
EE 431: Economics 
of Financial Markets 
and Institutions

Pawin Siriprapanukul

(pawin@econ.tu.ac.th)

Office Hours: Tues, 
Thurs 9.30 – 11.00 AM 
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Course 
Description

Money and capital markets; Financial 
assets; Financial risks and financial risks 
bearing; Asset pricing; the CAPM and APT 
models; Interest rate structure; Bond and 
equity instruments; Financial derivatives; 
Asymmetric information in financial 
market; Financial institutions; Risk 
management of financial institutions; 
Monitoring and controlling of financial 
institutions; The deposit insurance system



Money and 
the Financial 

System

• We use money in our daily life.  

• Why do we use money?

• We will see that money affects our lives 
in various aspects.

• We, economists, think that financial
system transfers funds from people who
have an excess of funds to people who
have a shortage.

• This promotes economic efficiency as 
well.



Financial system



Financial 
Markets

• This is a main component of the financial 
system

• Bond market

• A security is a claim on the issuer’s future 
income or assets

• A bond is a debt security that promises to 
make payments periodically for a specified 
period of time 

• An interest rate is the cost of borrowing for 
the rental of funds.

• Stock market

• A common stock represents a share of 
ownership in a corporation. It is a security 
that claims on the earnings and assets of a 
corporation.
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Interbank overnight lending rates 1 week BIBOR 1 month T-bill and G. Bond

6 months T-bill and G. Bond 1 year T-bill and G. Bond 10 years T-bill and G. Bond

MLR (Minimum Lending Rate) : Max Savings deposits : Max

Source: 
http://www.bot.or.th/English/Statistics/FinancialMarkets/InterestRate/Pages/S
tatInterestRate.aspx

http://www.bot.or.th/English/Statistics/FinancialMarkets/InterestRate/Pages/StatInterestRate.aspx








Mainstream Finance



Anomaly #1



Anomaly #2



Anomaly #3

Basu, S. (1977). Investment Performance of Common Stocks in Relation to Their Price-Earnings 
Ratios: ATest of the Efficient Market Hypothesis. The Journal of Finance 32(3), pp. 663 – 682. 



Financial 
Institutions

• This is another main component of the 
financial system

• Banks

• Banks are financial institutions that 
accept deposits and make loans. 

• They are the financial intermediaries 
that the average person interacts with 
most frequently. 

• Other financial institutions

• These include, for example, insurance, 
finance companies, mutual funds, 
government financial intermediation, 
and investment banks.



Some Basic Facts

STOCKS ARE NOT 
THE MOST 

IMPORTANT 
SOURCES OF 

EXTERNAL 
FINANCING FOR 

BUSINESSES

ISSUING 
MARKETABLE DEBT 

AND EQUITY 
SECURITIES IS NOT 
THE PRIMARY WAY 

IN WHICH 
BUSINESSES 

FINANCE THEIR 
OPERATIONS

INDIRECT FINANCE 
IS MANY TIMES 

MORE IMPORTANT 
THAN DIRECT 

FINANCE

FINANCIAL 
INTERMEDIARIES, 

PARTICULARLY 
BANKS, ARE THE 

MOST IMPORTANT 
SOURCE OF 

EXTERNAL FUNDS 
USED TO FINANCE 

BUSINESSES.



Bank Operation

• Banks make profits by 
selling liabilities (e.g. 
deposits) with one set of 
characteristics and using the 
proceeds to buy assets (e.g. 
loans) with a different set of 
characteristics. ➔ Asset 
transformation.

• Normally, banks borrows 
from short-dated deposits 
and lends through long-
term loans.



Financial institutions are heavily 
regulated 

Government 
safety net

Restrictions on 
bank asset 
holdings

Capital 
requirements

Chartering and 
bank 

examination

Assessment of 
risk 

management

Disclosure 
requirements

Consumer 
protection

Restrictions on 
competition 

(+) Prompt 
corrective 

actions



Financial 
Crisis

• Financial sector plays an important role 
to create or amplify many crises in the 
past.

• We, as economists, need to understand 
the relationship between financial 
sector and crises to solve or prevent the 
problems in the future.

• We will focus on the Sub-prime crisis.

• The sub-prime crisis leads to a big shift 
in the world of financial regulations.



Conditions 
before the 

crisis

• Credit boom

• Securitization: the “originate and 
distribute” banks

• Maturity mismatch  (Sometimes through 
“shadow” banking system)

• U.S. housing bubble

• The changes in the banking system 
(points 2 – 3) also contribute to the 
housing bubble (point 4): Cheap credits, 
lending standards fell



Manufacturing 
AAA-rated 
Securities

• Manufacturing securities of a given 
credit rating requires tailoring the 
cashflow risk of these securities—as 
measured by the likelihood of default 
and the magnitude of loss incurred in 
the event of a default—to satisfy the 
guidelines set forth by the credit rating 
agencies 

• Structured finance allows originators to 
accomplish this goal by means of a two-
step procedure involving pooling and 
tranching



The Subprime 
Financial 

Crisis 
of 2007 -

2008

• Housing Price Bubble Bursts

• When asset prices rise too far out of fine 
with fundamentals, they must come 
down

• With housing prices falling after their 
peak in 2006, the rot in the financial 
system began to be revealed

• The decline in housing prices made the 
value of the house fell below the amount 
of the mortgage

• Struggling homeowners had tremendous 
incentives to walk away from their homes 
and just send the keys back to the lender

• Defaults on mortgages shot up sharply 



Borrower’s Balance Sheet Effects





New Financial 
Regulation 

(Idea)

• The crisis has involved a regulatory 
failure as much as anything else

• The current regulatory approach 
assumes that we can make the system 
safe by simple trying to make sure that 
individual banks are safe (micro-
prudential regulation)

• In practice, it represents a fallacy of 
composition

• The current micro-prudential regulation 
should be supplemented by macro-
prudential regulation



New Financial 
Regulation 

(Idea)

• Application of CoVaR to measure 
systemic risk

• Supplementary factor (a function of 
financial system’s variables) for risk-
based CAR

• Mark-to-Funding and additional capital 
charge related to maturity mismatch





Evaluation
• Class talks 25%

• Midterm examination 30% 

• Final examination 45%   


