments arising from
specific assets, such as home mortgages and
sfudent loan:s.

®» Mortgage backed securities bundle a large
number of mortgages together into a pool in
which shares are sold.

» Securities backed by sub-prime mortgages
played an important role in the financial crisis
of 2007-2009.




A Primer for Valuing
Financial Instfruments

Primarily used to Transfer Risk

[

2

Insurance contracts.

Primary purpose is to assure that payments will be
made under particular, and often rare,
circumstances.

Futures contfracts.

An agreement between two parties to exchange
a fixed quantity of a commodity or an asset at a
fixed price on a set future date.

A price is always specified.

This is a type of derivative instrument.



A Primer for Valuing
Financial Insfruments

3. Options

» Derivative instruments whose prices are based on
the value of an underlying asset.

» Give the holder the right, not obligation, to buy or
sell a fixed quantity of the asset at a pre-
determined price on either a specific date or at
any time during a specified period.

®» These offer an opportunity to store value and
trade risk in almost any way one would like.




Financial Markets

®» Financial markets are places where financial
instruments are bought and sold.

®» These markets are the economy’s central
nervous system.

These markets enable both firms and individuals
iInd financing for their activities.

hese markets promote economic efficiency:

®» They ensure resources are available to those who
put them to their best use.

» They keep transactions costs low.



The Role of Financial Markets

Liquidity:

= Ensure owners can buy and sell financial instruments
cheaply.

» Keeps transactions costs low.
Information:

» Pool and communication information about issuers of
financial instruments.

3. Risk sharing:

= Provide individuals a place to buy and sell risk.



Primary versus Secondary
Markets

= A primary market is one in which a borrower obtains funds
from a lender by selling newly issued securities.

= Occurs out of the public views.

n investment bank determines the price, purchases the
securities, and resells to clients.

= This is called underwriting and is usually very profitable.




Primary versus Secondary
Markets

» Secondary financial markets are those where people
can buy and sell existing securities.

= Buying a share of IBM stock is not purchased from the
company, but from another investor in a secondary

market.

» These are the prices we hear about in the news.
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