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Lecture 3. Market Structures in Finance
The financial system is a web of institutional relationships set up to move funds between economic actors for profit. The
roles  these  individual  actors  take  up  determines  the  shape  of  the  market,  and  the  gains  investors  can  make  for
themselves in that market. First, let's start with the macro structure of the market. 

At the macro level, we have households exchanging savings and investments over time. Households earn most of their
money  in  the  'real'  economy,  that  is,  at  their  jobs  and  through  their  inheiritances.  If  their  income  exceeds  their
expenditure  in  a  period,  the  households  save.  Those  who save  do  so  for  their  own ends  of  course  (pensions,  mostly).
When they save, households place their money, at interest, in the hands of a financially regulated institution, such as a
bank. Imagine we are dealing with a pensions product, which, after some time (say, 40 years), will yield the owner of
the product a stream of income for the rest of their lives following their retirement. 

Now, each year the pension is being paid into that isn't the last year, the bank has the opportunity to use these funds to
make more money for themselves.  This is why they take on the asset of the household's money in the first place. The
bank aggregates the wealth of saving households, and transfers that wealth to money managers in the financial system,
who  use  the  wealth  they  have  been  given  to  try  and  make  more  wealth  through  the  buying,  selling,  and  transfer  of
financial products like bonds, options, mortgages, and so forth.

Roughly, the structure I've described looks like the figure below: 

In the figure, above, each numbered transfer is described below:

(1) Cash raised by selling financial assets 
(2) Cash invested in real assets (tangible and intangible). 
(3) Cash generated by real assets. 
(4) Cash consumed and reinvested. 
(5) Cash invested in financial assets. 

What are the decisions a household must make in this system? The household must manage its cashflow (1, 2, 4 and 5).
Does it invest in the 'real' economy, such as building an extension to a house (transfer 2 to 3)?. Does it make a decision
to consume more or less today in order to increase its utility (1 and 4)? Or does it make any one of a number of savings
and investment decisions in the financial sector (5)?
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What are the decisions a household must make in this system? The household must manage its cashflow (1, 2, 4 and 5).
Does it invest in the 'real' economy, such as building an extension to a house (transfer 2 to 3)?. Does it make a decision
to consume more or less today in order to increase its utility (1 and 4)? Or does it make any one of a number of savings
and investment decisions in the financial sector (5)?

Throughout all of this, we assume the household wishes to maximise its consumption over time.  

Financial structure

We mirror the macro structure of the market with the firm structure. Here, firms must decide what choicesto make about
their  cash  flow  in  order  to  increase  shareholder  value,  or  profits  (depending  on  the  shape  of  the  individual  firm),  by
making a range of choices similar to the household. These choices are detailed in the figure below.

Here, the firm's choices are:

(1) Cash raised from investors by selling financial assets. 
(2) Cash invested in real assets (tangible and intangible). 
(3) Cash generated by operations. 
(4) Cash reinvested. 
(5) Cash returned to investors (debt payments, dividends, . . .) 

Like the household the firm can consider investments, tranfering cash from 2 to 3. It can consider its financing position,
by making choices about the current and future levels of (1) and (4). The firm can always make a payout (5), and it can
consider risk management through (1) and (5). 
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Let's  aggregate  the  two  sides  of  the  system  and  look  at  the  overall  picture.  At  the  centre  of  the  system,  we  have  a
Financial Market - where financial assets are traded. Examples of the types of markets and assets traded are:

Money markets: Debt securities with maturities up to 1-year 
Treasury bills: CDs, commercial papers, . . . 
Capital markets: Other securities 
Government debt (Treasury notes and bonds, . . .) 

In other markets, many asset classes are traded. These include stocks, derivatives, forwards and futures, and options.

The  main  intermediary  between  those  who  have  and  those  who  want,  at  any  one  time,  is  the  Financial  Services
Industry.  This industry is made up of banks, insurance companies, savings and loans banks, building societies, mutual
funds, and high net worth individuals. What does all this do?

Functions of the Financial System
First and foremost,  the financial system exists to transfer wealth through time, from your present self, to your past self.
Secondly, the financial system exists to transfer wealth from one part of the system (savers) to another part (investors). 

ü Transfer of wealth through time.
Imagine a person, let's call her Jill, who lives for two periods. You can think of the periods as episodes, or eras of her
life, if you like, such as working and retirement. She earns 200 in period 1, and 50 in period two. Let's assume a credit
market exists, and because we are nice people, the credit market is free, that is, there is no interest charged to Jill if she
decides to save some of her money. Jill is a smart person, and wants to consume the same amount throughout her life.
Without  access  to  a  credit  market,  Jill's  consumption  stream  is  {200,  50}.  With  a  credit  market,  Jill  can  consume
200+50/2 = 125 per period, so her consmption stream at 8c1, c2} is {125, 125}. In reality,  Jill  would buy a bond or a
treasury bill to achieve consumption patterns like this. Graphically, this looks like the situation in the figure below.  
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„ Exercise
Imagine  a  young  man,  Jack,  who  has  different  preferences  to  Jill.  Jack  wants  90%  of  his  lifetime  income  when  he's
young,  and only 10% when he's  old.  Jack's  life  time income is  given by {100,  100}.  Suggest  a  means  through which
Jack's preferences can be accomodated, and work out Jack's optimal consumption. Graph the result.

ü Transfers of wealth across states
Say there are two states in the future one has to deal with, G and B.  In G, a person, let's call him Clive, is endowed with
300. In B, he's endowed with 10. His utility depends on both states, 8cG, cB}. We'll create a securities market for Clive,
which  pays  out  a  tiny  amount  (a  tenth  of  a  cent  or  something)  in  either  state.  Without  the  securities  market,  Clive  is
stuck  with  a  consumption  stream  of  {300,  10},  but  with  the  securities  market  in  place,  Clive  can  modulate  his
consumption through each state as he likes. If we wants a smooth level of consumption, then he should buy a security
worth H300+ 10L ê 2 = 155, and consume that amount through time. The graph of this consumption looks identical to the
figure used above. 

„ Exercise
First, draw the graph of Clive's consumption.

Second, think of alternate scenarios. Say Clive thinks the odds of state G happening are 7/3, that is, he reckons there is a
70% chance he'll end up in state G. What value of security should he purchase now?

4  lecture3_notes.nb

Printed by Mathematica for Students


