Chapter  5

Organization of the Financial Markets
Student Learning Objectives

After reading Chapter 5, students should be able to answer the following questions:

1. What are the different types of financial markets?

2. How do the primary financial markets function?

3. Why are secondary financial markets important?

4. How are the secondary financial markets organized?

5. How are financial markets evolving?

suggestions for use and teaching tips

For the  4th edition of Contemporary Investments we have taken the material on the financial markets and split the material into two chapters. Chapter 5 describes how the financial markets are organized and function.  Chapter 6 discusses how investors participate in the financial markets and the regulation of the financial markets.

Like the prior two chapters, the material covered in Chapter 5 is generally straightforward and descriptive in nature.  While we suggest you have your students read the entire chapter, how much class time you wish to devote to the material covered in the chapter depends on the background of your students and your specific course objectives.  Many students, for example, have already been exposed to the various types of financial markets in their introductory finance classes.  And many of the finance majors in your class may have already completed a course in financial markets and institutions.

Regardless of how much class time you plan to spend on Chapter 5, there are three general points you should stress.  First, well functioning financial markets are important to modern economies, not just to investors.  Second, financial markets in most parts of the world function pretty well, though not necessarily perfectly.  And third, trading takes place worldwide.  An institutional investor is just as likely to trade U.S. stocks in London as New York.

We have purposely left out describing how options and futures are traded in Chapter 5.  This discussion is left to Chapters 15 and 16.  The reason is simply because derivative markets have very different trading practices—such as the open outcry system—compared to stock and bond markets.  If you don’t plan on covering Chapters 15 and 16 you may wish to spend a few minutes describing option and futures markets after you’ve covered stock and bond markets.

Some additional suggestions and teaching tips include:

· Make sure your students understand that a “good” market is not necessarily a perfect market.  Nor is a good market necessarily an efficient market—using the standard academic definition of market efficiency.  Also, an open, orderly, and fair market doesn’t protect investors from losses.

· Many still get confused over the differences between primary and secondary markets.  The key is whether or not the issuer of the security receives any of the proceeds from the transaction.  If the issuer doesn’t receive any of the proceeds, then the transaction took place in the secondary market.  Be sure to point out that the vast majority of financial market transactions take place in the secondary markets.

· The terms “organized” and “over-the-counter” are somewhat out of date.  The terms refer to whether or not trading takes place in a physical location.  They no longer imply that the trading practices in an organized market are better than those in an over-the-counter market.  Even though the Nasdaq Stock Market is still classified as an over-the-counter market, it has well developed and sophisticated trading practices.

· Be sure to point out that secondary markets are important for all participants, not just investors.  Ask students why a company should even care about the price of its stock on a secondary market.

· Even though the financial markets are integrated worldwide today, institutional differences still exist from country to country.  A good example is the difference between the bond market in the U.S. and the bond market in Germany.  Since banks have more regulatory freedom in Germany, at least compared to the U.S., bond trading is basically an interbank market.

· Make sure students understand the difference between the third and fourth markets and why both exist.

lecture outline
I. What is a financial market

A. A general definition

B. Characteristics of a good market

1. Liquidity

2. Sufficient information is available

3. Trading takes place in full view of all participants

4. Price continuity

5. Low transactions costs

6. Equal access to the market

7. Price adjust quickly to new information

C. Classification of financial markets

1. Primary and secondary markets

2. Money and capital markets

3. Debt and equity markets

4. Organized versus over-the-counter markets

5. Global versus regional markets

II. Primary financial markets

A. Open auctions

1. US Treasury security auctions

2. Federal agency security auctions

3. Mortgage backed security auctions

B. Underwriting and investment banking

1. Role of the investment banker

a. The underwriting process

b. Underwriting discount

2. Competitive versus negotiated arrangements

3. Syndication

C. Private placements

III. The importance of secondary markets

A. Liquidity

B. Price discovery

C. Why some securities develop better secondary markets than others

1. Bid-ask spread as an indication of the depth of the market

2. Trading volume

3. Size of the issue

IV. Secondary bond markets

A. U.S. government securities

B. Municipal bonds

C. Corporate debt securities

D. International bond markets

V. Domestic stock markets

A. Distribution of trading activity

1. NYSE – largest by dollar value of shares traded

2. Nasdaq – largest by number of shares traded

B. Stock market indexes

C. The New York Stock Exchange

1. Listing requirements

2. Trading practices

a. Auction market

b. The role of the specialist

D. The Nasdaq stock market

1. Listing requirements

2. Trading practices

a. Electronic market

b. Role of the market maker

E. Other domestic stock markets

1. The American Stock Exchange

2. Regional exchanges

F. Third and fourth markets

1. Third market

2. Fourth market

a. Electronic Communications Network (ECN)

b. In house networks

VI. International stock markets

A. The London Stock Exchange

B. The Tokyo Stock Exchange

C. Emerging markets

VII. The future of the financial markets

A. Growing importance of institutional investors

B. Globalization

C. Advances in technology

D. Will 24 hour trading every  become a reality?

Investment Insight Box – Stock Market Indexes

The Investment Insight box describes some of the differences between arguably the two best known stock market indexes:  the Dow Jones Industrials (Dow 30) and the S&P 500.  Virtually all students have heard of these two indexes and will find the box quite interesting. 

Some questions you can ask and issues you can discuss include:

· Explain the differences between the Dow 30 and the S&P 500.

· How would a stock split affect each index?

· Why would a one point change in the price of a stock such as Cisco Systems—the currently the stock with the largest market capitalization—have a larger impact on the S&P 500 than a one point change in the price of a stock such as K-Mart?

· Which index do you feel better represents the overall stock market?  Why?


Investment History Box – The Tokyo Stock Market Bubble

The Investment History box reviews the Japanese stock market bubble of the late 1980s and early 1990s.  From about 1985 to 1990 the Japanese stock market exhibited all the classic symptoms of a speculative bubble—in fact many compare the Japanese market of the late 1980s to the U.S. market in the late 1920s.  The box reinforces the two major lessons of speculative bubbles:  One, that price and value can diverge substantially at times, but eventually the market corrects itself; and two, human behavior and emotions play major roles in determining security prices.

Some issues you can explore with your students include:

· Compare the Japanese market in the late 1980s to the Dutch tulip bulb bubble in the 17th Century and the American stock market in the 1920s.

· How can you tell when a normal bull market becomes a speculative bubble?

· What long term consequences did the breaking of the bubble have for the Japanese economy?

· Why has it taken so long for the Japanese stock market to recover?

· What was the relationship between real estate prices and stock prices in Japan during the late 1980s?

Answers to End of Chapter exercises

Review Exercises

1. The major characteristics of a good market are liquidity, sufficient information, trading takes place in the open, price continuity, rapid price adjustment to new information, and low transactions costs.  Any major financial market—such as the NYSE or the Nasdaq stock market—will have these characteristics.

2. Classifications include:  primary versus secondary, debt versus equity, money versus capital, organized versus over-the-counter, regional versus global.  Most transactions in the financial markets take place in the secondary markets.

3. The Treasury auctions securities on a regular basis.  T-bills are auctioned weekly while bonds and notes are auctioned quarterly.  The Treasury announces before hand how much in securities it will be selling and solicits bids.  Only government bond dealers submit competitive bids (bids that specify the price); other investors submit non-competitive bids.  Small investors can participate in Treasury auctions—submitting non-competitive bids.  In fact, small investors can buy securities directly from the Treasury.

4. The investment banker buys the security issue from the issuer (either a corporation or a municipal government) and then resells the issue to investors at a slightly higher price.  Issuers use services of investment banks because investment banks are experts in the capital markets and help issuers price and market new security issues.

5. Liquidity is the ability to turn an asset into cash at a price close to the security’s current market value.  The main reason some markets are more liquid than others in volume—the higher the volume, the more liquid the market.

6. The terms “organized” and “over-the-counter” are somewhat out of date.  Today an organized market is one where trading takes place on a trading floor.  An over-the-counter market is one where trading takes place via a communications network.  The NYSE is an organized market while the Nasdaq stock market is an over-the-counter market.  In the U.S., government bonds and municipal bonds are traded by bond dealers through OTC markets while corporate bonds are traded through OTC or some of the major stock exchanges.

7. Each NYSE stock is assigned to one of 42 specialist firms—one specialist per stock.  The specialist is responsible for making a market in that stock.  The specialist also keeps the limit order book.  A Nasdaq market maker performs essentially the same functions as a NYSE specialist.  The major difference is that each Nasdaq listed stock has at least two market makers—some have many more.  A specialist make money by acting as agents in limit orders to receive commissions and by buying and selling the stocks assigned to them.

8. The third market is the trading of NYSE listed stocks off the floor of the exchange.  Third market activity is designed to facilitate the orderly trading of large blocks of stock.  Third market activity is reported along with regular NYSE trading activity.  The fourth market is the private trading of listed stocks between investors.  The volume of trading in the fourth market is not totally reported.  Instinet is a fourth market network.  It provides agency brokerage services to mostly large institutional investors.  Most of the stocks traded on Instinet are Nasdaq listed stocks.  An ECN links investors, usually over the internet, allowing them to buy or sell stocks directly with one another.  ECN trading does not have market makers, often leading to faster execution, better prices, and anonymous trading.

9. Some of the largest stock markets outside the United States are the markets in London, Tokyo, Paris, Frankfurt, and Toronto.  Most of these markets have moved away from trading floors and are now more electronic markets.  In that sense they more closely resemble Nasdaq than the NYSE.

10. The three factors include:  technology, globalization, and the rise of institutional investors.  Round the clock trading would be beneficial in the sense that trading would be even smoother and more orderly than it is today.  Prices could constantly adjust to new information without having to wait for the various exchanges to open.  The downside of round the clock trading is the strain it would likely put on electronic and human systems.


Critical Thinking Exercise
We’ve used this exercise in a variety of courses and students seem to enjoy it.  They’ve all heard of the various stock market indexes and are interested in learning more of the details about them.  The information students need to collect is readily available from a variety of sources—both print and electronic.  If you want to give students some guidance, suggest they visit the following Web sites:  http://averages.dowjones.com, www.wilshire.com/indexes; www.standardandpoors.com.

1.  Over the past five years the Dow has performed slightly better than the S&P 500 and noticeably better than the Wilshire 5000.  The explanation lies in the composition of each index.  The Dow, and to a lesser extent the S&P 500, is made up of large, big capitalization stocks.  The Wilshire includes the large cap stocks, but it also includes small stocks.  In fact, the Wilshire 5000 actually contains closer to 7,000 stocks.  Over the past five years small stocks have under performed large ones.

2.  The Dow is a price weighted index while the S&P and Wilshire are value (market capitalization) weighted indexes.  The Dow equals the sum of the prices of the 30 stocks divided by a number—called the divisor.  The S&P and Wilshire are calculated by summing the market values of all the stocks in the index and dividing that sum by a so-called “base line value.”  As the composition of the indexes change, the divisor or base line value is adjusted in such a way so the index remains continuous.

3.  For example, the Dow’s current divisor—as of March 2000—is .20145268.  A 2 for 1 stock split will lead to a smaller divisor.

4.  For example, in November 1999, the Dow replaced four stocks.  Four stocks were added:  Home Depot, Intel, Microsoft, and SBC Communications.  These four replaced:  Chevron, Goodyear, Sears, and Union Carbide.  General Electric is the only member of the original Dow still part of the index.

5.  Opinions will vary, but many students will conclude that the Wilshire 5000 is the best overall representative of the “stock market” since it includes virtually all stocks that are publicly traded in the United States.  Point out that of the three the Wilshire is the least publicized.
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