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ing Ihe value ol thc security. Passivc investment strategies nlay nake scnse in neally efticient

mrrkets.

Financial inte nediaries pool investor l'unds and invest theln. Their services arc in clemand

because small invcst(n-s cannot elicicntly galher intbrmittion, diversify. and monitor porttb'

lios. The tlnarcial internlediary sells ils o$n sccurilies to lhe smlll investors. The intctmediary
jnvcsls lhe funds thus raised. uses thc pRrceeds to pay back the small invcst(xs, and prollis tionl
d1e dit]ercnce (the spread).

lnvestlncnt bankil]g brings etliciency to cotporale fund-raising. lnveslment bankers develop

expcrtise in pricing new issues aod in markeling thcnr to inveslols. By the encl rtI2008' all thc

najor stend alone U.S. investment banks had been absolbed into commercial banlts or had

reorganized lhenrsclves inLo bank holding conpanies. ln Etttope. where universal balking had

ne\,er bccn prohibiled. large banks had long maintained both conlmercial alnd invcshncnt bank

ing di,isions.

The nancial crisiso1 2008 showcd the importancc ofsystemic.isk Policies thal linlit this risk

iiclucle Iransparency lo allow traders and investors lo assess the risk 01 their c,rtlntelpJlti(s.

capiral adequacy Io pre\ent lrading fafticipunls liom bcing broullhl down by potential losses.

frequent scttlcmenl of gains or krsses lo pLevcnt losses lion acclllllLllatin!! belond nn institu

tjon's ability lo bcar thcn, incenlivc\ to discoLirtge exccssive risk taking, and acctlrate and

unbiaseclrisk assessnenl b) thosc char-ged with cvxlulting security risk

Related Well srtes

for th 5 chapter are

avai ab e at www.
mheducation.asia/
olc/bodie

inlest enl

teal rssels

tlnrncial n\scts

fixed income (debt) sccurilies

ecluity

deivative securilics

rgenc) problcnl

assel rllocxtion
sccurity sclection

secLr ily iinellsis
risk rlrtLrrn trade-otf
passive miinegcnlcnl
llclirc mrnagenenl
linllncial ilrtcrnrcdiilrics

iD\estntent conrpllnies

inlestnrcnt bankers
primary nrlr'kct
secondrD nlrrkel
\ccL[ilizalion
\vstc-nric risk

Prgplgm
L lrinancirl engineering hes been disparescd as nothing rr(rrc thrn pilPer shlrlrling Critics

rr!ue Lhul resollrccs Lrsed lof r..rrrzrrgirg \\'enllll (th|tt is. htrndling nnd LLnbLlndling finirncial

rssets) nright be be1le. spcnt on./r,/rli'.g wcllth (that is. creating rcal rsscts). LrlrlLLric this

criticism. Are il y bcnelits reiLlizedby crcllting an adal of dcrivative securr-itics fronl Yrrious

primlry sccLrrities l

L Wh) wouldyoLr expect sccuritizltion lo lirkeplxcconly in highl! dcvcloped cirpillll nlil.kctsl

I Whiit is the relxtionship hctween securitiTation and the role oftinancial inlennedialrics in thc

ccorolnl I Whirt bappens to lintncill internedilries as scctlritizlllion pao-grcssc{ l

'1. AlthoLrgh we strtcd thirt rerl assets cortrptise lhe t.ue lroductiYc c|plcity ol rn ctr,nr,m) il ir
hlrd to conceive 01 ! rnodcrn econ(ntly rvithout !\,ell dereloped tinlncial nlrrkels lnd sccurity

tyfcs. Ho\\'\lould the p()LiLrclive clldcil)' of the U.S. ccononv be llllected if thcrc \\'ere no

narkels in which one could trxcle financirl lsscts l

5. FiInls rrisc capilNl fioln invcs()rs by issLrilg \harcs in the prinary mxrkets. l)oes lllis i rplv that

corporate llnarncirl nlunagers can ignorc trading ol Previously issued shlr-cs in thc seconchry

mrrkcil



PART 1 Int.oduction

1.

6. Suppose housing p ces across the world double.

a. Is society any richer lbr the change l
D. Are homeowners wealthier?
c. Can you reconcile your answers to (a) and (b)1 Is anyone worse of.f as a result of the

change?

Lanni Products is a start-up computer software development firm. It cunenlly owns computer
equipment worth $30,000 and has cash on hand of Xi20,000 contribLrted by Lanni's owner.s. For
each of the following transactions, identify the leal and/or financial assets that trade hands. Are
any financial assets crcated or dcstroyed in the transaction?

d. Lanni takes out a bank loan. It receives $50,000 in cash and signs a note promisiug ro piLy

back the loan over 3 years.
h Lanni uses the cash fiom the bank plus $20,000 of its own lunds to finance the development

of new financial planning software.
c. LanDi sells the softrirare product fo Microsoft, which will market it to the public under the

Microsoft name. Lanni accepts payment in tlte form of 1.500 shares of Microsott stock.
.l Lanni sells the shares of stock for $80 per share and uses part of rhe proceeds to pay o1T the

bank loan.

Reconsider Lanni Products liol]l the previous problem.

4. Prepare its balance sheet jusl after it gers the bank loan. What is ihe ratio of real assets to
total assets?

h Plepare the balance sheel after L{nni spends the $70,000 to develop its software product.
What is the ratio of rcal assets to total assets?

$100,000,000

c. Prepare fhe balance sheet afier Lanni accepts tlte
payment of shares from Microsolt. What is the
ratio of rcal assets to iotal assets?

9. Examine the balance sheet of conmercial banks
ill Table 1.3. What is the ratio ol real assets to total
assets? What is that ratio for nonfinancial fl rs
(Table 1.,1)'l Why should this difference be expected?

10. Consider Figure 1.5, which describes an issue of
American gold certificates.

d. Is this issue a prjmary or secondary market
transaction?

17. Aie the certificates primitive or derivative assels?
.. What market niche is filled by this olfering?

I 1. Discuss the advantages and disadvantages of the fol-
lowing lorms of managerial compensation in te ns
of mitigating agency problems, that is, potential con-
flicts ofinterest between managers and shareholden.

a. A fixed salary.
1,. Stock in the firm that must be held tbr flve years.
,. A salir1 linked lo the llrm . profil..

12. We noted lhat oversightby large institutional investors
or creditors is one mechanism to reduce agency prob
lems. Why don't individual investors in tho firm have
the same incentive to keep an eye on management?

13. Give an example of three financial i:rtermediaries and
explain how they act as a bridge between small inves-
lor: and large capilal mcrkel\ nr corporttion\.
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CHAPTFR 1 The Investment lnvironncnt

The avenge rate oi ret lll on invcstnrcnts in large stocks hars outpaced that or in\c.tncnl\ in

TreasLrry bills b) ebout 77. since 1926. Why. then. does anyone invcst in T|easLrry bills)

what arc sorre aclvantages and disldvrrtages of top down versus boltom up invesling styles l
You scc xn acl\,ertisemenl lbr a booli that claims to sho\\ how yorr can nake $ I nil]ion with no

risk ilnd wilh no noncy down. Will 1-ou buy the bookl

why do financial lsscts shorv Lrp as conponent oi honschold $,calth. but nol ol nationitl
rvcllth l Why do llnancirl Issets still matlcr for lhe rraterial well being ol an econorDy l

Wall Strcet fiInls hrve lriditionllly compcnsatcd their lraders wilh a sllar'e of the tradirg prollts
thrt lhey generirted. Ilo\\'might this practice hule Illected iradcrs' willingncss to assume r-iskl
Whrl is the agency problen lhis practice engcndcrccl l

What relinrns lo the llnancilL syslcnr rnighl lccluce iIs exposure lo slslenlic ri\k l

Market Regulators

1. Go to the Securities and Exchange Commlssion Web site, www.sec.gov. What is the
mission of the 5EC? What inforrnation and advice does the sEC offer to beginning
investors?

2. Go to the FINRA Web site, www.finra.org What is its mission? What informatlon
and advlce does it offer to beginners?

3. Go to the losco Web site, www.iosco.org. What is jts mission? What informatlon
and advice does it offer to beginners?
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The cent|al issuc is the incentive 10 nonitor the quality of lolns whcn or-i-linatecl as rveLl as

ovcr tirne. Frcddie and Fiunie clearly had inccnli!e to rnonilor tlle quillily of conlorming loans

lhrt they hrd gLrar^nlccd, ancl their ongoing relaliorship\ wilh rnorlgagc originat(t-s gave lhem
opportunities lo evalrrte lrack records ovcr cxtcndcd pcr-iocls of time. In tl]e subf'rir)re rnnrlqn!u

nrarkel. lhe ultimalc inlcsI(r-s in the secLrrities Or the CDOS backcd by thosc sccu|ities), rvho

werc bearin-s the cr edit dsk. should not havc bccn willine to invesl in lorns willr a disproportionrte
likelihood of dcfrlrlI. If they properly underslood lheir exposurc to detault risk. then the
(conespondingly low) prices they !!olrld ha\c bccn willing to pay lbr these securities would havc

imposed discipline on thc mortgagc originiltors ancl ser!iceLs. The tact that thc)' u,crc willing to
hold sLrch l.uge posilions in these risky securities suggcsts Ihxt they did nol appreci.rle lhe extent

of their exposLrre. Maybe thcy wcrc lcd astrily by overly oplil1)islic projections tbr hou\ing frices
or by birscd iNscssments tiolr the credil reporting dgcncics. In plinciple. eilher arangremenl

fbr deluult risk could ha\e pr-o!idcd thc approprirte cliscipline on lhe mo gage originators; in
practicc. howcvc.. Ihe inli)rmational rdvanlages ol Freddie and Fannie probably made thel1l the

better "fecipients" ol default sk. The lcsson is thllt infirnalion rnd lr'anspar-ency are sonrc ollhc
preconditions fbr wcll functioning rrar-kets.


