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1  Summary of shortcomings of stock markets

· Allowing signals from insiders helps disseminate information / efficient allocation of scarce resources.

e.g. director share transactions, company share buybacks, etc.

BUT may reduce liquidity / deter liquidity trade.

· Regulator faces insoluble problem:

Banning insider trade → false prices / false market.

Must just try to make judgement on trade-off between two ‘least worsts’.

· Leaks of information give information to rival:

Hence companies may prefer to remain private → ‘information dilution’.

· Shareholders interfere with management – ‘control dilution’.

Venture capital provides one solution; closer involvement of lenders in management / helps ongoing monitoring / prevents free-riding.

· Short-termism:

Investors have research motive to screen for short-term capital gain / speculation, but not to monitor ongoing company management.

· Problem of coordinating decentralised monitoring.

· Management equity participation not incentive-efficient.

Leaves motive to overstate profits, etc.

Takeover discipline a solution?
· Highly sophisticated and effective legal and accounting framework necessary to overcome all these complex problems.

Example of how intermediation may resolve these problems:

· Bank confidentiality and signalling role of bank lending
Differences between banking and capital markets – overview.

	
	Capital markets
	Banking markets

	Transparency
	Open
	Confidential

	Typical investors
	Small
	Large

	Contracts
	Equity and bond
	Loan and deposits


2  Example of intermediation theory: Bank confidentiality and the signalling role of bank lending
Say company wants to raise finance but has inside information that P < V.
Capital market may not provide solution to this problem:

· The relevant information may be ‘strategic’ / company may want to keep it away from commercial  rivals.

e.g. Product development plans.

· Company may be small / not in position to ‘signal’ through share buyback, director share deals, etc.

· Bank loan may solve these problems:

· Company makes confidential information disclosure to bank → bank becomes insider.
· Bank loan is then announced, and gives signal to market → P↑

(Note: Formal bank loan announcements largely a US phenomenon.)

· Mutual benefits of this ‘customer relationship’:

· Reduces bank’s research cost.

· Company’s bank account provides ongoing monitoring.

· Avoids inefficiency of decentralised monitoring.

· Company raises money without revealing strategic information to rivals.

Furthermore: bank benefits from resulting ‘equity cushion’:

· Increased demand for equity following bank’s announcement results in equity ‘cushion’ → further protection of bank’s loan.

· i.e. Bank turns free-rider problem to own advantage!

Open market: 
Free-riding → research not often worthwhile.
Bank loan: 
Costs of research reduced, and bank benefits from cushion.
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Limitations of the ‘signalling’ theory: 

Only analyses effect of one-off announcement by bank.

· Thus models initial screening OK / deals with problem of adverse selection.

· BUT: Does not address ongoing monitoring advantages of bank.

Thus does not address moral hazard and state verification.

Hence needs to be supplemented by second strand of theory to address:

· Bank’s advantages in ongoing monitoring:

Economies of scale and scope through being the company’s book-keeper.

· Design of incentive contracts:

Align interests of managers with those of bank.

Ensure truthful reporting.



8. INTERMEDIATION.





1  Summary of shortcomings of stock markets.





2  Example of intermediation theory: Bank confidentiality and the signalling role of bank lending


Bank becomes insider; effects of announcement of loan; mutual benefits; ‘equity cushion’; limitations of the theory.





i.e. Complementarity between banking and capital markets.





Helps explain why even large companies borrow from banks as well as bond markets.








