Birkbeck 2.13 FIR. 2008-9. Lecture 5. Capital markets.

1  Capital markets
Financial markets (the markets for retail financial services – including the markets for fund management and banking – and capital markets) allow agents to separate spending from income by buying and selling financial instruments:
Types of financial instrument:

· Managed funds (whether owned by the investing individuals or by an investment company).

· Bank deposits

· Primary securities – equities, bonds, etc.

Distinctive features of capital markets:

They deal in primary securities.
These securities are variable in price:

· Like managed funds
· But unlike bank deposits and financial management
Trade occurs without intervention of financial intermediary (bank).



Functions of capital markets:

(i) Risk sharing:

Hedging, in cases where security prices are correlated with particular types of event.

This compliments the functions of financial futures market and the insurance industry.

Diversification of risks across the community.

(ii) Information sharing:

Security prices collect information on assessments of prospective developments and thus share it across the community.

This helps inform decisions of managers, etc., and consequently signals the course of economic events generally.

e.g. ITC shares boom signalled shift to new industries.

Distinctive features of capital markets:

· Market is two-way – clients sell as well as buy.
· Prices are flexible rather than administered / fixed like management commission charges.

· The information structure is complex.

Information structure of capital markets:

In capital markets, in contrast to other financial markets:

· Many clients / traders are sophisticated professionals as skilled and knowledgeable as the dealer.

i.e. Contrast to the fund management Model in W1.

· Indeed, insider traders / clients know more than anyone else.

Insider traders know something, e.g. forthcoming takeover bid, which is unknown to others.

· Insiders’ purchases or sales may signal their information.

· Markets for banking, insurance, etc., lack this transparency.

Primary and secondary capital markets:

Primary capital markets organise new issues of securities.

Secondary capital markets are a ‘second hand’ market:

· Amount of securities remains unchanged.

· These will be the main focus in what follows.


2  Preview of capital market microeconomics:

We shall be considering four microeconomic models / issues (see, respectively, S4-7):
(a) Information asymmetric and exogenous: First case: Single trading day. (= S4 and W2)

Distribution of information between informed and uninformed traders remains unchanged.

We model this in terms of a single day’s trade – there is no learning, just revelation of information at the end of the day.

This simple model is sufficient to introduce some issues regarding ‘spread’:

· Factors determining the widest and narrowest spread set by dealers.

· The relation of spread to uncertainty.

· The informativeness of price in the presence of insider trading.

· The disappearance of the market if all traders are informed.

· The uninformativeness of prices in the absence of informed traders.

(b) Information asymmetric and exogenous: Second case: Revelation of information (=S5).

Successive rounds of trading.
We thus have inventories rising and falling; this gives signals to dealers. 

Though information remains exogenous / fixed, there is now a learning process, not just revelation at the end of trading.

· Prices are thus subject to revision.

· They gradually converge with the security’s true value.

· Changes in security price gradually reveal the inside information.

· There is a tension between different aspect of the efficiency of the market:

Market harmed by insider trading – loses liquidity, etc.

Market cannot fulfil its function of disseminating information if no traders are informed!

· The regulator thus faces a trade-off.
Must decide in each case if use of information is short-term and harmful to market, or beneficial to long-term convergence of price with underlying value.

(c) Information asymmetric and endogenous. (=S6.)
Total amount of information no longer endogenous / fixed; can now be increased –  research is informative.

Paradox: Costs of research mean that prices will never be fully informative!
· Regulatory issue:
Information is public good; transparency socially beneficial.

BUT: If information is public, research is discouraged.

· Information cannot be patented in capital markets.

· Gains for research are private, but information nevertheless socially useful through function of stock prices as indicators.

Associated problem: Information transfer within integrated firms.

(d) True value affected by share price (= S7).

True value of company share no longer held constant / exogenous to events in the capital market / unaffected by stock price.

· Principal-agent problem: shareholder monitoring of managers impractical.

· Shareholders set up incentive contract for managers; share price now affects management decisions → company performance → true value.

· Can result in new problem – shareholders and managers both align against debt-holders.

· Convexity / excessive risk-taking.

· Takeover discipline a solution?

· Capital market is not ‘incentive efficient’.

3  Primary capital markets and their regulation

Primary capital markets organise new issues of securities, e.g.
· Company flotations
· Privatisations
· Bond issues.
These issues have customarily been organised by investment banks:
These are (were? – the biggest names are currently in the process of disappearing) generally normally not investors in their own name, just brokers for the issuer.
Issue mechanisms:

· Public fixed-price offers, as in privatisations.

· Auctions, as in issue of government bonds.

· ‘Book-building’: investment bank gauges market to set flotation price.

· Underwriting of price by issuing bank, as in Eurobond and other bond markets.

Information structure:

Information is highly asymmetric:

e.g. Initial Public Offers (IPOs) involve companies about which
· Market knows nothing, 
· yet issuers know them inside out.

Regulation consequently centres on getting issuers to divulge information:

Bring provision of information up to level of existing companies:

e.g. provide three years of audited company accounts.

‘Due diligence’ in divulging relevant information:

e.g. not conceal impending law suits, price revisions, etc.


4  Secondary capital markets: functions and information structure
A ‘second hand’ market – range and amount of existing securities remains unchanged.

More informative than primary capital market (and markets for retail financial services).

Rich in publicly available information, particularly in case of blue chips.

Will accordingly be focus of the micro-models considered.

Specific functions:

· Liquidity / flexibility in spending.

· ‘Immediacy’ in cutting exposure to risk.

Liquidity and its costs:

· Capital market makes primary securities liquid / can be traded.

· But price depends on uncertain market conditions.

· Moreover, in case of mutually-owned managed (‘open-ended’) funds, investor demand for liquidity may require holding of extra liquid reserves and/or incur transaction costs.

Note: Investment companies do not incur these costs – investor actions affect the company’s own share value, not value of the (‘closed-ended’) funds they manage.
‘Immediacy’:

As soon as a capital transaction is envisaged (e.g. prospective inheritance of shares, decision to buy holiday home abroad, etc.), an individual / trader / investor faces exposure to risk:

e.g. share price movements, foreign exchange movements.

Thus has motive to ‘hedge’:

e.g. purchase put / call option, buy foreign currency in advance, etc.

This motive is termed the demand for ‘immediacy’.

This immediacy is provided by the secondary capital market, with its associated futures and options exchanges.

5  Two extreme situations in the secondary capital market.
As with primary markets, various ‘market-making’ mechanisms exist; ‘horses for courses’, reflecting, e.g.:

· Available technology.
· Degree of product homogeneity.
· Clients’ particular requirements regarding liquidity, immediacy, anonymity, etc.


Thick/homogeneous/rapid markets:
Large number of buyers and sellers need to be matched rapidly.
Traders want to hedge quickly against possible risk, i.e. high demand for immediacy.
Characteristic of markets for homogeneous / standardised products, e.g.
· financial futures
· commodities.

Prices highly volatile.

· ‘Open outcry’ in trading ‘pit’.

· Now emulated by screen-based systems, e.g. London’s Stock Exchange Trading System (SETS), introduced 1998.

Thin/heterogeneous/slow markets:
Characteristic of markets for heterogeneous products, e.g. housing:

· Much harder to match buyers and sellers.

· Prices less volatile.

· Less need for ‘immediacy’ – clients commonly sell one house to buy another, thus ‘naturally’ hedging against overall market movements.

In securities markets, the mechanism is brokerage:

· Traders have little requirement for immediacy or liquidity.

· Brokers rely on knowledge of clientele to match buyers and sellers.
· As fallback, brokers organise auction.

[Presumably securitised mortgages, etc., are to be placed in this category.]

6  Dealership markets
Dealership markets are intermediate between the above two extremes:

· Liquidity is maintained by dealers
· in exchange for privileges they receive from the stock exchange.

Two mechanisms:

(i) Quote-driven markets (as in W2):

· Dealers announce bid and ask price.

· Then meet orders out of their inventory.

Examples:
· US National Association of Securities Dealers Automated Quotation (NASDAQ).

· London’s Stock Exchange Automated Quotation (SEAQ, established Big Bang 1986, replacing ‘jobbers’ / brokers separation).


(ii) Order-driven markets:

Dealers submit ‘limit orders’ to stock exchange on continuous basis.

Stock exchange ‘crosses’ these orders against existing limit orders if possible.

Otherwise stock exchange adds the unfulfilled orders to the order book.

Stock exchange announces price schedule on basis of its order book.

Examples:

New York Stock Exchange (NYSE).

London’s Stock Exchange Trading System (SETS, established 1998 to deal in FTSE-100 shares).

Note: Mathematically, this price-formation procedure produces the same outcome as in the quote-driven system.

Dealership systems of both kinds deprive dealers of freedoms normally enjoyed by traders, i.e. 
Quote-driven system:

· Dealers cannot alter prices at will in response to fluctuations in market.

· Must sustain firm price quotes for the securities in their inventory.

Order-driven system:

· Dealers cannot alter orders or stop trading at will in response to market fluctuations.

· Must maintain firm limit orders.

In these ways, dealers retain inventories of which they would otherwise have disposed.

It is these inventories which sustain the liquidity in the market.

The privileges they are given include, e.g., exemption from stamp duty by LSE.
The demand for liquidity

· Informed / inside traders trade on better information than is publicly available.

· Uninformed traders are therefore bound to lose on average to informed traders.

· Therefore, uninformed traders, if they are rational, must be in the market for a non-speculative reason.

e.g. they have inherited shares and wish to dispose of them.

· i.e. their motive is not speculative but a demand for liquidity.

Dealers as ‘market makers’

In absence of uninformed / liquidity traders, there would be no market:

· Each dealer would suspect that other party to a transaction had their own specific information unknown to the other.

· They would accordingly all refrain from trade – a ‘no trade equilibrium’.

The supply of liquidity is guaranteed by the firm quote or firm limit order system:

· This guarantees that there can always be trade.

· ‘No trade equilibrium’ is thus avoided.

· Dealers are consequently termed ‘market makers’.
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