
“Introduction Financial Markets”.

: Why Study Financial Markets And Institutions?

Topic Objective:

At the end of this topic student would be able to:

 Define financial market and financial institution

 Learn about the types of financial markets

 Understand the function of financial institution

 Understand the relationship between lenders and borrowers

 Learn about currency markets

Definition/Overview:

Financial Market: In economics, a financial market is a mechanism that allows people to easily

buy and sell (trade) financial securities (such as stocks and bonds), commodities (such as

precious metals or agricultural goods), and other fungible items of value at low transaction costs

and at prices that reflect the efficient-market hypothesis. Financial markets have evolved

significantly over several hundred years and are undergoing constant innovation to improve

liquidity.

Both general markets (where many commodities are traded) and specialized markets (where only

one commodity is traded) exist. Markets work by placing many interested buyers and sellers in

one "place", thus making it easier for them to find each other. An economy which relies

primarily on interactions between buyers and sellers to allocate resources is known as a market

economy in contrast either to a command economy or to a non-market economy such as a gift

economy.
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Financial Institution: A financial institution acts as an agent that provides financial services for

its clients or members. Financial institutions generally fall under financial regulation from a

government authority. Common types of financial institutions include banks, building societies,

credit unions, stock brokerages, asset management firms, and similar businesses

Key Points:

1. Types of Financial Markets

The financial markets can be divided into different subtypes:

Capital markets which consist of:

 Stock markets, which provide financing through the issuance of shares or common stock, and

enable the subsequent trading thereof.

 Bond markets, which provide financing through the issuance of bonds, and enable the

subsequent trading thereof.

 Commodity markets, which facilitate the trading of commodities.

 Money markets, which provide short term debt financing and investment.

 Derivatives markets, which provide instruments for the management of financial risk.

 Futures markets, which provide standardized forward contracts for trading products at some

future date.

 Insurance markets, which facilitate the redistribution of various risks.

 Foreign exchange markets, which facilitate the trading of foreign exchange.

The capital markets consist of primary markets and secondary markets. Newly formed (issued)

securities are bought or sold in primary markets. Secondary markets allow investors to sell

securities that they hold or buy existing securities.
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2. Function of a Financial Institution

Financial institutions provide service as intermediaries of the capital and debt markets. They are

responsible for transferring funds from investors to companies, in need of those funds. The

presences of financial institutions facilitate the flow of money through the economy. To do so,

savings are pooled to mitigate the risk brought to provide funds for loans. Such is the primary

means for depository institutions to develop revenue. Should the yield curve become inverse,

firms in this arena will offer additional fee-generating services including securities underwriting,

and prime brokerage.

3. Relationship between Lenders and Borrowers

3.1. Lenders

3.1.1. Individuals

Many individuals are not aware that they are lenders, but almost everybody does

lend money in many ways. A person lends money when he or she:

▪ puts money in a savings account at a bank;

▪ contributes to a pension plan;

▪ pays premiums to an insurance company;

▪ invests in government bonds; or

▪ invests in company shares.

3.1.2. Companies

Companies tend to be borrowers of capital. When companies have surplus cash

that is not needed for a short period of time, they may seek to make money from

their cash surplus by lending it via short term markets called money markets.

There are a few companies that have very strong cash flows. These companies

tend to be lenders rather than borrowers. Such companies may decide to return

cash to lenders (e.g. via a share buyback.) Alternatively, they may seek to make

more money on their cash by lending it (e.g. investing in bonds and stocks.)
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3.1.3. Borrowers

Individuals borrow money via bankers' loans for short term needs or longer

term mortgages to help finance a house purchase. Companies borrow money

to aid short term or long term cash flows. They also borrow to fund

modernization or future business expansion.

Governments often find their spending requirements exceed their tax

revenues. To make up this difference, they need to borrow. Governments also

borrow on behalf of nationalized industries, municipalities, local authorities

and other public sector bodies. In the UK, the total borrowing requirement is

often referred to as the Public sector net cash requirement (PSNCR).

Governments borrow by issuing bonds. In the UK, the government also

borrows from individuals by offering bank accounts and Premium Bonds.

Government debt seems to be permanent. Indeed the debt seemingly expands

rather than being paid off. One strategy used by governments to reduce the

value of the debt is to influence inflation.

Municipalities and local authorities may borrow in their own name as well as

receiving funding from national governments. In the UK, this would cover an

authority like Hampshire County Council.

Public Corporations typically include nationalized industries. These may

include the postal services, railway companies and utility companies. Many

borrowers have difficulty raising money locally. They need to borrow

internationally with the aid of Foreign exchange markets.

4. Derivative Products

During the 1980s and 1990s, a major growth sector in financial markets is the trade in so called

derivative products, or derivatives for short. In the financial markets, stock prices, bond prices,

currency rates, interest rates and dividends go up and down, creating risk. Derivative products

are financial products which are used to control risk or paradoxically exploit risk. It is also called

financial economics.
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5. Currency Markets

Seemingly, the most obvious buyers and sellers of foreign exchange are importers/exporters.

While this may have been true in the distant past, whereby importers/exporters created the initial

demand for currency markets, importers and exporters now represent only 1/32 of foreign

exchange dealing, according to BIS. The picture of foreign currency transactions today shows:

 Banks/Institutions

 Speculators

 Government spending (for example, military bases abroad)

 Importers/Exporters

 Tourists

6. Analysis of Financial Markets

Much effort has gone into the study of financial markets and how prices vary with time. Charles

Dow, one of the founders of Dow Jones & Company and The Wall Street Journal, enunciated a

set of ideas on the subject which are now called Dow Theory. This is the basis of the so-called

technical analysis method of attempting to predict future changes. One of the tenets of "technical

analysis" is that market trends give an indication of the future, at least in the short term. The

claims of the technical analysts are disputed by many academics, who claim that the evidence

points rather to the random walk hypothesis, which states that the next change is not correlated to

the last change.

The scale of changes in price over some unit of time is called the volatility. It was discovered by

Benot Mandelbrot that changes in prices do not follow a Gaussian distribution, but are rather

modeled better by Lvy stable distributions. The scale of change, or volatility, depends on the

length of the time unit to a power a bit more than 1/2. Large changes up or down are more likely

than what one would calculate using a Gaussian distribution with an estimated standard deviation

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

5
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



: Overview Of The Financial System

Topic Objective:

At the end of this topic student would be able to:

 Define Financial System

 Learn about international, governmental and private institutions

Definition/Overview:

Financial System: The global financial system (GFS) is a financial system consisting of

institutions and regulations that act on the international level, as opposed to those that act on a

national or regional level. The main players are the global institutions, such as International

Monetary Fund and Bank for International Settlements, national agencies and government

departments, e.g., central banks and finance ministries, and private institutions acting on the

global scale, e.g., banks and hedge funds.

Key Points:

1. Institutions

1.1. International Institutions

The most prominent international institutions are the IMF, the World Bank and the WTO:

 The International Monetary Fund keeps account of international balance of payments accounts of

member states. The IMF acts as a lender of last resort for members in financial distress, e.g.,

currency crisis, problems meeting balance of payment when in deficit and debt default.

Membership is based on quotas, or the amount of money a country provides to the fund relative

to the size of its role in the international trading system.
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 The World Bank aims to provide funding, take up credit risk or offer favorable terms to

development projects mostly in developing countries that couldn't be obtained by the private

sector. The other multilateral development banks and other international financial institutions

also play specific regional or functional roles.

 The World Trade Organization settles trade disputes and negotiates international trade

agreements in its rounds of talks (currently the Doha Round)

1.2. Government Institutions

Governments act in various ways as actors in the GFS: they pass the laws and regulations

for financial markets and set the tax burden for private players, e.g., banks, funds and

exchanges. They also participate actively through discretionary spending. They are

closely tied (though in most countries independent of) to central banks that issue

government debt, set interest rates and deposit requirements, and intervene in the foreign

exchange market.

1.3. Private Participants

Players acting in the stock-, bond-, foreign exchange-, derivatives- and commodities-

markets and investment banking are

 Commercial banks

 Pension funds

 Hedge funds and Private Equity

1.4. Legal frameworks and treatises

 Eurozone

 North American Free Trade Agreement (NAFTA)

 Mercosur

 Commonwealth of Independent States (CIS)

2. Perspectives

There are three primary approaches to viewing and understanding the global financial system.

The liberal view holds that the exchange of currencies should be determined not by state
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institutions but instead individual players at a market level. This view has been labeled as the

Washington Consensus. This view is challenged by a social democratic front which advocates

the tempering of market mechanisms, and instituting economic safeguards in an attempt to

ensure financial stability and redistribution. Examples include slowing down the rate of financial

transactions, or enforcing regulations on the behavior of private firms. Outside of this contention

of authority and the individual, neo-Marxists are highly critical of the modern financial system in

that it promotes inequality between state players, particularly holding the view that the political

North abuse the financial system to exercise control of developing countries' economies

: What Do Interest Rates Mean And What Is Their Role In Valuation?

Topic Objective:

At the end of this topic student would be able to:

 Define Interest Rates

 Understand the concept of valuation and interest rates

Definition/Overview:

Interest Rate: An interest rate is the price a borrower pays for the use of money they do not

own, for instance a small company might borrow from a bank to kick start their business, and the

return a lender receives for deferring the use of funds, by lending it to the borrower. Interest rates

are normally expressed as a percentage rate over the period of one year.
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Key Points:

1. Stock Valuation and Interest Rate

Stock valuations and interest rates are directly linked, although you may not always notice the

relationship. When the Federal Reserve Boards Open Market Committee meets in one of its eight

yearly gatherings, they have three options:

 They can raise key interest rates

 They can lower key interest rates

 Or, they can do nothing

Businesses and the stock market pay close attention to what the Fed decides because interest

rates are so important. There are obviously some very practical concerns about interest rates,

such as the cost of borrowing, the affect on consumer spending and so on. There is also a

fundamental consideration that is the basis for beginning any process that leads to the valuation

of a stock. It goes something like this: You have $X to invest and a wide range of options to

consider.

2. Interest Rates and Valuation Models

As this impressive new cyclical bull market in the American stock markets continues to

relentlessly march higher, the crucial issue of general-stock valuations remains at the forefront of

the perpetual debate between the bulls and bears. Today the bulls and bears are staking out very

different opposing positions on stock-market valuations, which are simply the way of attempting

to quantify what stocks ought to be worth today based on the underlying earnings and cash-flow

that they are able to spin off for their owners.

The bulls recognize that current stock-market valuations remain very high by historical

standards, but they are not worried. Rather than fret about the annoying precedent of history, the

bulls simply believe that we are in a New Era so New Era valuation metrics are needed to

redefine when a stock is overpriced or not. Not surprisingly these New Era valuation
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philosophies unanimously suggest that the markets have plenty of room left to head higher from

here.

The bears also recognize that current stock-market valuations remain very high by historical

standards, and quite frankly it terrifies us. You can look at almost any market, in any country,

during any era, and the stock-market results going forward off of valuations as high as todays are

always ugly. Periods of rampant overvaluation, like today, are inevitably followed by dismal

periods of undervaluation like clockwork, like summer is followed by winter. The bulls generally

believe in financial relativism, that the financial laws governing markets today are totally new

and unique and are not constrained by anything in the past. The bears take the opposite position

and believe in financial absolutism, that unchanging financial laws do exist, that valuable lessons

can be learned from the past, and that patterns echo through history that we ought to prudently

heed.

The leading example of the bullish push for financial relativism today is the idea that stock-

market valuations are dependent on interest rates. While there are already many strains of this

theory loose in the wild infecting Wall Street analysts and academics, the most common variety

is simply known as The Fed Model of Valuation. First, all of the data used in this essay is

weekly, so the monthly P/E numbers we usually use in my essays on valuation have been

replaced with weekly ones from a separate data provider. Second, the formal Fed Model is based

on long-term interest rates, specifically US 10-Year Treasury Notes. In my future essay on the

formal Fed Model specifically, we will use its own 10y Treasuries. But, for the general

foundational background today, 1y rates are technically more accurate.

P/E ratios are always defined in one-year blocks, the current stock price divided by the prior 12-

months' earnings. Interest rates and P/Es are more comparable if they both cover the same time

period, a single year. Comparing 10y yields with 1y P/Es is questionable at best, almost apples

and oranges.

As you examine this chart, it is readily apparent why the Fed Model family of valuation theories

is growing so popular with the bulls. For the last 23 years or so, encompassing the entire Great

Bull market in equities, there has been a generally negative correlation between general-stock
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P/E ratios and interest rates. As interest rates grinded lower, the stock markets relentlessly

marched to ever-higher valuations.

The negative correlation between valuations and interest rates in the past couple decades is

indeed remarkable. Generally higher interest rates appear to lead to lower valuations and vice

versa, with even many of the troughs and peaks of the two data series inversely matching as if

they were lock and key. Using this graph alone it would not be difficult at all to convince

someone that the Fed Model valuation theories have great validity. The formal Fed Model was

introduced in the Fed's Monetary Policy report accompanying Alan Greenspan's July 22nd, 1997

Humphrey-Hawkins testimony before the US Congress. The actual background surrounding its

introduction is fascinating too, but I will have to save that for my future essay on the formal Fed

Model specifically. The reason I bring up its 1997 birth now, however, is to highlight the body of

actual historical data used by the staff at the Federal Reserve to devise this model.

In the chart above there is a yellow-highlighted block of time running from 1982 to the end of

1996. This 15-year chunk of time, all of which happened to be in a mighty secular bull market,

forms the entire historical statistical basis for the whole family of Fed Model valuation theories.

Not surprisingly, if you examine the S&P 500 P/E ratios and interest rates within that unique

period of market history, their negative correlation is striking and amazingly precise. There is no

doubt that the Fed Model worked reasonably well in the 15 years used in hindsight to create it.

Statistically we can easily measure the degree of correlation between these two data series using

correlation coefficients, which mathematically quantify just how closely two variables are

related. A correlation coefficient (C) of +1 means two data series tend to move together in

perfect lockstep, while a C of -1 means they move away from each other in perfect opposition.

The yellow-shaded area above that was used by the Fed staff to create its valuation model, not

surprisingly, exhibits a very strong negative correlation between P/Es and interest rates of -0.91.

Depending on how you attribute causation, a nontrivial issue in itself, it appears that lower

interest rates led to higher stock valuations or higher stock valuations led to lower interest rates.

Naturally this was a very convenient conclusion for the Fed research folks to reach for a couple

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

11
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



key reasons. First, if high stock valuations were "normal" and acceptable during low interest-rate

periods, then the Fed in 1997 did not have to worry that soaring equity prices were feeding a

historical speculative mania and bubble. While this assertion was subsequently proven dead

wrong historically, I have little doubt that the Fed Model provided much peace of mind for Alan

"Irrational Exuberance" Greenspan and Wall Street alike during the bubble years.

Second, if the Fed Model was correct and correlation really did imply causation, another

nontrivial assumption, then perhaps the Fed could indirectly affect stock-market valuations and

hence stock-index levels by actively manipulating interest rates. If valuations ever reached

bubble levels, which they did, the Fed Model suggested that slashing interest rates would give

stocks breathing room and in effect "justify" their very high valuations without the need for the

usual ugly post-bubble bust period. The raw anti-free-market hubris of such a notion would

certainly appeal to bureaucrats!

Now in 2003 we can look back and laugh at these quaint anti-historical notions, both that soaring

stock prices in the late 1990s into bubble-like valuations were nothing to fear and that the Fed

could brazenly manipulate its way out of a bubble. But, to be fair, these notions that seem so silly

now were untested in modern US history until only the past few years.

So the 1982-1996 block of time that defined the formal Fed Model and its many derivative

valuation theories did indeed yield some impressive data supporting these theses. Its strong -0.91

inverse correlations fed an R-squared value (RR) of 83%, which is pretty darned impressive in

statistics.

From 1997 to the present for example, about half of which was Great Bull market conditions and

half of which was Great Bear conditions, the Fed Model hypothesis flounders badly. Valuations

and interest rates only had a negative correlation of -0.53, leading to an RR of 28%. This is a

pretty poor relationship and, at least in my opinion, not statistically significant enough to

brazenly bet against all of financial market history by staying long the equity markets on the

premise that historical valuation methodologies no longer matter.

If we consider a much longer period, the entire chart above from 1980 to today, valuations and

interest rates manage a C of -0.82 and an RR of 67%. This is still on the high side as far as
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correlations go, but it is a lot lower than the 1982-1996 Fed Model formative period by itself. It

is troubling that the Fed Model theories, when not only artificially limited to this one little

window of history, tend to fall apart during the rest of market history.

This creates an enormous problem for the bulls. The best valuation methodologies, the old P/E

ratios and dividend yields, are so prized by the contrarians and bears because they have

withstood the whole test of history. They have worked for many centuries, in both Great Bull and

Great Bear markets, and they have easily weathered countless full market cycles.

Market cycles, as I explained in depth last year in "Valuation Wave Reversion", are a lot like the

annual seasonal temperature cycles with which we all are familiar, except over a far greater

duration. In the past century or so long valuation cycles generally run about 33 years in duration,

so any valuation model attempting to replace classical valuation methodologies really needs to

prove itself over at least 33 years, and more preferably two whole cycles or almost seven decades

just to be sure.

The Fed Model, on the other hand, is only supported by 15 years of data, not even half of a

traditional valuation cycle. This curious practice of using such a historically unproven theory to

manage money is like trying to forecast weather if you only had six months of temperature data

to work with. It is fundamentally flawed and pretty silly to try and forecast valuation cycles

using data not even encompassing one single cycle! To compare the Fed Model to the seasons,

imagine if a long-range weather forecaster only had data from April to September to consider.

He would be totally justified in believing that temperatures always ran between 60 and 90 in

most of the US since that is what his data showed. But the flaw is obvious. If a weather

forecaster only uses summer data to build his models, obviously winter is going to slaughter him

when temperatures plummet below zero and his inadequate sub-cycle models weren't even close

to predicting such a calamity.

It is really odd and probably dangerous to build valuation models for the financial markets that

don't consider at least one full 33-year valuation cycle of data, preferably two or more cycles. To

forecast the probable temperature you really need at least a whole year of seasonal data,

otherwise your weather model is doomed to fail when the seasons shift. It works the same way in
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the financial markets, but over a longer period of time. So, what if we expand our time sample

out a bit? What if we run back to 1950, a half century or so, and look at the Fed Model theories'

assumptions over about one-and-half valuation cycles? Provocatively, this theory that looked so

promising with 15-years of sub-cycle data all out of a Great Bull season (like summer) does not

look so tough when it is run over entire valuation cycles, including valuation winter (7xish P/Es).

Long-term investors who remain heavily long general stocks today because of the Fed Model

theories really ought to pay very close attention to this data that utterly destroys the Fed Model's

philosophical and historical foundation. Trillions of dollars are riding on the assumption that the

Fed Model theories are correct, but even recent history shreds the flawed Fed Model theses with

ease.

When the dataset used in the first graph is expanded back to a half century or so over one-and-

half valuation cycles, the Fed Model disgracefully implodes. The same yellow Fed Model

foundation area discussed above is also shaded yellow here again for easy visual reference.

While the 1982-1996 period did provide a strong negative correlation between valuations and

interest rates, it appears to be an exception and not the rule when viewed within a broader

strategic perspective.

It is readily apparent that there have been times of low valuations and low interest rates, low

valuations and high interest rates, and high valuations and low interest rates. For example in the

early 1950s, one of the only other times in modern history when interest rates plunged this low,

the S&P 500 was very undervalued at 7x earnings. Earth to bulls low valuations and low interest

rates are not mutually exclusive! If someone tells you that low interest rates always mean high

valuations are expected and acceptable, they are a liar.

From 1950 to today, a valid comparison over a half-century of time including more than one

whole valuation wave that is not limited to a single financial-market season, classic S&P 500 P/E

valuations and interest rates were barely negatively correlated at -0.36. This is not statistically

significant and is more or less random, as the RR of 13% indicates. Only 13% of the move in
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either valuation or interest rates over this entire modern history of the US markets could predict

the move in the other variable.

This massive interest-rate dislocation just happened to coincide with major stock-market-

valuation lows in the early 1980s that spawned a Great Bull. If the Great Bull hadn't erupted just

as the post-Gold-Standard interest-rate chaos was unfolding, odds are that the Fed Model

foundation correlation would never have existed. It seems to be a rare historical anomaly, not a

rule off of which to define New Era valuation models

: Why Do Interest Rates Change?

Topic Objective:

At the end of this topic student would be able to:

 Define Interest Rates

 Discuss the factors influencing interest rate change

Definition/Overview:

Interest Rate: An interest rate is the price a borrower pays for the use of money they do not

own, for instance a small company might borrow from a bank to kick start their business, and the

return a lender receives for deferring the use of funds, by lending it to the borrower. Interest rates

are normally expressed as a percentage rate over the period of one year. When interest rates

change, it is the result of many complex factors. People who study interest rates find that it is as

difficult to forecast future interest rates as it is the weather. Since interest rates reflect human

activity, a long-term forecast is virtually impossible.
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Key Points:

1. Factors Influencing Interest Rate Change

1.1. Supply and Demand for Funds

Interest rates are the price for borrowing money. Interest rates move up and down,

reflecting many factors. The most important among these is the supply of funds, available

for loans from lenders, and the demand, from borrowers. For example, take the mortgage

market. In a period when many people are borrowing money to buy houses, banks and

trust companies need to have the funds available to lend. They can get these from their

own depositors. The banks pay 6% interest on five year GICs and charge 8% interest on a

five year mortgage. If the demand for borrowing is higher than the funds they have

available, they can raise their rates or borrow money from other people by issuing bonds

to institutions in the "wholesale market". The trouble is, this source of funds is more

expensive. Therefore interest rates go up! If the banks and trust companies have lots of

money to lend and the housing market is slow, any borrower financing a house will get

"special rate discounts" and the lenders will be very competitive, keeping rates low.

This happens in the fixed income markets as a whole. In a booming economy, many

firms need to borrow funds to expand their plants, finance inventories, and even acquire

other firms. Consumers might be buying cars and houses. These keep the "demand for

capital" at a high level, and interest rates higher than they otherwise might be.

Governments also borrow if they spend more money than they raise in taxes to finance

their programs through "deficit financing". How governments spend their money and

finance is called "fiscal policy". A high level of government expenditure and borrowing

makes it hard for companies and individuals to borrow, this is called the "crowding out"

effect.
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1.2. Monetary Policy

Another major factor in interest rate changes is the "monetary policy" of governments. If

a government "loosens monetary policy", this means that it has "printed more money".

Simply put, the Central Bank creates more money by printing it. This makes interest rates

lower, because more money is available to lenders and borrowers alike. If the supply of

money is lowered, this "tightens" monetary policy and causes interest rates to rise.

Governments alter the "money supply" to try and manage the economy. The trouble is, no

one is quite sure how much money is necessary and how it is actually used once it is

available. This causes economists endless debate.

1.3. Inflation

Another very important factor is inflation. Investors want to preserve the "purchasing

power" of their money. If inflation is high and risks going higher, investors will need a

higher interest rate to consider lending their money for more than the shortest term. After

the very high inflation years of the 1970s and early 1980s, lenders had to receive a very

high interest rate compared to inflation to lend their money. As inflation dropped,

investors then demanded lower rates as their expectations become lower. Imagine the

plight of the long-term bond investor in the high inflation period. After lending money at

5-6%, inflation moved from the 2-3% range to above 12%! The investor was receiving

7% less than inflation, effectively reducing the investor's wealth in real terms by 7% each

year!

: How Do Risk And Term Structure Affect Interest Rates?

Topic Objective:

At the end of this topic student would be able to:

 Define Term Structure
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 Learn about the recent term structure puzzle

 Understand the average historical behavior of term structure

 Learn about the expectations theory of term structure

Definition/Overview:

Term Structure: The "term structure" of interest rates refers to the relationship between bonds

of different terms. When interest rates of bonds are plotted against their terms, this is called the

"yield curve". Economists and investors believe that the shape of the yield curve reflects the

market's future expectation for interest rates and the conditions for monetary policy.

Key Points:

1. Overview of Term Structure of Interest Rate

Usually, longer term interest rates are higher than shorter term interest rates. This is called a

"normal yield curve" and is thought to reflect the higher "inflation-risk premium" that investors

demand for longer term bonds. When interest rates change by the same amount for bonds of all

terms, this is called a "parallel shift" in the yield curve since the shape of the yield curve stays

the same, although interest rates are higher or lower "across the curve". A change in the shape of

the yield curve is called a "twist" and means that interest rates for bonds of some terms change

differently than bond of other terms. A small or negligible difference between short and long

term interest rates occurs later in the economic cycle when interest rates increase due to higher

inflation expectations and tighter monetary policy. This is called a "shallow" or "flat" yield curve

and higher short term rates reflect less available money, as monetary policy is tightened and

higher inflation later in the economic cycle.
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When the difference between long and short term interest rates is large, the yield curve is said to

be "steep". This is thought to reflect a "loose" monetary policy which means credit and money is

readily available in an economy. This situation usually develops early in the economic cycle

when a country's monetary authorities are trying to stimulate the economy after a recession or

slowdown in economic growth. The low short term interest rates reflect the easy availability of

money and low or declining inflation. Higher longer term interest rates reflect investors' fears of

future inflation, recognizing that future monetary policy and economic conditions could be much

different.

Tight monetary policy results in short term interest rates being higher than longer term rates.

This occurs as a shortage of money and credit drives up the cost of short term capital. Longer

term rates stay lower, as investors see an eventual loosening of monetary policy and declining

inflation. This increases the demand for long term bonds which lock in the higher long term

rates. Economists and financial academics have developed theories to explain the shape of the

yield curve. The "expectations" theory states that since short term bonds can be combined for the

same time period as a longer term bond, the total interest earned should be equivalent, given the

efficiency of the market and the chance for arbitrage (speculators using opportunities to make

money). Mathematically, the yield curve can then be used to predict interest rates at future dates.

The "segmentation" theory explains the shape of the yield curve by investors' term preferences.

Some investors need to deploy their funds for specific periods of time, hence a preference for

long or short term bonds which is reflected in the shape of the yield curve. An inverted curve can

then be seen to reflect a definite investor preference for longer term bonds.

With powerful computers and mathematical techniques, investors and academics are constantly

striving to build models which explain the shape of the yield curve and hopefully provide insight

into the future direction of interest rates. This has given rise to "yield curve" strategies which are

employed by bond managers to add value to their portfolios.

2. The Recent Term Structure Puzzle

Since June 2004, the Federal Open Market Committee (FOMC) has increased the target federal

funds rate by 25 basis points every time the Committee met, including its most recent meeting on
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May 3. Moreover, the federal funds futures market is currently predicting that the Committee

will raise the target funds rate by another 25 basis points when it meets at the end of this month.

On the other hand, a key long-term interest rate, the yield on 10-year U.S. Treasury securities,

has shown little persistent tendency to change, either up or down, over the same period. In this

talk, I will refer to this discrepancy in interest-rate patterns as the recent term structure puzzle.

The eight increases in the target funds rate took it from 1 percent to 3 percent as of May 3, 2005.

The 10-year Treasury bond rate, however, has exhibited a different pattern. If we look at monthly

average data, which Ill use throughout unless, indicated otherwise, we can see that the rate has

not had a persistent trend since mid-2002, when the rate was about 4 percent, which rate also

prevailed at the end of 2003 and again this spring. The monthly average level of the bond rate

increased by about 90 basis points from March to June 2004, mostly in response to evidence of

stronger economic growth and the beginning of Fed tightening. The June 2004 level of 4.73

percent on the bond rate was the highest since June 2002, and has not been exceeded since.

Some observers like to emphasize that the long rate has declined since the Fed first started

raising rates in June 2004, but I think the right observation, given the variability of the rate, is to

say that the long rate has fluctuated around roughly 4 percent since mid 2002. June 2004 is not

the best month to begin the analysis because the Feds rate increases were foreseen some months

in advance. Based on the July 2004 fed funds futures contract, in late 2003 the market anticipated

a funds rate of 1.25 percent or above, but then the expected rate for July fell to nearly 1 percent

as the FOMC maintained its 1 percent target funds rate at its January and March 2004 meetings,

and as a consequence of somewhat weak economic data. When the FOMC introduced the

measured pace language at its meeting of May 4, 2004, the market priced in a policy target of

1.25 percent for the June 2004 FOMC meeting. In any event, the way Ill frame the puzzle is the

failure of long-term interest rates to increase as short-term interest rates have risen since the late

winter and spring of 2004.

3. Average Historical Behavior

That there is a puzzle is a consequence of just how atypical the recent behavior of the term

structure is. The funds rate and bond rate do typically move in the same direction. A linear
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regression of the first difference of the bond rate on the first difference of the federal funds rate

provides a simple description of the average relationship between the bond rate and funds rate.

The regressions indicate that the contemporaneous relationship between the two series is positive

and statistically significant. For the entire period from May 1954 to March 2005, the regression

coefficient is a bit below 0.2; for the period from January 1984 to March 2005 the coefficient is a

bit above 0.3. Using the period from 1984, what the coefficient means is that on average a 100

basis points change in the funds rate has been associated with a 32 basis points change in the

bond rate in the same direction. Thus, over the past year, as the funds rate rose by 200 basis

points we should have seen an increase of the bond rate of about 65 basis points. Depending on

how you eyeball your favorite chart of the 10-year bond rate, instead of increasing the bond rate

has been about flat, or down somewhat, over the past year.

4. The Expectations Theory of the Term Structure

To decide whether there really is a puzzle, or to make sense of the puzzle, well need to call on

economic theory. From economic theory, a key reason why the contemporaneous relationship

between the funds rate and the bond rate is far from one-for-one is that bond-rate changes should

be closely linked not to todays change in the funds rate but to revisions in expectations of the

future path of the funds rate. The theory will provide a framework for an analysis of the recent

term-structure puzzle.

The essential message of the expectations theory of the term structure is that market forces

should make longer-term interest rates a weighted average of the short-term interest rates

expected to prevail over the life of the bond. The investor should be indifferent between making

N consecutive investments in 1-period securities and investing in an N-period bond. Or at least

enough investors should be indifferent to force the N-period bond to trade in the market at the

weighted average of the next N 1-period bonds. To take a simple example, letting time be

quarters, the expectations theory says that the two-quarter interest rate should be equal to the

average of todays 1-quarter interest rate and the expected 1-quarter rate next quarter. We assume

that todays expectation of next quarters 1-quarter rate is based rationally on all information

available today.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

21
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



The argument applies to bond rates of any maturity. The simple expectations theory implies that

the 10-year bond rate reflects the expected path over the next ten years of the short-term rate.

The 10-year bond rate at the beginning of June 2004 incorporated the 1-year rate and the next

nine expected 1-year rates, the last of which was a 1-year rate on a security to be issued in June

2013 and maturing in June 2014.

Similarly, the 10-year rate prevailing at the beginning of June this year incorporated the current

1-year rate, and the next nine expected 1-year rates, the last of which was a 1-year rate on a

security to be issued in June 2014 and maturing in June 2015. Comparing the 10-year bond a

year ago and the one today, nine of the ten 1-year periods are the same. Todays 10-year bond

does not include the 1-year rate prevailing in June 2004that security has matured. Todays 10-

year bond does include the expected 1-year rate on a security maturing in June 2015. Thus, the

difference in the yields on the 10-year bondslast Junes and this Junesreflect substitution of the

expected 1-year rate for a security to be issued in June 2014 for the 1-year rate in the market in

June 2004, for the security that has just matured in June 2005, plus revisions in the expected 1-

year rates to prevail every year from 2005 through 2013. The key to understanding changes in

the 10-year rate is to understand revisions in those nine expected 1-year rates.

To understand the process by which expected future 1-year rates are revised, it is useful to

partition the 1-year rate into a real rate and an inflation premium. How might we expect far-off

expected real short rates to behave? This variable should respond to new information about the

real shocks likely to be facing the economy several years in the future. It would be tempting to

think that such new information arises so infrequently that the distant short-term real rate could

be treated as constant.

There is considerable evidence against this presumption, however. For example, Laubach (2003)

finds that expectations of short-term nominal interest rates beyond five years in the future

fluctuate in response to the changes in multi-year budget deficit projections, and some of this

fluctuation may reflect revisions to expected real rates. It is not hard to imagine other

information that might rationally affect investor expectations about distant real rates. Ultimately,
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the issue is an empirical one and it does appear that the expected real short rate fluctuates

considerably in practice.

Historically, expected future nominal short rates have often fluctuated in response to changes in

inflation expectations. Over the past year, distant inflation expectations, as measured by the

spread between conventional and inflation-protected bonds, have not changed markedly. Thus,

we can proceed by assuming that that long-term expectations of inflation have remained roughly

constant in the past year because of confidence in Federal Reserve policies and, in the absence of

information to the contrary, that there is no new information about far-off real rates. With these

assumptions, the change in the long rate is driven by new information about the medium-term

path of short-term real interest rates.

For example, if newly published data suggest greater pressure on aggregate demand in the years

immediately ahead, agents will expect a greater degree of offsetting pressure from the Federal

Reserve in the form of higher real interest rates, and the expectation of future real rates will be

higher than the expectation based on the prior periods information set. My emphasis in this

discussion is that new information about the state of the economy drives changes in long-term

interest rates.

An indication of what markets were expecting as of January 2004 is given by the Blue Chip

Consensus Forecast for real GDP growth in 2004 of 4.6 percent. In the event, U.S. real GDP

growth in 2004 was 4.4 percent. In 2004, the economy performed as close to expected as we will

find in the historical record. Events have not much changed the outlook for 2005 either. In

January 2004, the Blue Chip panel consensus forecast for 2005 was 3.7 percent real growth; the

latest Blue Chip forecast is for real growth of 3.5 percent, an extremely small downward revision

from the expectation prevailing in January 2004.

To study this matter more carefully, Ive examined large daily movements of the 10-year bond

rate since January 2004. These are listed in the table at the end of the speech, which is available
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on the St. Louis Fed web site for anyone who wants to examine the issue closely. The criterion

for determining a large movement is a change of 10 basis points or more in the bond rate.

As another example, the oil price spike on March 9, 2005 was associated with an increase in the

bond rate of 14 basis points. Such bond rate increases can be interpreted two ways. One

interpretation is that markets did not revise upward their expectations of future inflation but did

revise upward their expectations of the Fed monetary policy required to keep inflation stable.

Alternatively, the bond-rate increase may have reflected expectations that the Fed would

accommodate a temporary increase in inflation in the wake of the oil shock.

Expectations of future monetary policy have affected the bond rate significantly from time to

time. A recent study by Gurkaynak, Sack, and Swanson (2005), covering a period earlier than

that considered here, finds that news about likely future FOMC actions on the funds rate has an

important effect on the bond rate, distinct from FOMC actions on the current funds rate. This

finding is, of course, in line with the expectations theory. In the period considered here, news

about future policy increased bond rates by 11 basis points on January 28, 2004, when the

FOMC dropped from its press release the phrase that it expected policy ease to prevail for a

considerable period. Once this phrase was dropped, markets revised their expectations of short

rates to a higher path than previously, and bond rates accordingly were immediately revised

upward.

While certain data releases did surprise the market, over the period as a whole the data came in

about as expected, contributing to the absence of a trend in the bond rate over the period at issue.

Likely policy responses to economic data were also known in advance, and in the absence of

economic surprises FOMC decisions on the funds rate were much as expected. Thus, there was

no particular reason over this period for market to revise its expectations of future interest rates

continuously in one direction; the bond rate fluctuated in response to arriving information, but

ended up about where it started.

The expectations theory of the term structure has been severely criticized on a number of

grounds, but for the problem at hand I believe that the theory tells the basic story correctly. In
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sum, economic surprises have been minimal over the past year and there has been no reason for

significant revision in expected future short-term interest rates. Thus, there has been no reason

for a significant trend in long-term interest rates.

: Are Financial Markets Efficient?

Topic Objective:

At the end of this topic student would be able to:

 Define Efficient Market Hypothesis

 Discuss the concept of efficient financial market

 Discuss the argument for efficiency of financial markets

Definition/Overview:

Efficient Market Hypothesis: In finance, the efficient-market hypothesis (EMH) asserts that

financial markets are "informationally efficient", or that prices on traded assets, e.g., stocks,

bonds, or property, already reflect all known information. The efficient-market hypothesis states

that it is impossible to consistently outperform the market by using any information that the

market already knows, except through luck. Information or news in the EMH is defined as

anything that may affect prices that is unknowable in the present and thus appears randomly in

the future.

The EMH was developed by Professor Eugene Fama at the University Of Chicago Booth School

Of Business as an academic concept of study through his published Ph.D. thesis in the early

1960s at the same school. It was widely accepted up until the 1990s, when behavioral finance

economists, who were a fringe element, became main-stream. Empirical analyses have

consistently found problems with the efficient markets hypothesis, the most consistent being that

stocks with low price to earnings (and similarly, low price to cash-flow or book value)
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outperform other stocks. Alternative theories have proposed that cognitive biases cause these

inefficiencies, leading investors to purchase overpriced growth stocks rather than value stocks.

Although the efficient markets hypothesis has become controversial because substantial and

lasting inefficiencies are observed, it remains a worthwhile starting point.

Key Points:

1. Efficient Financial Market

Every now and then we hear complaints by dealers in the foreign exchange and money markets

about the lack of volatility limiting the opportunity for them to make decent profits. Some have,

for example, attributed recent quietness in those markets to the three refinements to the operation

of the Linked Exchange Rate system introduced on 18 May 2005. There may be something in

this. Indeed, notwithstanding the wider scope - a thousand pips in all - within which the

exchange rate can now fluctuate, it has remained remarkably stable since the three refinements

were introduced. Hong Kong dollar interest rates have also been tracking closely those of the US

dollar, fluctuating within narrow ranges. Generating trading profits is always more difficult in a

stable market. But currency stability, defined very clearly in the monetary policy objective

determined by the Financial Secretary as a stable exchange rate, is obviously in the wider public

interest, which must prevail.

This "conflict" between the private interests of market practitioners in making profits out of

market volatility and the public interest in monetary and financial stability has been in existence

as long as there have been financial markets. These markets play the very important role of

bringing together those who have surplus money and those who are raising money for

production, consumption, investment and external trade. Because of the differences between the

appetite for risk of savers and the risk profile of borrowers, in terms of credit and liquidity for

example, we need financial intermediaries to act as financial engineers to transform risks, make

markets, provide liquidity and so on. Bankers channel money from depositors, who have a low
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appetite for risk, and assume risks by lending money to those that they, using their professional

judgment, think are creditworthy, and of course in the process make a turn. Stock brokers make a

market in shares and provide the secondary market liquidity necessary to entice investors and

fund raisers into the primary market of initial public offerings, thereby serving the public interest

by providing financial intermediation that promotes economic growth and development. For

these services, the financial intermediaries, whether they are individuals or institutions, should of

course be entitled to remuneration that is commensurate with their expertise, responsibilities and

authority. But it is difficult to judge what levels of remuneration are appropriate.

It is not easy to strike a balance. To a large extent we can rely on the market, assuming a high

degree of freedom of entry for those wishing to become financial intermediaries. This may sound

unrealistic from a regulatory point of view. There is a need to ensure that financial institutions

are prudently run. This necessity is often translated into entry restrictions or minimum

qualifications for registered or licensed financial intermediaries. This may have the undesirable

effect of creating a "captive" market in which financial intermediaries, being motivated always

by the desire to maximize profits, enjoy remuneration that may be considered excessive. But,

subject to prudential considerations, overseas financial institutions may be allowed access to the

domestic market as financial intermediaries. This is generally the case in Hong Kong and is one

contributor to the renowned efficiency, specifically of the banking system of Hong Kong.

Indeed, encouraged also by the deregulation of interest rates, the net interest margin of banks in

Hong Kong is now only 1.63%. Depositors are getting more than they would otherwise have

done for their deposits and borrowers, for example home buyers, are paying less for their loans.

This efficiency was achieved without any erosion of credit quality. Competition has not

compromised prudence. But it is obviously something that we should all be alert to. Pressure to

perform under intense competition, at both the institutional and the employee levels, encourages

risk taking, which could eventually undermine the stability of the financial system, the

confidence of those using it and the public interest in effective financial intermediation.
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2. Can Financial Markets be too efficient?

The nation-state came first. The industrial corporation came second. The nation-state borrowed

to finance wars of defense and of conquest. The industrial corporation sought investors--equity

owners to share risk and debt holders to provide capital--to finance the plant and equipment to

take advantage of the modern production technologies discovered in the Industrial Revolution.

Both nation-states and industrial corporations sought long-term capital. Money spent building a

factory and buying machine tools, or "invested" in an army and a fleet, cannot be unspent and

returned original lender. Nation-states and corporations had to borrow long term. But investors

sought to lend short. Investors were eager to eam interest and dividends, but not eager to commit

their wealth irrevocably.

The solution was the liquid financial market, in which the long-term debt and equity obligations

of nation-states and industrial corporations are bought and sold. Liquid financial markets

permitted borrowers to borrow long-term, and also allowed lenders to loan short-term. Liquid

financial markets gave investors the ability to rapidly turn their portfolios back into spendable

cash at little notice. Investors found such assets traded on liquid financial markets highly

attractive, and were willing to loan and invest on terms nation-states and corporations found

remarkably attractive. And the more liquid the market, the lower the interest rate or dividend

yield required to support a debt or equity issue. Without liquid financial markets, the cost of

capital over the past century and a half would have been much higher--the flow of capital into

industry would have been much lower--and we would be much poorer today.

Financial markets work this magic by relying on statistics: the law of large numbers. With many

possible buyers and sellers, there will always be an investor willing to a security that another

investor wishes to sell. The more "liquid" the market, the smaller the transaction costs, the lower

the risk that an investor wishing to sell will find no one willing to buy at a price near that of the

last transaction--and the better for the investor, and ultimately for the issuing corporation as well.

However, there is a catch. The statistical law of large numbers applies only if investors make

separate decisions to buy or sell. If all, or if a large chunk, of investors are responding to a
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single stimulus or are participants in a wave of pessimism and rumor sweeping through the

marketplace, then there will be willing buyers at prices near that of the last transaction. Prices

will fall--the wave of pessimism and rumor will become a wave of panic and despair--and the

market will crash.

In a not-very-liquid financial market, the magnitude of the crash is likely to be small. Only a

fraction of those contaminated by the contagion of fear will be able to get their sell orders

executed. Some market makers and investors will remain uncontaminated, and will view the

incipient panic as a chance to make money by buying assets at prices that are very attractive

from a long-run point of view. As long as those uncontaminated by pessimism and rumor can

mobilize enough assets quickly enough, relative to the wave of panic selling coming through the

marketplace, the market will experience a panic but not a crisis.

A more liquid financial market may well increase the risk that rumor becomes panic which turns

into crisis. The more liquid are the institutional arrangements of the market, the larger is the

fraction of panicked and fearful investors whose sell orders are executed. Liquidity-increasing

institutional arrangements are unlikley to multiply the ability of those uncontaminated by

pessimism and rumor to rapidly mobilize more capital and take larger positions in a panic based

on their assessment of long-run fundamentals. With the potential for more destabilizing, panic

sales by relatively uninformed investors, and with little change in the amount of stabilizing

speculation by informed investors, there is a chance that markets with institutional arrangements

that provide more liquidity will be subject to more panics and crashes.

A market crash has serious consequences not just for those investing in financial markets but for

the real economy as well: employment and growth depend on the smooth working of the network

of financial intermediation that transforms individuals' savings into corporations' plant and

equipment. A market crash threatens the solvency of many financial institutions, and stands a

good chance of disrupting the network of financial intermediation.

What is the solution? How are we to reap the benefits of institutional transformations that

promise greater liquidity--thus lower interest rates for borrowers, and better value for investors--
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without amplifying the risk that more "efficient" financial institutions will create a greater

vulnerability to panic, crisis, and crash? That is a very hard question. "Circuit breakers" to limit

rapid price movements, suspend the use of automatic trading strategies, and give potential buyers

uncontaminated by the contagion of panic time to come to the marketplace help--a little. Limits

on the use of volatile securities as collateral (because such use tends to make desired sales rise as

prices fall) help--a little. Regulating derivative transactions to make it apparent exactly which

marketplace participants are ultimately bearing which risks help--a little. Larger pools of bank,

investment bank, and mutual fund capital devoted to seeking long-term value rather than short-

term quarter-by-quarter performance would help--perhaps more than a little

Instructions

In Section 2 of this course you will cover these topics:
Structure Of Central Banks And The Federal Reserve System

Conduct Of Monetary Policy: Tools, Goals, And Targets

The Money Markets

The Bond Market

The Stock Market

You may take as much time as you want to complete the topic coverd in section 2.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

: Structure Of Central Banks And The Federal Reserve System

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

30
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Topic Objective:

At the end of this topic student would be able to:

 Define Federal Reserve System

 Understand the structure of FRS

Definition/Overview:

Federal Reserve System: The Federal Reserve System (also the Federal Reserve; informally

The Fed) is the central banking system of the United States. Created in 1913 by the enactment of

the Federal Reserve Act, it is a quasi-public (government entity with private components)

banking system that comprises:

(1) The presidentially appointed Board of Governors of the Federal Reserve System in

Washington, D.C.;

(2) The Federal Open Market Committee;

(3) Twelve regional Federal Reserve Banks located in major cities throughout the nation acting

as fiscal agents for the U.S. Treasury, each with its own nine-member board of directors;

(4) Numerous private U.S. member banks, which subscribe to required amounts of non-

transferable stock in their regional Federal Reserve Banks; and

(5) Various advisory councils. As of February 2006, Ben Bernanke serves as the Chairman of the

Board of Governors of the Federal Reserve System.

Donald Kohn is the current Vice Chairman of the Board of Governors of the Federal Reserve

System.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

31
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Key Points:

1. Structure

1.1. Independent within government

The Federal Reserve System is an independent government institution that has private

aspects. The System is not a private organization and does not operate for the purpose of

making a profit. The stocks of the regional federal reserve banks are owned by the banks

operating within that region and which are part of the system. The System derives its

authority and public purpose from the Federal Reserve Act passed by Congress in 1913.

As an independent institution, the Federal Reserve System has the authority to act on its

own without prior approval from Congress or the President. The members of its Board of

Governors are appointed for long, staggered terms, limiting the influence of day-to-day

political considerations. The Federal Reserve System's unique structure also provides

internal checks and balances, ensuring that its decisions and operations are not dominated

by any one part of the system. It also generates revenue independently without need for

Congressional funding. Congressional oversight and statutes, which can alter the Fed's

responsibilities and control, allow the government to keep the Federal Reserve System in

check. Since the System was designed to be independent whilst also remaining within the

government of the United States, it is often said to be "independent within the

government."

The 12 Federal Reserve banks provide the financial means to operate the Federal Reserve

System. Each reserve bank is organized much like a private corporation so that it can

provide the necessary revenue to cover operational expenses and implement the demands

of the board. Member banks are privately owned banks that must buy a certain amount of

stock in the Reserve Bank within its region to be a member of the Federal Reserve

System. This stock "may not be sold, traded, or pledged as security for a loan" and all

member banks receive a 6% annual dividend. No stock in any Federal Reserve Bank has

ever been sold to the public, to foreigners, or to any non-bank U.S. firm. These member
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banks must maintain fractional reserves either as vault cash or on account at its Reserve

Bank; member banks earn no interest on either of these. The dividends paid by the

Federal Reserve Banks to member banks are considered partial compensation for the lack

of interest paid on the required reserves. All profit after expenses is returned to the U.S.

Treasury or contributed to the surplus capital of the Federal Reserve Banks (and since

shares in ownership of the Federal Reserve Banks are redeemable only at par, the

nominal "owners" do not benefit from this surplus capital); the Federal Reserve System

contributed over $29 billion to the Treasury in 2006.

1.2. Outline

1.2.1. The Federal Reserve System as a whole

▪ The nation's central bank

▪ A regional structure with 12 districts

▪ Subject to general Congressional authority and oversight

▪ Operates on its own earnings

1.2.2. Board of Governors

▪ 7 members serving staggered 14-year terms

▪ Appointed by the U.S. President and confirmed by the Senate

▪ Oversees System operations, makes regulatory decisions, and sets

reserve requirements

1.2.3. Federal Open Market Committee

▪ The System's key monetary policymaking body

▪ Decisions seek to foster economic growth with price stability by

influencing the flow of money and credit
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▪ Composed of the 7 members of the Board of Governors and the Reserve

Bank presidents, 5 of whom serve as voting members on a rotating basis

1.2.4. Federal Reserve Banks

▪ 12 regional banks with 25 branches

▪ Each independently incorporated with a 9-member board of directors,

with 6 of them elected by the member banks while the remaining 3 are

designated by the Board of Governors.

▪ Set discount rate, subject to approval by Board of Governors.

▪ Monitor economy and financial institutions in their districts and provide

financial services to the U.S. government and depository institutions.

1.2.5. Member banks

▪ Private banks

▪ Hold stock in their local Federal Reserve Bank

▪ Elect six of the nine members of Reserve Banks boards of directors.

1.2.6. Advisory Committees

Carry out varied responsibilities

1.2.6.1. Board of Governors

The seven-member Board of Governors is the main governing body of the

Federal Reserve System. It is charged with overseeing the 12 District

Reserve Banks and with helping implement national monetary policy.

Governors are appointed by the President of the United States and

confirmed by the Senate one on Jan. 31 of every even-numbered year, for

staggered, 14-year terms. By law, the appointments must yield a "fair
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representation of the financial, agricultural, industrial, and commercial

interests and geographical divisions of the country," and as stipulated in

the Banking Act of 1935, the Chairman and Vice Chairman of the Board

are one of seven members of the Board of Governors who are appointed

by the President from among the sitting Governors. As an independent

federal government agency, the Board of Governors does not receive

funding from Congress, and the terms of the seven members of the Board

span multiple presidential and congressional terms. Once a member of the

Board of Governors is appointed by the president, he or she functions

mostly independently. The Board is required to make an annual report of

operations to the Speaker of the U.S. House of Representatives. It also

supervises and regulates the operations of the Federal Reserve Banks, and

US banking system in general.

Membership is generally limited to one term. However, if someone is

appointed to serve the remainder of another member's uncompleted term,

he or she may be reappointed to serve an additional 14-year term.

Conversely, a governor may serve the remainder of another governor's

term even after he or she has completed a full term. The law provides for

the removal of a member of the Board by the President "for cause."

1.2.6.2. Federal open market committee

The Federal Open Market Committee (FOMC) created under 12

U.S.C. 263 comprises the seven members of the board of governors and

five representatives selected from the regional Federal Reserve Banks. The

FOMC is charged under law with overseeing open market operations, the

principal tool of national monetary policy. These operations affect the

amount of Federal Reserve balances available to depository institutions,

thereby influencing overall monetary and credit conditions. The FOMC

also directs operations undertaken by the Federal Reserve in foreign

exchange markets. The representative from the Second District, New
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York, (currently Timothy Geithner) is a permanent member, while the rest

of the banks rotate at two- and three-year intervals. All the presidents

participate in FOMC discussions, contributing to the committees

assessment of the economy and of policy options, but only the five

presidents who are committee members vote on policy decisions. The

FOMC, under law, determines its own internal organization and by

tradition elects the Chairman of the Board of Governors as its chairman

and the president of the Federal Reserve Bank of New York as its vice

chairman. Formal meetings typically are held eight times each year in

Washington, D.C. Nonvoting Reserve Bank presidents also participate in

Committee deliberations and discussion. The FOMC generally meets eight

times a year in Telephone consultations and other meetings are held when

needed.

1.2.6.3. Transparency issues

There has been considerable debate over a lack of transparency as to what

is discussed in Federal Open Market Committee meetings. Since the

FOMC sets monetary policy, which affects the entire U.S. economy, many

people feel that it is important to know what the FOMC is doing.

1.3. Federal Reserve Banks

There are 12 regional Federal Reserve Banks (not to be confused with the "member

banks") with 25 branches, which serve as the operating arms of the system. Each Federal

Reserve Bank is subject to oversight by a Board of Governors. Each Federal Reserve

Bank has a board of directors, whose members work closely with their Reserve Bank

president to provide grassroots economic information and input on management and

monetary policy decisions. These boards are drawn from the general public and the

banking community and oversee the activities of the organization. They also appoint the

presidents of the Reserve Banks, subject to the approval of the Board of Governors.

Reserve Bank boards consist of nine members: six serving as representatives of

nonbanking enterprises and the public (non-bankers) and three as representatives of
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banking. Each Federal Reserve branch office has its own board of directors, composed of

three to seven members, that provides vital information concerning the regional

economy. The Reserve Banks opened for business on November 16, 1914. Federal

Reserve Notes were created as part of the legislation, to provide a supply of currency.

The notes were to be issued to the Reserve Banks for subsequent transmittal to banking

institutions. The various components of the Federal Reserve System have differing legal

statuses.

1.3.1. Legal status

The Federal Reserve Banks have an intermediate legal status, with some features

of private corporations and some features of public federal agencies. Each

member bank owns nonnegotiable shares of stock in its regional Federal Reserve

Bankbut these shares of stock give the member banks only limited control over

the actions of the Federal Reserve Banks, and the charter of each Federal Reserve

Bank is established by law and cannot be altered by the member banks. While it is

unusual, private individuals and non-bank corporations (with proof of a resolution

of the board of directors indicating it intends to do so) may also purchase one or

more shares of stock of any of the Federal Reserve Banks. The stock is the same

nonnegotiable stock as banks receive, cannot be sold and pays a small dividend.

In Lewis v. United States, the United States Court of Appeals for the Ninth Circuit

stated that:

▪ The Reserve Banks are not federal instrumentalities for purposes of the

FTCA [the Federal Tort Claims Act], but are independent, privately

owned and locally controlled corporations.

▪ The opinion also stated that: The Reserve Banks have properly been held

to be federal instrumentalities for some purposes. Another decision is

Scott v. Federal Reserve Bank of Kansas City in which the distinction

between the Federal Reserve Banks and the Board of Governors is made.
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1.4. Board of Directors

The nine member board of directors of each district is made up of 3 classes, designated as

classes A, B, and C. The directors serve a term of 3 years. The makeup of the boards of

directors is outlined in U.S. Code, Title 12, Chapter 3, Subchapter 7

Class A:

o Three members

o Chosen by and representative of the stockholding banks.

o Member banks are divided into 3 groups based on sizelarge, medium, and small banks. Each

group elects one member of Class A.

Class B:

o Three members

o No director of class B shall be an officer, director, or employee of any bank represent the public

with due but not exclusive consideration to the interests of agriculture, commerce, industry,

services, labor, and consumers.

o Member banks are divided into 3 groups based on sizelarge, medium, and small banks. Each

group elects one member of Class B.

Class C:

o Three members

o No director of class C shall be an officer, director, employee, or stockholder of any bank

designated by the Board of Governors of the Federal Reserve System. They shall be elected to

represent the public, and with due but not exclusive consideration to the interests of agriculture,

commerce, industry, services, labor, and consumers.

o Shall have been for at least two years residents of the district for which they are appointed, one

of whom shall be designated by said board as chairman of the board of directors of the Federal

Reserve Bank and as Federal Reserve agent

: Conduct Of Monetary Policy: Tools, Goals, And Targets
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Topic Objective:

At the end of this topic student would be able to:

 Define monetary policy

 Discuss monetary policy tools

 Discuss monetary policy theory

Definition/Overview:

Monetary Policy: Monetary policy is the process by which the government, central bank, or

monetary authority of a country controls

(i) the supply of money,

(ii) availability of money, and

(iii) cost of money or rate of interest, in order to attain a set of objectives oriented towards

the growth and stability of the economy.

Monetary theory provides insight into how to craft optimal monetary policy.

Monetary policy is referred to as either being an expansionary policy, or a contractionary policy,

where an expansionary policy increases the total supply of money in the economy, and a

contractionary policy decreases the total money supply. Expansionary policy is traditionally used

to combat unemployment in a recession by lowering interest rates, while contractionary policy

involves raising interest rates in order to combat inflation. Monetary policy should be contrasted

with fiscal policy, which refers to government borrowing, spending and taxation.
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Key Points:

1. Monetary Policy Tools

1.1. Monetary base

Monetary policy can be implemented by changing the size of the monetary base. This

directly changes the total amount of money circulating in the economy. A central bank

can use open market operations to change the monetary base. The central bank would

buy/sell bonds in exchange for hard currency. When the central bank disburses/collects

this hard currency payment, it alters the amount of currency in the economy, thus altering

the monetary base.

1.2. Reserve requirements

The monetary authority exerts regulatory control over banks. Monetary policy can be

implemented by changing the proportion of total assets that banks must hold in reserve

with the central bank. Banks only maintain a small portion of their assets as cash

available for immediate withdrawal; the rest is invested in illiquid assets like mortgages

and loans. By changing the proportion of total assets to be held as liquid cash, the Federal

Reserve changes the availability of loanable funds. This acts as a change in the money

supply.

1.3. Discount window lending

Many central banks or finance ministries have the authority to lend funds to financial

institutions within their country. By calling in existing loans or extending new loans, the

monetary authority can directly change the size of the money supply.

1.4. Interest rates

The contraction of the monetary supply can be achieved indirectly by increasing the

nominal interest rates. Monetary authorities in different nations have differing levels of

control of economy-wide interest rates. In the United States, the Federal Reserve can set

the discount rate, as well as achieve the desired Federal funds rate by open market

operations. This rate has significant effect on other market interest rates, but there is no
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perfect relationship. In the United States open market operations are a relatively small

part of the total volume in the bond market. One cannot set independent targets for both

the monetary base and the interest rate because they are both modified by a single tool

open market operations; one must choose which one to control.

In other nations, the monetary authority may be able to mandate specific interest rates on

loans, savings accounts or other financial assets. By raising the interest rate(s) under its

control, a monetary authority can contract the money supply, because higher interest rates

encourage savings and discourage borrowing. Both of these effects reduce the size of the

money supply.

2. Monetary Policy Theory

It is important for policymakers to make credible announcements and degrade interest rates as

they are non-important and irrelevant in regarding to monetary policies. If private agents

(consumers and firms) believe that policymakers are committed to lowering inflation, they will

anticipate future prices to be lower than otherwise (how those expectations are formed is an

entirely different matter; compare for instance rational expectations with adaptive expectations).

If an employee expects prices to be high in the future, he or she will draw up a wage contract

with a high wage to match these prices. Hence, the expectation of lower wages is reflected in

wage-setting behavior between employees and employers (lower wages since prices are expected

to be lower) and since wages are in fact lower there is no demand pull inflation because

employees are receiving a smaller wage and there is no cost push inflation because employers

are paying out less in wages.

In order to achieve this low level of inflation, policymakers must have credible announcements;

that is, private agents must believe that these announcements will reflect actual future policy. If

an announcement about low-level inflation targets is made but not believed by private agents,

wage-setting will anticipate high-level inflation and so wages will be higher and inflation will

rise. A high wage will increase a consumer's demand (demand pull inflation) and a firm's costs

(cost push inflation), so inflation rises. Hence, if a policymaker's announcements regarding

monetary policy are not credible, policy will not have the desired effect.
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If policymakers believe that private agents anticipate low inflation, they have an incentive to

adopt an expansionist monetary policy (where the marginal benefit of increasing economic

output outweighs the marginal cost of inflation); however, assuming private agents have rational

expectations, they know that policymakers have this incentive. Hence, private agents know that

if they anticipate low inflation, an expansionist policy will be adopted that causes a rise in

inflation. Consequently, (unless policymakers can make their announcement of low inflation

credible), private agents expect high inflation. This anticipation is fulfilled through adaptive

expectation (wage-setting behavior);so, there is higher inflation (without the benefit of increased

output). Hence, unless credible announcements can be made, expansionary monetary policy will

fail.

Announcements can be made credible in various ways. One is to establish an independent central

bank with low inflation targets (but no output targets). Hence, private agents know that inflation

will be low because it is set by an independent body. Central banks can be given incentives to

meet their targets (for example, larger budgets, a wage bonus for the head of the bank) in order to

increase their reputation and signal a strong commitment to a policy goal. Reputation is an

important element in monetary policy implementation. But the idea of reputation should not be

confused with commitment. While a central bank might have a favorable reputation due to good

performance in conducting monetary policy, the same central bank might not have chosen any

particular form of commitment (such as targeting a certain range for inflation). Reputation plays

a crucial role in determining how much markets would believe the announcement of a particular

commitment to a policy goal but both concepts should not be assimilated. Also, note that under

rational expectations, it is not necessary for the policymaker to have established its reputation

through past policy actions; as an example, the reputation of the head of the central bank might

be derived entirely from her or his ideology, professional background, public statements, etc. In

fact it has been argued (add citation to Kenneth Rogoff, 1985. that in order to prevent some

pathologies related to the time-inconsistency of monetary policy implementation (in particular

excessive inflation), the head of a central bank should have a larger distaste for inflation than the

rest of the economy on average. Hence the reputation of a particular central bank is not necessary
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tied to past performance, but rather to particular institutional arrangements that the markets can

use to form inflation expectations.

Despite the frequent discussion of credibility as it relates to monetary policy, the exact meaning

of credibility is rarely defined. Such lack of clarity can serve to lead policy away from what is

believed to be the most beneficial. For example, capability to serve the public interest is one

definition of credibility often associated with central banks. The reliability with which a central

bank keeps its promises is also a common definition. While everyone most likely agrees a central

bank should not lie to the public, wide disagreement exists on how a central bank can best serve

the public interest. Therefore, lack of definition can lead people to believe they are supporting

one particular policy of credibility when they are really supporting another

: The Money Markets

Topic Objective:

At the end of this topic student would be able to:

 Define Money Market

 Learn about the functions of money market

 Learn about T-bills and Certificates of Deposit

Definition/Overview:

Money Market: In finance, the money market is the global financial market for short-term

borrowing and lending. It provides short-term liquidity funding for the global financial system.

The money market is where short-term obligations such as Treasury bills, commercial paper and

bankers' acceptances are bought and sold.
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The money market consists of financial institutions and dealers in money or credit who wish to

either borrow or lend. Participants borrow and lend for short periods of time, typically up to

thirteen months. Money market trades in short-term financial instruments commonly called

"paper." This contrasts with the capital market for longer-term funding, which is supplied by

bonds and equity. The core of the money market consists of banks borrowing and lending to each

other, using commercial paper, repurchase agreements and similar instruments. These

instruments are often benchmarked (to i.e. priced by reference to) the London Interbank Offered

Rate (LIBOR) for the appropriate term and currency.

Key Points:

1. Overview of a money market

The money market is a subsection of the fixed income market. We generally think of the term

fixed income as being synonymous to bonds. In reality, a bond is just one type of fixed income

security. The difference between the money market and the bond market is that the money

market specializes in very short-term debt securities (debt that matures in less than one year).

Money market investments are also called cash investments because of their short maturities.

Money market securities are essentially IOUs issued by governments, financial institutions and

large corporations. These instruments are very liquid and considered extraordinarily safe.

Because they are extremely conservative, money market securities offer significantly lower

returns than most other securities.

One of the main differences between the money market and the stock market is that most money

market securities trade in very high denominations. This limits access for the individual investor.

Furthermore, the money market is a dealer market, which means that firms buy and sell

securities in their own accounts, at their own risk. Compare this to the stock market where a

broker receives commission to acts as an agent, while the investor takes the risk of holding the

stock. Another characteristic of a dealer market is the lack of a central trading floor or exchange.
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Deals are transacted over the phone or through electronic systems. The easiest way for us to gain

access to the money market is with a money market mutual funds, or sometimes through a

money market bank account. These accounts and funds pool together the assets of thousands of

investors in order to buy the money market securities on their behalf. However, some money

market instruments, like Treasury bills, may be purchased directly. Failing that, they can be

acquired through other large financial institutions with direct access to these markets. There are

several different instruments in the money market, offering different returns and different risks.

In the following sections, we'll take a look at the major money market instruments.

2. Functions of Money Market

The elemental functions of a money market must be performed in any kind of modern economy,

even one that is largely planned or socialist, but the arrangements in socialist countries do not

ordinarily take the form of a market. Money markets exist in countries that use market processes

rather than planned allocations to distribute most of their primary resources among alternative

uses. The general distinguishing feature of a money market is that it relies upon open

competition among those who are bulk suppliers of funds at any particular time and among those

seeking bulk funds, to work out the best practicable distribution of the existing total volume of

such funds.

In their market transactions, those with bulk supplies of funds or demands for them, rely on

groups of intermediaries who act as brokers or dealers. The characteristics of these middlemen,

the services they perform, and their relationship to other parts of the financial mechanism vary

widely from country to country. In many countries there is no single meeting place where the

middlemen get together, yet in most countries the contacts among all participants are sufficiently

open and free to assure each supplier or user of funds that he will get or pay a price that fairly

reflects all of the influences (including his own) that are currently affecting the whole supply and

the whole demand. In nearly all cases, moreover, the unifying force of competition is reflected at

any given moment in a common price (that is, rate of interest) for similar transactions.

Continuous fluctuations in the money market rates of interest result from changes in the pressure
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of available supplies of funds upon the market and in the pull of current demands upon the

market.

3. Treasury Bills

Treasury Bills (T-bills) are the most marketable money market security. Their popularity is

mainly due to their simplicity. Essentially, T-bills are a way for the U.S. government to raise

money from the public. In this tutorial, we are referring to T-bills issued by the U.S. government,

but many other governments issue T-bills in a similar fashion.

T-bills are short-term securities that mature in one year or less from their issue date. They are

issued with three-month, six-month and one-year maturities. T-bills are purchased for a price that

is less than their par (face) value; when they mature, the government pays the holder the full par

value. Effectively, your interest is the difference between the purchase price of the security and

what you get at maturity. For example, if you bought a 90-day T-bill at $9,800 and held it until

maturity, you would earn $200 on your investment. This differs from coupon bonds, which pay

interest semi-annually.

Treasury bills (as well as notes and bonds) are issued through a competitive bidding process at

auctions. If you want to buy a T-bill, you submit a bid that is prepared either non-competitively

or competitively. In non-competitive bidding, you'll receive the full amount of the security you

want at the return determined at the auction. With competitive bidding, you have to specify the

return that you would like to receive. If the return you specify is too high, you might not receive

any securities, or just a portion of what you bid for.

The biggest reasons that T-Bills are so popular are that they are one of the few money market

instruments that are affordable to the individual investors. T-bills are usually issued in

denominations of $1,000, $5,000, $10,000, $25,000, $50,000, $100,000 and $1 million. Other

positives are that T-bills (and all Treasuries) are considered to be the safest investments in the

world because the U.S. government backs them. In fact, they are considered risk-free.

Furthermore, they are exempt from state and local taxes. The only downside to T-bills is that you
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won't get a great return because Treasuries are exceptionally safe. Corporate bonds, certificates

of deposit and money market funds will often give higher rates of interest.

4. Certificates of Deposits (CD)

A certificate of deposit (CD) is a time deposit with a bank. CDs are generally issued by

commercial banks but they can be bought through brokerages. They bear a specific maturity date

(from three months to five years), a specified interest rate, and can be issued in any

denomination, much like bonds. Like all time deposits, the funds may not be withdrawn on

demand like those in a checking account.

CDs offer a slightly higher yield than T-Bills because of the slightly higher default risk for a

bank but, overall, the likelihood that a large bank will go broke is pretty slim. Of course, the

amount of interest you earn depends on a number of other factors such as the current interest rate

environment, how much money you invest, the length of time and the particular bank you

choose. While nearly every bank offers CDs, the rates are rarely competitive, so it's important to

shop around. A fundamental concept to understand when buying a CD is the difference between

annual percentage yield (APY) and annual percentage rate (APR). APY is the total amount of

interest you earn in one year, taking compound interest into account. APR is simply the stated

interest you earn in one year, without taking compounding into account.

The difference results from when interest is paid. The more frequently interest is calculated, the

greater the yield will be. When an investment pays interest annually, its rate and yield are the

same. But when interest is paid more frequently, the yield gets higher. For example, say you

purchase a one-year, $1,000 CD that pays 5% semi-annually. After six months, you'll receive an

interest payment of $25 ($1,000 x 5 % x .5 years). Here's where the magic of compounding

starts. The $25 payment starts earning interest of its own, which over the next six months

amounts to $ 0.625 ($25 x 5% x .5 years). As a result, the rate on the CD is 5%, but its yield is

5.06. It may not sound like a lot, but compounding adds up over time.

The main advantage of CDs is their relative safety and the ability to know your return ahead of

time. You'll generally earn more than in a savings account, and you won't be at the mercy of the
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stock market. Plus, in the U.S. the Federal Deposit Insurance Corporation guarantees your

investment up to $100,000. Despite the benefits, there are two main disadvantages to CDs. First

of all, the returns are paltry compared to many other investments. Furthermore, your money is

tied up for the length of the CD and you won't be able to get it out without paying a harsh penalty

: The Bond Market

Topic Objective:

At the end of this topic student would be able to:

 Define Bond Markets

 Understand the structure of bond market

 Learn about the types of bond market

 Learn about bond market participants and bond market volatility

Definition/Overview:

Bond Market: The bond market (also known as the debt, credit, or fixed income market) is a

financial market where participants buy and sell debt securities, usually in the form of bonds. As

of 2006, the size of the international bond market is an estimated $45 trillion, of which the size

of the outstanding U.S. bond market debt was $25.2 trillion. Nearly all of the $923 billion

average daily trading volume (as of early 2007) in the U.S. bond market takes place between

broker-dealers and large institutions in a decentralized, over-the-counter (OTC) market.

However, a small number of bonds, primarily corporate, are listed on exchanges. References to

the "bond market" usually refer to the government bond market, because of its size, liquidity,

lack of credit risk and, therefore, sensitivity to interest rates. Because of the inverse relationship

between bond valuation and interest rates, the bond market is often used to indicate changes in

interest rates or the shape of the yield curve.
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Key Points:

1. Market Structure

Bond markets in most countries remain decentralized and lack common exchanges like stock,

future and commodity markets. This has occurred, in part, because no two bond issues are

exactly alike, and the number of different securities outstanding is far larger. However, the New

York Stock Exchange (NYSE) is the largest centralized bond market, representing mostly

corporate bonds. The NYSE migrated from the Automated Bond System (ABS) to the NYSE

Bonds trading system in April 2007 and expects the number of traded issues to increase from

1000 to 6000.

2. Types of bond markets

The Securities Industry and Financial Markets Association classifies the broader bond market

into five specific bond markets.

 Corporate

 Government & agency

 Municipal

 Mortgage backed, asset backed, and collateralized debt obligation

 Funding

3. Bond market participants

Bond market participants are similar to participants in most financial markets and are essentially

either buyers (debt issuer) of funds or sellers (institution) of funds and often both.

 Participants include:

 Institutional investors

 Governments

 Traders
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 Individuals

Because of the specificity of individual bond issues, and the lack of liquidity in many smaller

issues, the majority of outstanding bonds are held by institutions like pension funds, banks and

mutual funds. In the United States, approximately 10% of the market is currently held by private

individuals.

4. Bond market volatility

For market participants who own a bond, collect the coupon and hold it to maturity, market

volatility is irrelevant; principal and interest are received according to a pre-determined schedule.

But participants who buy and sell bonds before maturity are exposed to many risks, most

importantly changes in interest rates. When interest rates increase, the value of existing bonds

falls, since new issues pay a higher yield. Likewise, when interest rates decrease, the value of

existing bonds rise, since new issues pay a lower yield. This is the fundamental concept of bond

market volatility: changes in bond prices are inverse to changes in interest rates. Fluctuating

interest rates are part of a country's monetary policy and bond market volatility is a response to

expected monetary policy and economic changes.

Economists' views of economic indicators versus actual released data contribute to market

volatility. A tight consensus is generally reflected in bond prices and there is little price

movement in the market after the release of "in-line" data. If the economic release differs from

the consensus view the market usually undergoes rapid price movement as participants interpret

the data. Uncertainty (as measured by a wide consensus) generally brings more volatility before

and after an economic release. Economic releases vary in importance and impact depending on

where the economy is in the business cycle.

5. Bond investments

Investment companies allow individual investors the ability to participate in the bond markets

through bond funds, closed-end funds and unit-investment trusts. In 2006 total bond fund net

inflows increased 97% from $30.8 billion in 2005 to $60.8 billion in 2006. Exchange-traded

funds (ETFs) are another alternative to trading or investing directly in a bond issue. These
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securities allow individual investors the ability to overcome large initial and incremental trading

sizes.

6. Bond indices

A number of bond indices exist for the purposes of managing portfolios and measuring

performance, similar to the S&P 500 or Russell Indexes for stocks. The most common American

benchmarks are the Lehman Aggregate, Citigroup BIG and Merrill Lynch Domestic Master.

Most indices are parts of families of broader indices that can be used to measure global bond

portfolios, or may be further subdivided by maturity and/or sector for managing specialized

portfolios

: The Stock Market

Topic Objective:

At the end of this topic student would be able to:

 Define Stock Market

 Understand the concept of trading

 Learn about market participants

 Understand the importance of stock market

Definition/Overview:

Stock Market: A stock market, or equity market, is a private or public market for the trading of

company stock and derivatives of company stock at an agreed price; these are securities listed on

a stock exchange as well as those only traded privately. The size of the world stock market is

estimated at about $36.6 trillion US at the beginning of October 2008. The world derivatives

market has been estimated at about $480 trillion face or nominal value, 12 times the size of the

entire world economy. The value of the derivatives market, because it is stated in terms of
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notional values, cannot be directly compared to a stock or a fixed income security, which

traditionally refers to an actual value. Many such relatively illiquid securities are valued as

marked to model, rather than an actual market price. The stocks are listed and traded on stock

exchanges which are entities a corporation or mutual organization specialized in the business of

bringing buyers and sellers of the organizations to a listing of stocks and securities together.

Key Points:

1. Trading

Participants in the stock market range from small individual stock investors to large hedge fund

traders, who can be based anywhere. Their orders usually end up with a professional at a stock

exchange, who executes the order. Some exchanges are physical locations where transactions are

carried out on a trading floor, by a method known as open outcry. This type of auction is used in

stock exchanges and commodity exchanges where traders may enter "verbal" bids and offers

simultaneously. The other type of stock exchange is a virtual kind, composed of a network of

computers where trades are made electronically via traders.

Actual trades are based on an auction market paradigm where a potential buyer bids a specific

price for a stock and a potential seller asks a specific price for the stock. (Buying or selling at

market means you will accept any ask price or bid price for the stock, respectively.) When the

bid and ask prices match, a sale takes place on a first come first served basis if there are multiple

bidders or askers at a given price. The purpose of a stock exchange is to facilitate the exchange

of securities between buyers and sellers, thus providing a marketplace (virtual or real). The

exchanges provide real-time trading information on the listed securities, facilitating price

discovery.
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The New York Stock Exchange is a physical exchange, also referred to as a listed exchange only

stocks listed with the exchange may be traded. Orders enter by way of exchange members and

flow down to a floor broker, who goes to the floor trading post specialist for that stock to trade

the order. The specialist's job is to match buy and sell orders using open outcry. If a spread

exists, no trade immediately takes place--in this case the specialist should use his/her own

resources (money or stock) to close the difference after his/her judged time. Once a trade has

been made the details are reported on the "tape" and sent back to the brokerage firm, which then

notifies the investor who placed the order. Although there is a significant amount of human

contact in this process, computers play an important role, especially for so-called "program

trading".

The NASDAQ is a virtual listed exchange, where all of the trading is done over a computer

network. The process is similar to the New York Stock Exchange. However, buyers and sellers

are electronically matched. One or more NASDAQ market makers will always provide a bid and

ask price at which they will always purchase or sell 'their' stock. The Paris Bourse, now part of

Euronext, is an order-driven, electronic stock exchange. It was automated in the late 1980s. Prior

to the 1980s, it consisted of an open outcry exchange. Stockbrokers met on the trading floor or

the Palais Brongniart. In 1986, the CATS trading system was introduced, and the order matching

process was fully automated.

From time to time, active trading (especially in large blocks of securities) have moved away

from the 'active' exchanges. Securities firms, led by UBS AG, Goldman Sachs Group Inc. and

Credit Suisse Group, already steer 12 percent of U.S. security trades away from the exchanges to

their internal systems. That share probably will increase to 18 percent by 2010 as more

investment banks bypass the NYSE and NASDAQ and pair buyers and sellers of securities

themselves, according to data compiled by Boston-based Aite Group LLC, a brokerage-industry

consultant.
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Now that computers have eliminated the need for trading floors like the Big Board's, the balance

of power in equity markets is shifting. By bringing more orders in-house, where clients can move

big blocks of stock anonymously, brokers pay the exchanges less in fees and capture a bigger

share of the $11 billion a year that institutional investors pay in trading commissions.

2. Market participants

Many years ago, worldwide, buyers and sellers were individual investors, such as wealthy

businessmen, with long family histories (and emotional ties) to particular corporations. Over

time, markets have become more "institutionalized"; buyers and sellers are largely institutions

(e.g., pension funds, insurance companies, mutual funds, index funds, exchange traded funds,

hedge funds, investor groups, banks and various other financial institutions). The rise of the

institutional investor has brought with it some improvements in market operations. Thus, the

government was responsible for "fixed" (and exorbitant) fees being markedly reduced for the

'small' investor, but only after the large institutions had managed to break the brokers' solid front

on fees they then went to 'negotiated' fees, but only for large institutions. However, corporate

governance (at least in the West) has been very much adversely affected by the rise of (largely

'absentee') institutional 'owners'.

3. Importance of stock market

3.1. Function and purpose

The stock market is one of the most important sources for companies to raise money.

This allows businesses to be publicly traded, or raise additional capital for expansion by

selling shares of ownership of the company in a public market. The liquidity that an

exchange provides affords investors the ability to quickly and easily sell securities. This

is an attractive feature of investing in stocks, compared to other less liquid investments

such as real estate.
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History has shown that the price of shares and other assets is an important part of the

dynamics of economic activity, and can influence or be an indicator of social mood. An

economy where the stock market is on the rise is considered to be an upcoming economy.

In fact, the stock market is often considered the primary indicator of a country's economic

strength and development. Rising share prices, for instance, tend to be associated with

increased business investment and vice versa. Share prices also affect the wealth of

households and their consumption. Therefore, central banks tend to keep an eye on the

control and behavior of the stock market and, in general, on the smooth operation of

financial system functions. Financial stability is the raison d'tre of central banks.

Exchanges also act as the clearinghouse for each transaction, meaning that they collect

and deliver the shares, and guarantee payment to the seller of a security. This eliminates

the risk to an individual buyer or seller that the counterparty could default on the

transaction. The smooth functioning of all these activities facilitates economic growth in

that lower costs and enterprise risks promote the production of goods and services as well

as employment. In this way the financial system contributes to increased prosperity.

3.2. Relation of the stock market to the modern financial system

The financial system in most western countries has undergone a remarkable

transformation. One feature of this development is disintermediation. A portion of the

funds involved in saving and financing flows directly to the financial markets instead of

being routed via the traditional bank lending and deposit operations. The general public's

heightened interest in investing in the stock market, either directly or through mutual

funds, has been an important component of this process. Statistics show that in recent

decades shares have made up an increasingly large proportion of households' financial

assets in many countries. In the 1970s, in Sweden, deposit accounts and other very liquid

assets with little risk made up almost 60 percent of households' financial wealth,
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compared to less than 20 percent in the 2000s. The major part of this adjustment in

financial portfolios has gone directly to shares but a good deal now takes the form of

various kinds of institutional investment for groups of individuals, e.g., pension funds,

mutual funds, hedge funds, insurance investment of premiums, etc. The trend towards

forms of saving with a higher risk has been accentuated by new rules for most funds and

insurance, permitting a higher proportion of shares to bonds. Similar tendencies are to be

found in other industrialized countries. In all developed economic systems, such as the

European Union, the United States, Japan and other developed nations, the trend has been

the same: saving has moved away from traditional (government insured) bank deposits to

more risky securities of one sort or another.

3.3. The stock market, individual investors, and financial risk

Riskier long-term saving requires that an individual possess the ability to manage the

associated increased risks. Stock prices fluctuate widely, in marked contrast to the

stability of (government insured) bank deposits or bonds. This is something that could

affect not only the individual investor or household, but also the economy on a large

scale. The following deals with some of the risks of the financial sector in general and the

stock market in particular. This is certainly more important now that so many newcomers

have entered the stock market, or have acquired other 'risky' investments (such as

'investment' property, i.e., real estate and collectables).

With each passing year, the noise level in the stock market rises. Television

commentators, financial writers, analysts, and market strategists are all overtaking each

other to get investors' attention. At the same time, individual investors, immersed in chat

rooms and message boards, are exchanging questionable and often misleading tips. Yet,

despite all this available information, investors find it increasingly difficult to profit.

Stock prices skyrocket with little reason, then plummet just as quickly, and people who

have turned to investing for their children's education and their own retirement become

frightened. Sometimes there appears to be no rhyme or reason to the market, only folly.
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This is a quote from the preface to a published biography about the long-term value-

oriented stock investor Warren Buffett. Buffett began his career with $100, and $105,000

from seven limited partners consisting of Buffett's family and friends. Over the years he

has built himself a multi-billion-dollar fortune. The quote illustrates some of what has

been happening in the stock market during the end of the 20th century and the beginning

of the 21st century.

3.4. The behavior of the stock market

From experience we know that investors may temporarily pull financial prices away from

their long term trend level. Over-reactions may occurso that excessive optimism

(euphoria) may drive prices unduly high or excessive pessimism may drive prices unduly

low. New theoretical and empirical arguments have been put forward against the notion

that financial markets are efficient.

According to the efficient market hypothesis (EMH), only changes in fundamental

factors, such as profits or dividends, ought to affect share prices. (But this largely

theoretic academic viewpoint also predicts that little or no trading should take

placecontrary to factsince prices are already at or near equilibrium, having priced in all

public knowledge.) But the efficient-market hypothesis is sorely tested by such events as

the stock market crash in 1987, when the Dow Jones index plummeted 22.6 percentthe

largest-ever one-day fall in the United States. This event demonstrated that share prices

can fall dramatically even though, to this day, it is impossible to fix a definite cause: a

thorough search failed to detect any specific or unexpected development that might

account for the crash. It also seems to be the case more generally that many price

movements are not occasioned by new information; a study of the fifty largest one-day

share price movements in the United States in the post-war period confirms this.

Moreover, while the EMH predicts that all price movement (in the absence of change in
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fundamental information) is random (i.e., non-trending), many studies have shown a

marked tendency for the stock market to trend over time periods of weeks or longer.

Various explanations for large price movements have been promulgated. For instance,

some research has shown that changes in estimated risk, and the use of certain strategies,

such as stop-loss limits and Value at Risk limits, theoretically could cause financial

markets to overreact. Other research has shown that psychological factors may result in

exaggerated stock price movements. Psychological research has demonstrated that people

are predisposed to 'seeing' patterns, and often will perceive a pattern in what is, in fact,

just noise. (Something like seeing familiar shapes in clouds or ink blots.) In the present

context this means that a succession of good news items about a company may lead

investors to overreact positively (unjustifiably driving the price up). A period of good

returns also boosts the investor's self-confidence, reducing his (psychological) risk

threshold.

Another phenomenonalso from psychologythat works against an objective assessment is

group thinking. As social animals, it is not easy to stick to an opinion that differs

markedly from that of a majority of the group. An example with which one may be

familiar is the reluctance to enter a restaurant that is empty; people generally prefer to

have their opinion validated by those of others in the group. The stock market, as any

other business, is quite unforgiving of amateurs. Inexperienced investors rarely get the

assistance and support they need. In the period running up to the recent Nasdaq crash,

less than 1 percent of the analyst's recommendations had been to sell (and even during the

2000 - 2002 crash, the average did not rise above 5%). The media amplified the general

euphoria, with reports of rapidly rising share prices and the notion that large sums of

money could be quickly earned in the so-called new economy stock market.
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3.5. Irrational behavior

Sometimes the market tends to react irrationally to economic news, even if that news has

no real effect on the technical value of securities itself. Therefore, the stock market can

be swayed tremendously in either direction by press releases, rumors, euphoria and mass

panic. Over the short-term, stocks and other securities can be battered or buoyed by any

number of fast market-changing events, making the stock market difficult to predict.

Emotions can drive prices up and down. People may not be as rational as they think.

Behaviorists argue that investors often behave irrationally when making investment

decisions thereby incorrectly pricing securities, which causes market inefficiencies,

which, in turn, are opportunities to make money.

3.6. Stock Market Crash

A stock market crash is often defined as a sharp dip in share prices of equities listed on

the stock exchanges. In parallel with various economic factors, a reason for stock market

crashes is also due to panic. Often, stock market crashes end speculative economic

bubbles. There have been famous stock market crashes that have ended in the loss of

billions of dollars and wealth destruction on a massive scale. An increasing number of

people are involved in the stock market, especially since the social security and

retirement plans are being increasingly privatized and linked to stocks and bonds and

other elements of the market. There have been a number of famous stock market crashes

like the Wall Street Crash of 1929, the stock market crash of 19734, the Black Monday of

1987, the Dot-com bubble of 2000.

One of the most famous stock market crashes started October 24, 1929 on Black

Thursday. The Dow Jones Industrial lost 50% during this stock market crash. It was the

beginning of the Great Depression. Another famous crash took place on October 19, 1987

Black Monday. On Black Monday itself, the Dow Jones fell by 22.6% after completing a

5 year continuous rise in share prices. This event not only shook the USA, but quickly
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spread across the world. Thus, by the end of October, stock exchanges in Australia lost

41.8%, in Canada lost 22.5%, in Hong Kong lost 45.8%, and in Great Britain lost 26.4%.

The names Black Monday and Black Tuesday are also used for October 28-29, 1929,

which followed Terrible Thursday--the starting day of the stock market crash in 1929.

The crash in 1987 raised some puzzles-main news and events did not predict the

catastrophe and visible reasons for the collapse were not identified. This event raised

questions about many important assumptions of modern economics, namely, the theory

of rational human conduct, the theory of market equilibrium and the hypothesis of market

efficiency. For some time after the crash, trading in stock exchanges worldwide was

halted, since the exchange computers did not perform well owing to enormous quantity of

trades being received at one time. This halt in trading allowed the Federal Reserve

System and central banks of other countries to take measures to control the spreading of

worldwide financial crisis.

In the United States the SEC introduced several new measures of control into the stock

market in an attempt to prevent a re-occurrence of the events of Black Monday.

Computer systems were upgraded in the stock exchanges to handle larger trading

volumes in a more accurate and controlled manner. The SEC modified the margin

requirements in an attempt to lower the volatility of common stocks, stock options and

the futures market. The New York Stock Exchange and the Chicago Mercantile

Exchange introduced the concept of a circuit breaker. The circuit breaker halts trading if

the Dow declines a prescribed number of points for a prescribed amount of time

In Section 3 of this course you will cover these topics:
The Mortgage Markets
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The Foreign Exchange Market

The International Financial System

Why Do Financial Institutions Exist?

What Should Be Done About Conflicts Of Interest In The Financial Industry?

You may take as much time as you want to complete the topic coverd in section 3.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

: The Mortgage Markets

Topic Objective:

At the end of this topic student would be able to:

 Define Mortgage

 Learn about the participants of mortgage market

 Understand the legal aspects of mortgage

 Understand the types of mortgages in the US

Definition/Overview:

Mortgage: A mortgage is the transfer of an interest in property (or in law the equivalent - a

charge) to a lender as a security for a debt - usually a loan of money. While a mortgage in itself

is not a debt, it is lender's security for a debt. It is a transfer of an interest in land (or the

equivalent), from the owner to the mortgage lender, on the condition that this interest will be

returned to the owner of the real estate when the terms of the mortgage have been satisfied or

performed. In other words, the mortgage is a security for the loan that the lender makes to the

borrower.
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Key Points:

1. Participants in Mortgage Market

1.1. Mortgage lender

Mortgagee is the legal term for the mortgage lender. The main function of the mortgage

is to provide security to the lender. Given the large sum of money involved in financing a

property, a mortgage lender will usually want security for the loan that will provide a

claim upon that security and will take precedence over other creditors. A mortgage

accomplishes this security.

The lender loans the money and registers the mortgage against the title to the property.

The borrower gives the lender the mortgage as security for the loan, receives the funds,

makes the required payments and maintains possession of the property. The borrower has

the right to have the mortgage discharged from the title once the debt is paid. If the

mortgagor fails to repay the loan according to the conditions set forth by the lender, then

the mortgagee reserves the right to foreclose on the property.

1.2. Borrower

Mortgagor is the legal term for the borrower, who owes the obligation secured by the

mortgage, and may be multiple parties. Generally, the debtor must meet the conditions of

the underlying loan or other obligation and the conditions of the mortgage. Otherwise, the

debtor usually runs the risk of foreclosure of the mortgage by the creditor to recover the

debt. Typically the debtors will be the individual home-owners, landlords or businesses

who are purchasing their property by way of a loan. Most buyers of real property would

have difficulty saving enough money to make an outright purchase of real estate. The use

of debt increases a buyer's ability to buy through a combination of down payment and

debt. As a result a real estate transaction seldom occurs without buyers relying on

borrowed funds.
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1.2.1. Borrowing for investment purposes

Aside from the absence of large amount of available money, there are several

reasons why an investor (including a buyer of real estate) might borrow funds.

Some of these include:

▪ To diversify investments and reduce overall risk by using only part of the

available funds for any one investment

▪ To invest the borrowed funds at a higher rate of interest (yield) than the

borrowing rate; for example, a sum is borrowed at an annual interest rate

of 7% and used to invest in a project that returns 10%

▪ To free up equity for other purposes; for example, a commercial

enterprise may prefer to use funds to purchase inventory or equipment

instead of investing only in land and buildings.

▪ To obtain a tax benefit. In some countries (such as Canada), mortgage

interest is not tax deductible, but loans made for investment purposes are.

1.3. Other participants

Because of the complicated legal exchange, or conveyance, of the property, one or both

of the main participants are likely to require legal representation. The terminology varies

with legal jurisdiction. Because of the complex nature of many markets the debtor may

approach a mortgage broker or financial adviser to help them source an appropriate

creditor, typically by finding the most competitive loan. The debt is, in civil law

jurisdictions, referred to as hypothecation, which may make use of the services of a

hypothecary to assist in the hypothecation.

2. Default on Subdivided Property

When a tract of land is purchased with a mortgage and then split up and sold off, then the

"inverse order of alienation rule" applies to find out who will be liable for the default.
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Basically, when a mortgaged tract of land is split up and sold off, then upon default, the

mortgagee forecloses and proceeds against lands still owned by the mortgagor, then liability

attaches in a backward fashion, or in an 'inverse order' as they were sold. So if A acquires a 3-

acre (12,000 m2) lot by mortgage then splits up the lot into three 1 acre lots (A, B, and C), and

sells lot B to X, and then lot C to Y, retaining lot A for himself then, upon default, the mortgagee

will go after lot A, the mortgagor, and if that sale does not satisfy the default, then the owner of

lot C will be liable, then the owner of lot B. The idea is that the first purchaser should have more

equity and subsequent purchasers receive a diluted share.

3. Legal aspects

Mortgages may be legal or equitable. Furthermore, a mortgage may take one of a number of

different legal structures, the availability of which will depend on the jurisdiction under which

the mortgage is made. Common law jurisdictions have evolved two main forms of mortgage: the

mortgage by demise and the mortgage by legal charge.

3.1. Mortgage by demise

In a mortgage by demise, the mortgagee (the lender) becomes the owner of the

mortgaged property until the loan is repaid or other mortgage obligation fulfilled in full, a

process known as "redemption". This kind of mortgage takes the form of a conveyance of

the property to the creditor, with a condition that the property will be returned on

redemption.

Mortgages by demise were the original form of mortgage, and continue to be used in

many jurisdictions, and in a small minority of states in the United States. Many other

common law jurisdictions have either abolished or minimized the use of the mortgage by

demise. For example, in England and Wales this type of mortgage is no longer available,

by virtue of the Land Registration Act 2002.

3.2. Mortgage by legal charge

In a mortgage by legal charge or technically "a charge by deed expressed to be by way of

legal mortgage", the debtor remains the legal owner of the property, but the creditor gains

sufficient rights over it to enable them to enforce their security, such as a right to take
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possession of the property or sell it. To protect the lender, a mortgage by legal charge is

usually recorded in a public register. Since mortgage debt is often the largest debt owed

by the debtor, banks and other mortgage lenders run title searches of the real property to

make certain that there are no mortgages already registered on the debtor's property

which might have higher priority.

Tax liens, in some cases, will come ahead of mortgages. For this reason, if a borrower has

delinquent property taxes, the bank will often pay them to prevent the lien-holder from

foreclosing and wiping out the mortgage. This type of mortgage is most common in the

United States and, since the Law of Property Act 1925; it has been the usual form of

mortgage in England and Wales. In Scotland, the mortgage by legal charge is also known

as standard security.

In Pakistan, the mortgage by legal charge is most common way used by banks to secure

the financing. It is also known as registered mortgage. After registration of legal charge,

the bank's lien is recorded in the land register stating that the property is under mortgage

and cannot be sold without obtaining an NOC (No Objection Certificate) from the bank.

3.3. Equitable mortgage

In an equitable mortgage the lender is secured by taking possession of all the original title

documents of the property and by borrowers signing a Memorandum of Deposit of Title

Deed (MODTD). This document is an undertaking by the borrower that he/she has

deposited the title documents with the bank with his own wish and will, in order to secure

the financing obtained from the bank.

4. Mortgages in the United States

4.1. Types of mortgage instruments

Two types of mortgage instruments are commonly used in the United States: the

mortgage (sometimes called a mortgage deed) and the deed of trust.
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4.1.1. The mortgage

In all but a few states, a mortgage creates a lien on the title to the mortgaged

property. Foreclosure of that lien almost always requires a judicial proceeding

declaring the debt to be due and in default and ordering a sale of the property to

pay the debt.

4.1.2. Security Deed

The deed to secure debt is a mortgage instrument used in the state of Georgia.

Unlike a mortgage, however, a security deed is an actual conveyance of real

property in security of a debt. Upon the execution if such a deed, title passes to

the grantee or beneficiary (usually lender), however the grantor (debtor) maintains

equitable title to use and enjoy the conveyed land subject to compliance with debt

obligations. Security deeds must be recorded in the county where the land is

located. Although there is no specific time within which such deeds must be filed,

the failure to timely record the deed to secure debt may affect priority and

therefore the ability to enforce the debt against the subject property.

4.1.3. The deed of trust

The deed of trust is a deed by the borrower to a trustee for the purposes of

securing a debt. In most states, it also merely creates a lien on the title and not a

title transfer, regardless of its terms. It differs from a mortgage in that, in many

states, it can be foreclosed by a non-judicial sale held by the trustee. It is also

possible to foreclose them through a judicial proceeding.

Most "mortgages" in California are actually deeds of trust. The effective

difference is that the foreclosure process can be much faster for a deed of trust

than for a mortgage, on the order of 3 months rather than a year. Because the

foreclosure does not require actions by the court the transaction costs can be quite

a bit less.

Deeds of trust to secure repayments of debts should not be confused with trust

instruments that are sometimes called deeds of trust but that are used to create

trusts for other purposes, such as estate planning. Though there are superficial
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similarities in the form, many states hold deeds of trust to secure repayment of

debts do not create true trust arrangements.

4.1.4. Mortgage lien priority

Except in those few states in the United States that adhere to the title theory of

mortgages, either a mortgage or a deed of trust will create a mortgage lien upon

the title to the real property being mortgaged. The lien is said to "attach" to the

title when the mortgage is signed by the mortgagor and delivered to the

mortgagee and the mortgagor receives the funds whose repayment the mortgage

secures. Subject to the requirements of the recording laws of the state in which the

land is located, this attachment establishes the priority of the mortgage lien with

respect to most other liens on the property's title. Liens that have attached to the

title before the mortgage lien are said to be senior to, or prior to, the mortgage

lien. Those attaching afterward are said to be junior or subordinate. The purpose

of this priority is to establish the order in which lien holders are entitled to

foreclose their liens in an attempt to recover their debts. If there are multiple

mortgage liens on the title to a property and the loan secured by a first mortgage is

paid off, the second mortgage lien will move up in priority and become the new

first mortgage lien on the title. Documenting this new priority arrangement will

require the release of the mortgage securing the paid off loan

: The Foreign Exchange Market

Topic Objective:

At the end of this topic student would be able to:

 Define Foreign Exchange Market

 Learn about the market participants

 Understand the trading characteristics

 Learn about the determinants of FX Rate
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 Learn about financial instruments

Definition/Overview:

Foreign Exchange Market: The foreign exchange (currency or FX) market is a place where

currency trading takes place. FX transactions typically involve one party purchasing a quantity of

one currency in exchange for paying a quantity of another.

Key Points:

1. Market Participants

Unlike a stock market, where all participants have access to the same prices, the forex market is

divided into levels of access. At the top is the inter-bank market, which is made up of the largest

investment banking firms. Within the inter-bank market, spreads, which are the difference

between the bids and ask prices, are razor sharp and usually unavailable, and not known to

players outside the inner circle. The difference between the bid and ask prices widens (from 0-1

pip to 1-2 pips for some currencies such as the EUR). This is due to volume. If a trader can

guarantee large numbers of transactions for large amounts, they can demand a smaller difference

between the bid and ask price, which is referred to as a better spread. The levels of access that

make up the forex market are determined by the size of the line (the amount of money with

which they are trading). The top-tier inter-bank market accounts for 53% of all transactions.

After that there are usually smaller investment banks, followed by large multi-national

corporations (which need to hedge risk and pay employees in different countries), large hedge

funds, and even some of the retail forex-metal market makers.

1.1. Banks

The interbank market caters for both the majority of commercial turnover and large

amounts of speculative trading every day. A large bank may trade billions of dollars
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daily. Some of this trading is undertaken on behalf of customers, but much is conducted

by proprietary desks, trading for the bank's own account. Until recently, foreign exchange

brokers did large amounts of business, facilitating interbank trading and matching

anonymous counterparts for small fees. Today, however, much of this business has

moved on to more efficient electronic systems. The broker squawk box lets traders listen

in on ongoing interbank trading and is heard in most trading rooms, but turnover is

noticeably smaller than just a few years ago.

1.2. Commercial companies

An important part of this market comes from the financial activities of companies seeking

foreign exchange to pay for goods or services. Commercial companies often trade fairly

small amounts compared to those of banks or speculators, and their trades often have

little short term impact on market rates. Nevertheless, trade flows are an important factor

in the long-term direction of a currency's exchange rate. Some multinational companies

can have an unpredictable impact when very large positions are covered due to exposures

that are not widely known by other market participants.

1.3. Central banks

National central banks play an important role in the foreign exchange markets. They try

to control the money supply, inflation, and/or interest rates and often have official or

unofficial target rates for their currencies. They can use their often substantial foreign

exchange reserves to stabilize the market. Milton Friedman argued that the best

stabilization strategy would be for central banks to buy when the exchange rate is too

low, and to sell when the rate is too high that is, to trade for a profit based on their more

precise information. Nevertheless, the effectiveness of central bank "stabilizing

speculation" is doubtful because central banks do not go bankrupt if they make large

losses, like other traders would, and there is no convincing evidence that they do make a

profit trading.

The mere expectation or rumor of central bank intervention might be enough to stabilize

a currency, but aggressive intervention might be used several times each year in countries
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with a dirty float currency regime. Central banks do not always achieve their objectives.

The combined resources of the market can easily overwhelm any central bank. Several

scenarios of this nature were seen in the 199293 ERM collapse and in more recent times

in Southeast Asia.

1.4. Hedge funds as speculators

About 70% to 90% of the forex transactions are speculative. In other words, the person or

institution that bought or sold the currency has no plan to actually take delivery of the

currency in the end; rather, they were solely speculating on the movement of that

particular currency. Hedge funds have gained a reputation for aggressive currency

speculation since 1996. They control billions of dollars of equity and may borrow billions

more, and thus may overwhelm intervention by central banks to support almost any

currency, if the economic fundamentals are in the hedge funds' favor.

1.5. Investment management firms

Investment management firms (who typically manage large accounts on behalf of

customers such as pension funds and endowments) use the foreign exchange market to

facilitate transactions in foreign securities. For example, an investment manager bearing

an international equity portfolio needs to purchase and sell several pairs of foreign

currencies to pay for foreign securities purchases. Some investment management firms

also have more speculative specialist currency overlay operations, which manage clients'

currency exposures with the aim of generating profits as well as limiting risk. Whilst the

number of this type of specialist firms is quite small, many have a large value of assets

under management (AUM), and hence can generate large trades.

1.6. Retail forex brokers

There are two types of retail brokers offering the opportunity for speculative trading:

retail forex brokers and market makers. Retail traders (individuals) are a small fraction of

this market and may only participate indirectly through brokers or banks. Retail forex

brokers, while largely controlled and regulated by the CFTC and NFA might be subject

to forex scams. At present, the NFA and CFTC are imposing stricter requirements,
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particularly in relation to the amount of Net Capitalization required of its members. As a

result many of the smaller, and perhaps questionable brokers are now gone. It is not

widely understood that retail brokers and market makers typically trade against their

clients and frequently take the other side of their trades. This can often create a potential

conflict of interest and give rise to some of the unpleasant experiences some traders have

had. A move toward NDD (No Dealing Desk) and STP (Straight Through Processing)

has helped to resolve some of these concerns and restore trader confidence, but caution is

still advised in ensuring that all is as it is presented.

1.7. Others

Non-bank foreign exchange companies offer currency exchange and international

payments to private individuals and companies. These are also known as Foreign

Exchange Brokers but are distinct from Forex Brokers as they do not offer speculative

trading but currency exchange with payments. i.e. there is usually a physical delivery of

currency to a bank account. It is estimated that in the UK, 14% of currency

transfers/payments are made via Foreign Exchange Companies. These companies' selling

point is usually that they will offer better exchange rates or cheaper payments than the

customer's bank. These companies differ from Money Transfer/Remittance Companies in

that they generally offer higher-value services.

Money Transfer/Remittance Companies perform high-volume low-value transfers

generally by economic migrants back to their home country. In 2007, the Aite Group

estimated that there were $369 billion of remittances (an increase of 8% on the previous

year). The four largest markets (India, China, Mexico and the Philippines) receive $95

billion. The largest and best known provider is Western Union with 345,000 agents

globally.

2. Trading Characteristics

There is no unified or centrally cleared market for the majority of FX trades, and there is very

little cross-border regulation. Due to the over-the-counter (OTC) nature of currency markets,

there are rather a number of interconnected marketplaces, where different currencies instruments
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are traded. This implies that there is not a single exchange rate but rather a number of different

rates (prices), depending on what bank or market maker is trading, and where it is. In practice the

rates are often very close, otherwise they could be exploited by arbitrageurs instantaneously. Due

to London's dominance in the market, a particular currency's quoted price is usually the London

market price. A joint venture of the Chicago Mercantile Exchange and Reuters, called

Fxmarketspace opened in 2007 and aspired but failed to the role of a central market clearing

mechanism.

Fluctuations in exchange rates are usually caused by actual monetary flows as well as by

expectations of changes in monetary flows caused by changes in GDP growth, inflation

(purchasing power parity theory), interest rates (Interest rate parity. Major news is released

publicly, often on scheduled dates, so many people have access to the same news at the same

time. However, the large banks have an important advantage; they can see their customers' order

flow.

Currencies are traded against one another. Each pair of currencies thus constitutes an individual

product and is traditionally noted XXX/YYY, where YYY is the ISO 4217 international three-

letter code of the currency into which the price of one unit of XXX is expressed (called base

currency). For instance, EUR/USD is the price of the euro expressed in US dollars, as in 1 euro =

1.5465 dollar. Out of convention, the first currency in the pair, the base currency, was the

stronger currency at the creation of the pair. The second currency, counter currency, was the

weaker currency at the creation of the pair.

Trading in the euro has grown considerably since the currency's creation in January 1999, and

how long the foreign exchange market will remain dollar-centered is open to debate. Until

recently, trading the euro versus a non-European currency ZZZ would have usually involved two

trades: EUR/USD and USD/ZZZ. The exception to this is EUR/JPY, which is an established

traded currency pair in the interbank spot market. As the dollar's value has eroded during 2008,

interest in using the euro as reference currency for prices in commodities (such as oil), as well as

a larger component of foreign reserves by banks, has increased dramatically. Transactions in the

currencies of commodity-producing countries, such as AUD, NZD, CAD, have also increased.
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3. Determinants of FX Rates

The following theories explain the fluctuations in FX rates in a floating exchange rate regime (In

a fixed exchange rate regime, FX rates are decided by its government):

 International parity conditions viz; Purchasing power parity, Interest rate parity, Domestic Fisher

effect, International Fisher effect. Though to some extent the above theories provide logical

explanation for the fluctuations in exchange rates, yet these theories falter as they are based on

challengeable assumptions [e.g., free flow of goods, services and capital] which seldom hold true

in the real world.

 Balance of payments model: This model, however, focuses largely on tradable goods and

services, ignoring the increasing role of global capital flows. It failed to provide any explanation

for continuous appreciation of dollar during 1980s and most part of 1990s in face of soaring US

current account deficit.

 Asset market model views currencies as an important asset class for constructing investment

portfolios. Assets prices are influenced mostly by peoples willingness to hold the existing

quantities of assets, which in turn depends on their expectations on the future worth of these

assets. The asset market model of exchange rate determination states that the exchange rate

between two currencies represents the price that just balances the relative supplies of, and

demand for, assets denominated in those currencies.

None of the models developed so far succeed to explain FX rates levels and volatility in the

longer time frames. For shorter time frames (less than a few days) algorithm can be devised to

predict prices. Large and small institutions and professional individual traders have made

consistent profits from it. It is understood from above models that many macroeconomic factors

affect the exchange rates and in the end currency prices are a result of dual forces of demand and

supply. The world's currency markets can be viewed as a huge melting pot: in a large and ever-

changing mix of current events, supply and demand factors are constantly shifting, and the price

of one currency in relation to another shifts accordingly. No other market encompasses (and

distills) as much of what is going on in the world at any given time as foreign exchange. Supply

and demand for any given currency, and thus its value, are not influenced by any single element,
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but rather by several. These elements generally fall into three categories: economic factors,

political conditions and market psychology.

3.1. Economic factors

Economic policy comprises government fiscal policy (budget/spending practices) and

monetary policy (the means by which a government's central bank influences the supply

and "cost" of money, which is reflected by the level of interest rates). Economic

conditions include:

 Government budget deficits or surpluses: The market usually reacts negatively to widening

government budget deficits, and positively to narrowing budget deficits. The impact is reflected

in the value of a country's currency.

 Balance of trade levels and trends: The trade flow between countries illustrates the demand for

goods and services, which in turn indicates demand for a country's currency to conduct trade.

Surpluses and deficits in trade of goods and services reflect the competitiveness of a nation's

economy. For example, trade deficits may have a negative impact on a nation's currency.

 Inflation levels and trends: Typically a currency will lose value if there is a high level of inflation

in the country or if inflation levels are perceived to be rising [. This is because inflation erodes

purchasing power, thus demand, for that particular currency. However, a currency may

sometimes strengthen when inflation rises because of expectations that the central bank will raise

short-term interest rates to combat rising inflation.

 Economic growth and health: Reports such as gross domestic product (GDP), employment

levels, retail sales, capacity utilization and others, detail the levels of a country's economic

growth and health. Generally, the more healthy and robust a country's economy, the better its

currency will perform, and the more demand for it there will be.

 Productivity of an economy: Increasing productivity in an economy should positively influence

the value of its currency. It affects are more prominent if the increase is in the traded sector.

3.2. Political conditions

Internal, regional, and international political conditions and events can have a profound

effect on currency markets. Expectations of war between India and Pakistan can
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negatively influence the value of currencies of two nations. All exchange rates are

susceptible to political instability and anticipations about the new ruling party. Political

upheaval and instability can have a negative impact on a nation's economy. For example,

destabilization of coalition governments in India, Pakistan and Thailand can negatively

affect the value of their currencies. Similarly, in a country experiencing financial

difficulties, the rise of a political faction that is perceived to be fiscally responsible can

have the opposite effect. Also, events in one country in a region may spur positive or

negative interest in a neighboring country and, in the process, affect its currency.

3.3. Market psychology

Market psychology and trader perceptions influence the foreign exchange market in a

variety of ways:

 Flights to quality: Unsettling international events can lead to a "flight to quality,"

with investors seeking a "safe haven". There will be a greater demand, thus a

higher price, for currencies perceived as stronger over their relatively weaker

counterparts. The Swiss franc has been a traditional safe haven during times of

political or economic uncertainty.

 Long-term trends: Currency markets often move in visible long-term trends.

Although currencies do not have an annual growing season like physical

commodities, business cycles do make themselves felt. Cycle analysis looks at

longer-term price trends that may rise from economic or political trends.

 "Buy the rumor, sell the fact:" This market truism can apply to many currency

situations. It is the tendency for the price of a currency to reflect the impact of a

particular action before it occurs and, when the anticipated event comes to pass,

react in exactly the opposite direction. This may also be referred to as a market

being "oversold" or "overbought". To buy the rumor or sell the fact can also be an

example of the cognitive bias known as anchoring, when investors focus too

much on the relevance of outside events to currency prices.

 Economic numbers: While economic numbers can certainly reflect economic

policy, some reports and numbers take on a talisman-like effect: the number itself
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becomes important to market psychology and may have an immediate impact on

short-term market moves. "What to watch" can change over time. In recent years,

for example, money supply, employment, trade balance figures and inflation

numbers have all taken turns in the spotlight.

 Technical trading considerations: As in other markets, the accumulated price

movements in a currency pair such as EUR/USD can form apparent patterns that

traders may attempt to use. Many traders study price charts in order to identify

such patterns.

4. Financial Instruments

4.1. Spot

A spot transaction is a two-day delivery transaction (except in the case of the Canadian

dollar and the Mexican Nuevo Peso, which settle the next day), as opposed to the futures

contracts, which are usually three months. This trade represents a direct exchange

between two currencies, has the shortest time frame, involves cash rather than a contract;

and interest is not included in the agreed-upon transaction. The data for this study come

from the spot market. Spot transactions have the second largest turnover by volume after

Swap transactions among all FX transactions in the Global FX market.

4.2. Forward

One way to deal with the Forex risk is to engage in a forward transaction. In this

transaction, money does not actually change hands until some agreed upon future date. A

buyer and seller agree on an exchange rate for any date in the future, and the transaction

occurs on that date, regardless of what the market rates are then. The duration of the trade

can be a one day, a few days, months or years.

4.3. Future

Foreign currency futures are exchange traded forward transactions with standard contract

sizes and maturity dates for example, $1000 for next November at an agreed rate ,.

Futures are standardized and are usually traded on an exchange created for this purpose.
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The average contract length is roughly 3 months. Futures contracts are usually inclusive

of any interest amounts.

4.4. Swap

The most common type of forward transaction is the currency swap. In a swap, two

parties exchange currencies for a certain length of time and agree to reverse the

transaction at a later date. These are not standardized contracts and are not traded through

an exchange.

4.5. Option

A foreign exchange option (commonly shortened to just FX option) is a derivative where

the owner has the right but not the obligation to exchange money denominated in one

currency into another currency at a pre-agreed exchange rate on a specified date. The FX

options market is the deepest, largest and most liquid market for options of any kind in

the world.

4.6. Exchange Traded Fund

Exchange-traded funds (or ETFs) are Open Ended investment companies that can be

traded at any time throughout the course of the day. Typically, ETFs try to replicate a

stock market index such as the S&P 500 (e.g. SPY), but recently they are now replicating

investments in the currency markets with the ETF increasing in value when the US Dollar

weakens versus a specific currency, such as the Euro. Certain of these funds track the

price movements of world currencies versus the US Dollar, and increase in value directly

counter to the US Dollar, allowing for speculation in the US Dollar for US and US Dollar

denominated investors and speculators

: The International Financial System

Topic Objective:

At the end of this topic student would be able to:
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 Learn about international financial institutions

 Learn about the regulations of international trade

Definition/Overview:

International Financial System: The global financial system (GFS) is a financial system

consisting of institutions and regulations that act on the international level, as opposed to those

that act on a national or regional level. The main players are the global institutions, such as

International Monetary Fund and Bank for International Settlements, national agencies and

government departments, e.g., central banks and finance ministries, and private institutions

acting on the global scale, e.g., banks and hedge funds.

Key Points:

1. Institutions

1.1. International Institutions

The most prominent international institutions are the IMF, the World Bank and the WTO:

 The International Monetary Fund keeps account of international balance of payments accounts of

member states. The IMF acts as a lender of last resort for members in financial distress, e.g.,

currency crisis, problems meeting balance of payment when in deficit and debt default.

Membership is based on quotas, or the amount of money a country provides to the fund relative

to the size of its role in the international trading system.

 The World Bank aims to provide funding, take up credit risk or offer favorable terms to

development projects mostly in developing countries that couldn't be obtained by the private
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sector. The other multilateral development banks and other international financial institutions

also play specific regional or functional roles.

 The World Trade Organization settles trade disputes and negotiates international trade

agreements in its rounds of talks (currently the Doha Round)

1.2. Government Institutions

Governments act in various ways as actors in the GFS: they pass the laws and regulations

for financial markets and set the tax burden for private players, e.g., banks, funds and

exchanges. They also participate actively through discretionary spending. They are

closely tied (though in most countries independent of) to central banks that issue

government debt, set interest rates and deposit requirements, and intervene in the foreign

exchange market.

1.3. Private Participants

Players acting in the stock-, bond-, foreign exchange-, derivatives- and commodities-

markets and investment banking are:

 Commercial banks

 Pension funds

 Hedge funds and Private Equity

1.4. Legal frameworks and treatises

 Eurozone

 North American Free Trade Agreement (NAFTA)

 Mercosur

 Commonwealth of Independent States (CIS)

2. Regulations of International Trade

Traditionally trade was regulated through bilateral treaties between two nations. For centuries

under the belief in Mercantilism most nations had high tariffs and many restrictions on
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international trade. In the 19th century, especially in the United Kingdom, a belief in free trade

became paramount. This belief became the dominant thinking among western nations since then.

In the years since the Second World War, controversial multilateral treaties like the General

Agreement on Tariffs and Trade (GATT) and World Trade Organization have attempted to

create a globally regulated trade structure. These trade agreements have often resulted in protest

and discontent with claims of unfair trade that is not mutually beneficial.

Free trade is usually most strongly supported by the most economically powerful nations, though

they often engage in selective protectionism for those industries which are strategically important

such as the protective tariffs applied to agriculture by the United States and Europe. The

Netherlands and the United Kingdom were both strong advocates of free trade when they were

economically dominant, today the United States, the United Kingdom, Australia and Japan are its

greatest proponents. However, many other countries (such as India, China and Russia) are

increasingly becoming advocates of free trade as they become more economically powerful

themselves. As tariff levels fall there is also an increasing willingness to negotiate non tariff

measures, including foreign direct investment, procurement and trade facilitation. The latter

looks at the transaction cost associated with meeting trade and customs procedures.

Traditionally agricultural interests are usually in favour of free trade while manufacturing sectors

often support protectionism. This has changed somewhat in recent years, however. In fact,

agricultural lobbies, particularly in the United States, Europe and Japan, are chiefly responsible

for particular rules in the major international trade treaties which allow for more protectionist

measures in agriculture than for most other goods and services.

During recessions there is often strong domestic pressure to increase tariffs to protect domestic

industries. This occurred around the world during the Great Depression. Many economists have

attempted to portray tariffs as the underlining reason behind the collapse in world trade that

many believe seriously deepened the depression. The regulation of international trade is done

through the World Trade Organization at the global level, and through several other regional

arrangements such as MERCOSUR in South America, the North American Free Trade

Agreement (NAFTA) between the United States, Canada and Mexico, and the European Union

between 27 independent states. The 2005 Buenos Aires talks on the planned establishment of the
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Free Trade Area of the Americas (FTAA) failed largely because of opposition from the

populations of Latin American nations. Similar agreements such as the Multilateral Agreement

on Investment (MAI) have also failed in recent years

: Why Do Financial Institutions Exist?

Topic Objective:

At the end of this topic student would be able to:

 Define Financial Institutions

 Learn about the types of IFIs

 Learn about the functions of financial institution

Definition/Overview:

Financial Institutions: International financial institutions, or IFIs, refer to financial institutions

that have been established (or chartered) by more than one country, and hence are subjects of

international law. Their owners or shareholders are generally national governments, although

other international institutions and other organizations occasionally figure as shareholders. The

most prominent IFIs are creations of multiple nations, although some bilateral financial

institutions (created by two countries) exist and are technically IFIs. Many of these are

multilateral development banks.
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Key Points:

1. Types of IFIs

1.1. Bretton Woods institutions

The best-known IFIs were established after World War II to assist in the reconstruction of

Europe and provide mechanisms for international cooperation in managing the global

financial system. They include the World Bank, the IMF, the International Finance

Corporation, and other members of the World Bank Group.

1.2. Regional development banks

The regional development banks consist of several regional institutions that have

functions similar to the World Bank group's activities, but with particular focus on a

specific region. Shareholders usually consist of the regional countries plus the major

donor countries. The best-known of these regional banks cover regions that roughly

correspond to United Nations regional groupings, including the Inter-American

Development Bank (which works in the Americas, but primarily for development in

Latin America and the Caribbean); the Asian Development Bank; the African

Development Bank; and the European Bank for Reconstruction and Development.

1.3. Bilateral development banks

Bilateral development banks are financial institutions set up by individual countries to

finance development projects in developing countries and emerging markets. Examples

include the Netherlands Development Finance Company FMO and the German

Development Bank DEG.

1.4. Other regional financial institutions

Several regional groupings of countries have established international financial

institutions to finance various projects or activities in areas of mutual interest. The largest

and most important of these is the European Investment Bank, an institution established

by the members of the European Union. Other examples include the Black Sea

Development Bank, the International Investment Bank (established by the countries of
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the former Soviet Union and Eastern Europe), the Islamic Development Bank and the

Nordic Investment Bank.

2. Function of a Financial Institution

Financial institutions provide service as intermediaries of the capital and debt markets. They are

responsible for transferring funds from investors to companies, in need of those funds. The

presences of financial institutions facilitate the flow of money through the economy. To do so,

savings are pooled to mitigate the risk brought to provide funds for loans. Such is the primary

means for depository institutions to develop revenue. Should the yield curve become inverse,

firms in this arena will offer additional fee-generating services including securities underwriting,

and prime brokerage.

3. Relationship between Lenders and Borrowers

3.1. Lenders

3.1.1. Individuals

Many individuals are not aware that they are lenders, but almost everybody does

lend money in many ways. A person lends money when he or she:

▪ puts money in a savings account at a bank;

▪ contributes to a pension plan;

▪ pays premiums to an insurance company;

▪ invests in government bonds; or

▪ invests in company shares.

3.1.2. Companies

Companies tend to be borrowers of capital. When companies have surplus cash

that is not needed for a short period of time, they may seek to make money from
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their cash surplus by lending it via short term markets called money markets.

There are a few companies that have very strong cash flows. These companies

tend to be lenders rather than borrowers. Such companies may decide to return

cash to lenders (e.g. via a share buyback.) Alternatively, they may seek to make

more money on their cash by lending it (e.g. investing in bonds and stocks.)

3.1.3. Borrowers

▪ Individuals borrow money via bankers' loans for short term needs or

longer term mortgages to help finance a house purchase. Companies

borrow money to aid short term or long term cash flows. They also borrow

to fund modernization or future business expansion.

▪ Governments often find their spending requirements exceed their tax

revenues. To make up this difference, they need to borrow. Governments

also borrow on behalf of nationalized industries, municipalities, local

authorities and other public sector bodies. In the UK, the total borrowing

requirement is often referred to as the Public sector net cash requirement

(PSNCR).

▪ Governments borrow by issuing bonds. In the UK, the government also

borrows from individuals by offering bank accounts and Premium Bonds.

Government debt seems to be permanent. Indeed the debt seemingly

expands rather than being paid off. One strategy used by governments to

reduce the value of the debt is to influence inflation.

▪ Municipalities and local authorities may borrow in their own name as

well as receiving funding from national governments. In the UK, this

would cover an authority like Hampshire County Council.

▪ Public Corporations typically include nationalized industries. These may

include the postal services, railway companies and utility companies.

▪ Many borrowers have difficulty raising money locally. They need to

borrow internationally with the aid of Foreign exchange markets
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: What Should Be Done About Conflicts Of Interest In The Financial Industry?

Topic Objective:

At the end of this topic student would be able to:

 Define Conflict of Interest

 Learn about financial integrity

 Learn about ways to mitigate conflict of interest

Definition/Overview:

Conflict of Interest: A conflict of interest occurs when an individual or organization (such as a

lawyer, insurance adjuster, politician, engineer, executive, director of a corporation, medical

research scientist, physician, writer, editor, or an individual or organization cited as a source) has

an interest that might compromise their reliability. A conflict of interest exists even if no

improper act results from it, and can create an appearance of impropriety that can undermine

confidence in the conflicted individual or organization. A conflict can be mitigated by third party

verification or third party evaluation noted belowbut it still exists.

Key Points:

1. Financial Integrity

A free and fair market economy that encourages investment and competition will never exist

unless there is a system in place with adequate checks and balances that provide reasonable

assurance to the public that information is properly presented. Markets respond to actual or

perceived risk and capital has a natural tendency to flow toward havens which are least risk
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adverse either perceived or real. Financial integrity is dependent upon a system that enhances

transparency and accountability and thereby will strengthen investor confidence.

2. Regulation of Auditor

 Government regulation

 Self-regulation

 Quasi government and self-regulation

 Independent private regulation

3. Ways to Mitigate Conflict of Interests

Conflicts of interest should be minimized in the system to provide reliability However, the level

of effort to minimize conflicts should not unduly burden the efficient operation of business.

3.1. Removal

The best way to handle conflicts of interests is to avoid them entirely. For example,

someone elected to political office might sell all corporate stocks that he/she owns before

taking office, and resign from all corporate boards. Or that person could move his/her

corporate stocks to a special trust, which would be authorized to buy and sell without

disclosure to the owner. With such a trust, since the politician does not know in which

companies he/she has investments, there should be no temptation to act to their

advantage. Short of avoiding conflicts of interests, the best way to deal with them are one

or more of the following (mitigation) measures:

3.2. Disclosure

Commonly, politicians and high-ranking government officials are required to disclose

financial information - assets such as stock, debts such as loans, and/or corporate

positions held, typically annually. To protect privacy (to some extent), financial figures
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are often disclosed in ranges such as "$100,000 to $500,000" and "over $2,000,000".

Certain professionals are required either by rules related to their professional

organization, or by statute, to disclose an actual or potential conflict of interests. In some

instances, the failure to provide full disclosure is a crime.

3.3. Recusal

Those with a conflict of interests are expected to recuse themselves from (i.e., abstain

from) decisions where such a conflict exists. The imperative for recusal varies depending

upon the circumstance and profession, either as common sense ethics, codified ethics, or

by statute. For example, if the governing board of a government agency is considering

hiring a consulting firm for some task, and one firm being considered has, as a partner, a

close relative of one of the board's members, then that board member should not vote on

which firm is to be selected. In fact, to minimize any conflict, the board member should

not participate in any way in the decision, including discussions.

3.4. Third-party evaluations

Consider a situation where the owner of a majority of a publicly held corporation decides

to buy out the minority shareholders and take the corporation private. What is a fair

price? Obviously it is improper (and, typically, illegal) for the majority owner to simply

state a price and then have the (majority-controlled) board of directors approve that price.

What is typically done is to hire an independent firm (a third party), well-qualified to

evaluate such matters, to calculate a "fair price", which is then voted on by the minority

shareholders.

Third-party evaluations can also be used as proof that transactions were, in fact, fair

("arm's-length"). For example, a corporation that leases an office building that is owned

by the CEO might get an independent evaluation showing what the market rate is for
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such leases in the locale, to address the conflict of interests that exists between the

fiduciary duty of the CEO (to the stockholders) and the personal interest of that CEO (to

maximize the income that the CEO gets from owning that office building).

3.5. Code of Ethics

Codes of ethics help to minimize problems with conflicts of interests because they can

spell out the extent to which such conflicts should be avoided, and what the parties

should do where such conflicts are permitted by a code of ethics (disclosure, recusal,

etc.). Thus, professionals cannot claim that they were unaware that their improper

behavior was unethical. As importantly, the threat of disciplinary action (for example, a

lawyer being disbarred) helps to minimize unacceptable conflicts or improper acts when a

conflict is unavoidable. As codes of ethics cannot cover all situations, some governments,

e.g., Canada, have established an office of the ethics commissioner. Ethics commissioner

should be appointed by the legislature and should report to the financial arbitrator in

cases involving financial conflict of interests

In Section 4 of this course you will cover these topics:
Banking And The Management Of Financial Institutions

Commercial Banking Industry: Structure And Competition

Savings Associations And Credit Unions

Banking Regulation

The Mutual Fund Industry

You may take as much time as you want to complete the topic coverd in section 4.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later
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: Banking And The Management Of Financial Institutions

Topic Objective:

At the end of this topic student would be able to:

 Define Banking

 Learn about traditional banking activities

 Learn about the economic functions of banks

 Learn about the types of banks

 Learn about the challenges to banking industry

Definition/Overview:

Banking: Banking is the business of providing financial services to consumers and businesses.

The basic services a bank provides are checking accounts, which can be used like money to

make payments and purchase goods and services; savings accounts and time deposits that can be

used to save money for future use; loans that consumers and businesses can use to purchase

goods and services; and basic cash management services such as check cashing and foreign

currency exchange. Four types of banks specialize in offering these basic banking services:

commercial banks, savings and loan associations, savings banks, and credit unions.

Key Points:

1. Traditional Banking Activities

Banks act as payment agents by conducting checking or current accounts for customers, paying

cheques drawn by customers on the bank, and collecting cheques deposited to customers' current
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accounts. Banks also enable customer payments via other payment methods such as telegraphic

transfer, EFTPOS, and ATM. Banks borrow money by accepting funds deposited on current

account, accepting term deposits and by issuing debt securities such as banknotes and bonds.

Banks lend money by making advances to customers on current account, by making installment

loans, and by investing in marketable debt securities and other forms of money lending.

Banks provide almost all payment services, and a bank account is considered indispensable by

most businesses, individuals and governments. Non-banks that provide payment services such as

remittance companies are not normally considered an adequate substitute for having a bank

account.

Banks borrow most funds from households and non-financial businesses, and lend most funds to

households and non-financial businesses, but non-bank lenders provide a significant and in many

cases adequate substitute for bank loans, and money market funds, cash management trusts and

other non-bank financial institutions in many cases provide an adequate substitute to banks for

lending savings to.

2. Economic Functions

The economic functions of banks include:

 Issue of money, in the form of banknotes and current accounts subject to cheque or payment at

the customer's order. These claims on banks can act as money because they are negotiable and/or

repayable on demand, and hence valued at par and effectively transferable by mere delivery in

the case of banknotes, or by drawing a cheque, delivering it to the payee to bank or cash.

 Netting and settlement of payments -- banks act both as collection agent and paying agents for

customers, and participate in inter-bank clearing and settlement systems to collect, present, be

presented with, and pay payment instruments. This enables banks to economise on reserves held

for settlement of payments, since inward and outward payments offset each other. It also enables

payment flows between geographical areas to offset, reducing the cost of settling payments

between geographical areas.

 Credit intermediation -- banks borrow and lend back-to-back on their own account as middle

men
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 Credit quality improvement -- banks lend money to ordinary commercial and personal borrowers

(ordinary credit quality), but are high quality borrowers. The improvement comes from

diversification of the bank's assets and the bank's own capital which provides a buffer to absorb

losses without defaulting on its own obligations. However, since banknotes and deposits are

generally unsecured, if the bank gets into difficulty and pledges assets as security to try to get the

funding it needs to continue to operate, this puts the note holders and depositors in an

economically subordinated position.

 Maturity transformation -- banks borrow more on demand debt and short term debt, but provide

more long term loans. In other words; banks borrow short and lend long. Bank can do this

because they can aggregate issues (e.g. accepting deposits and issuing banknotes) and

redemptions (e.g. withdrawals and redemptions of banknotes), maintain reserves of cash, invest

in marketable securities that can be readily converted to cash if needed, and raise replacement

funding as needed from various sources (e.g. wholesale cash markets and securities markets)

because they have a high and more well known credit quality than most other borrowers.

3. Types of Banks

Banks' activities can be divided into retail banking, dealing directly with individuals and small

businesses; business banking, providing services to mid-market business; corporate banking,

directed at large business entities; private banking, providing wealth management services to

high net worth individuals and families; and investment banking, relating to activities on the

financial markets. Most banks are profit-making, private enterprises. However, some are owned

by government, or are non-profits. Central banks are normally government owned banks, often

charged with quasi-regulatory responsibilities, e.g. supervising commercial banks, or controlling

the cash interest rate. They generally provide liquidity to the banking system and act as the

lender of last resort in event of a crisis.

3.1. Types of Retail Banks

o Commercial bank: the term used for a normal bank to distinguish it from an investment bank.

After the Great Depression, the U.S. Congress required that banks only engage in banking

activities, whereas investment banks were limited to capital market activities. Since the two no

longer have to be under separate ownership, some use the term "commercial bank" to refer to a
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bank or a division of a bank that mostly deals with deposits and loans from corporations or large

businesses.

o Community Banks: locally operated financial institutions that empower employees to make local

decisions to serve their customers and the partners

o Community development banks: regulated banks that provide financial services and credit to

under-served markets or populations.

o Postal savings banks: savings banks associated with national postal systems.

o Private banks: manage the assets of high net worth individuals.

o Offshore banks: banks located in jurisdictions with low taxation and regulation. Many offshore

banks are essentially private banks.

o Savings bank: in Europe, savings banks take their roots in the 19th or sometimes even 18th

century. Their original objective was to provide easily accessible savings products to all strata of

the population. In some countries, savings banks were created on public initiative, while in

others socially committed individuals created foundations to put in place the necessary

infrastructure. Nowadays, European savings banks have kept their focus on retail banking:

payments, savings products, credits and insurances for individuals or small and medium-sized

enterprises. Apart from this retail focus, they also differ from commercial banks by their broadly

decentralised distribution network, providing local and regional outreach and by their socially

responsible approach to business and society.

o Building societies and Landesbanks: conduct retail banking.

o Ethical banks: banks that prioritize the transparency of all operations and make only what they

consider to be socially-responsible investments.

o Islamic banks: Banks that transact according to Islamic principles.

3.2. Types of Investment Banks

o Investment banks "underwrite" (guarantee the sale of) stock and bond issues, trade for their own

accounts, make markets, and advise corporations on capital markets activities such as mergers

and acquisitions.

o Merchant banks were traditionally banks which engaged in trade finance. The modern definition,

however, refers to banks which provide capital to firms in the form of shares rather than loans.

Unlike venture capital firms, they tend not to invest in new companies.
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3.3. Both combined

o Universal banks, more commonly known as financial services companies, engage in several of

these activities. For example, First Bank (a very large bank) is involved in commercial and retail

lending, and its subsidiaries in tax-havens offer offshore banking services to customers in other

countries. Other large financial institutions are similarly diversified and engage in multiple

activities. In Europe and Asia, big banks are very diversified groups that, among other services,

also distribute insurance, hence the term bancassurance is the term used to describe the sale of

insurance products in a bank. The word is a combination of "banque or bank" and "assurance"

signifying that both banking and insurance are provided by the same corporate entity.

4. Challenges within the Banking Industry

The banking industry is a highly regulated industry with detailed and focused regulators. All

banks with FDIC-insured deposits have the FDIC as a regulator; however, for examinations, the

Federal Reserve is the primary federal regulator for Fed-member state banks; the Office of the

Comptroller of the Currency (OCC) is the primary federal regulator for national banks; and the

Office of Thrift Supervision, or OTS, is the primary federal regulator for thrifts. State non-

member banks are examined by the state agencies as well as the FDIC.

Each regulatory agency has their own set of rules and regulations to which banks and thrifts must

adhere. The Federal Financial Institutions Examination Council (FFIEC) was established in 1979

as a formal interagency body empowered to prescribe uniform principles, standards, and report

forms for the federal examination of financial institutions. Although the FFIEC has resulted in a

greater degree of regulatory consistency between the agencies, the rules and regulations are

constantly changing.

In addition to changing regulations, changes in the industry have led to consolidations within the

Federal Reserve, FDIC, OTS and OCC. Offices have been closed, supervisory regions have been

merged, staff levels have been reduced and budgets have been cut. The remaining regulators face

an increased burden with increased workload and more banks per regulator. While banks

struggle to keep up with the changes in the regulatory environment, regulators struggle to
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manage their workload and effectively regulate their banks. The impact of these changes is that

banks are receiving less hands-on assessment by the regulators, less time spent with each

institution, and the potential for more problems slipping through the cracks, potentially resulting

in an overall increase in bank failures across the United States.

The changing economic environment has a significant impact on banks and thrifts as they

struggle to effectively manage their interest rate spread in the face of low rates on loans, rate

competition for deposits and the general market changes, industry trends and economic

fluctuations. It has been a challenge for banks to effectively set their growth strategies with the

recent economic market. A rising interest rate environment may seem to help financial

institutions, but the effect of the changes on consumers and businesses is not predictable and the

challenge remains for banks to grow and effectively manage the spread to generate a return to

their shareholders.

The management of the banks asset portfolios also remains a challenge in todays economic

environment. Loans are a banks primary asset category and when loan quality becomes suspect,

the foundation of a bank is shaken to the core. While always an issue for banks, declining asset

quality has become a big problem for financial institutions. There are several reasons for this,

one of which is the lax attitude some banks have adopted because of the years of good times. The

potential for this is exacerbated by the reduction in the regulatory oversight of banks and in some

cases depth of management. Problems are more likely to go undetected, resulting in a significant

impact on the bank when they are recognized. In addition, banks, like any business, struggle to

cut costs and have consequently eliminated certain expenses, such as adequate employee training

programs.

Banks also face a host of other challenges such as aging ownership groups. Across the country,

many banks management teams and board of directors are aging. Banks also face ongoing

pressure by shareholders, both public and private, to achieve earnings and growth projections.

Regulators place added pressure on banks to manage the various categories of risk. Banking is

also an extremely competitive industry. Competing in the financial services industry has become

tougher with the entrance of such players as insurance agencies, credit unions, check cashing
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services, credit card companies, etc. As a reaction, banks have developed their activities in

financial instruments, through financial market operations such as brokerage and trading and

become big players in such activities

: Commercial Banking Industry: Structure And Competition

Topic Objective:

At the end of this topic student would be able to:

 Define Commercial Bank

 Learn about the types of loans granted by commercial banks

Definition/Overview:

Commercial Bank: A commercial bank is a type of financial intermediary and a type of bank.

Commercial banking is also known as business banking. After the Great Depression, the U.S.

Congress required that banks only engage in banking activities, whereas investment banks were

limited to capital market activities. As the two no longer have to be under separate ownership

under U.S. law, some use the term "commercial bank" to refer to a bank or a division of a bank

primarily dealing with deposits and loans from corporations or large businesses. In some other

jurisdictions, the strict separation of investment and commercial banking never applied.

Commercial banking may also be seen as distinct from retail banking, which involves the

provision of financial services direct to consumers. Many banks offer both commercial and retail

banking services.
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Key Points:

1. Overview of Commercial Banks

Commercial banks are so named because they specialize in loans to commercial and industrial

businesses. Commercial banks are owned by private investors, called stockholders, or by

companies called bank holding companies. The vast majority of commercial banks are owned by

bank holding companies. (A holding company is a corporation that exists only to hold shares in

another company.) In 1984, 62 percent of banks were owned by holding companies. In 2000, 76

percent of banks were owned by holding companies. The bank holding company form of

ownership became increasingly attractive for several reasons. First, holding companies could

engage in activities not permitted in the bank itselffor example, offering investment advice,

underwriting securities, and engaging in other investment banking activities. But these activities

were permitted in the bank if the holding company owned separate companies that offer these

services. Using the holding company form of organization, bankers could then diversify their

product lines and offer services requested by their customers and provided by their European

counterparts. Second, many states had laws that restricted a bank from opening branches to

within a certain number of miles from the banks main branch. By setting up a holding company,

a banking firm could locate new banks around the state and therefore put branches in locations

not previously available.

Commercial banks are for profit organizations. Their objective is to make a profit. The profits

either can be paid out to bank stockholders or to the holding company in the form of dividends,

or the profits can be retained to build capital (net worth). Commercial banks traditionally have

the broadest variety of assets and liabilities. Their historical specialties have been commercial

lending to businesses on the asset side and checking accounts for businesses and individuals on

the liability side. However, commercial banks also make consumer loans for automobiles and

other consumer goods as well as real estate (mortgage) loans for both consumers and businesses.
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2. Types of loans granted by commercial banks

2.1. Secured loan

A secured loan is a loan in which the borrower pledges some asset (e.g. a car or property)

as collateral (i.e., security) for the loan.

2.1.1. Mortgage loan

A mortgage loan is a very common type of debt instrument, used to purchase real

estate. Under this arrangement, the money is used to purchase property.

Commercial banks, however, are given security - a lien on the title to the house -

until the mortgage is paid off in full. If the borrower defaults on the loan, the bank

would have the legal right to repossess the house and sell it, to recover sums

owing to it.

In the past, commercial banks have not been greatly interested in real estate loans

and have placed only a relatively small percentage of their assets in mortgages. As

their name implies, such financial institutions secured their earning primarily

from commercial and consumer loans and left the major task of home financing to

others. However, due to changes in banking laws and policies, commercial banks

are increasingly active in home financing.

Changes in banking laws now allow commercial banks to make home mortgage

loans on a more liberal basis than ever before. In acquiring mortgages on real

estate, these institutions follow two main practices. First, some of the banks

maintain active and well-organized departments whose primary function is to

compete actively for real estate loans. In areas lacking specialized real estate

financial institutions, these banks become the source for residential and farm

mortgage loans. Second, the banks acquire mortgages by simply purchasing them

from mortgage bankers or dealers.

In addition, dealer service companies, which were originally used to obtain car

loans for permanent lenders such as commercial banks, wanted to broaden their
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activity beyond their local area. In recent years, however, such companies have

concentrated on acquiring mobile home loans in volume for both commercial

banks and savings and loan associations. Service companies obtain these loans

from retail dealers, usually on a nonrecourse basis. Almost all bank/service

company agreements contain a credit insurance policy that protects the lender if

the consumer defaults.

2.2. Unsecured loan

Unsecured loans are monetary loans that are not secured against the borrowers assets

(i.e., no collateral is involved). These may be available from financial institutions under

many different guises or marketing packages:

o credit card debt,

o personal loans,

o bank overdrafts

o credit facilities or lines of credit

o corporate bonds

: Savings Associations And Credit Unions

Topic Objective:

At the end of this topic student would be able to:

 Learn about the concepts of Savings and Loan Association and Credit Unions

 Learn about the banking services provided by commercial banks and credit unions

Definition/Overview:

Savings and Loan Associations: Savings and loan associations (SLAs) are usually owned by

stockholders, but they can be owned by depositors as well. (If owned by depositors, they are
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called mutuals.) If stock owned, the goal is to earn a profit that can either be paid out as a

dividend or retained to increase capital. If owned by depositors, the objective is to earn a profit

that can be used either to build capital or lower future loan rates or to raise future deposit rates

for the depositor-owners. Until the early 1980s, regulations restricted SLAs to investing in real

estate mortgage loans and accepting savings accounts and time deposits (savings accounts that

exist for a specified period of time). As a result, historically SLAs have specialized in savings

deposits and mortgage lending.

Credit Unions: Credit unions are not-for-profit, cooperative organizations that are owned by

their members. Their goal is to minimize the rate members pay on loans and maximize the rate

paid to members on deposits. Whatever surplus is earned is retained to build the capital of the

credit union. Members must share a common bond. That bond is typically employment

(members all work for the same employers) or geography (members all live in the same

geographic area). Historically, credit unions specialized in providing automobile and other

personal loans and savings deposits for their members. However, more recently credit unions

have offered mortgage loans, credit card loans, and some commercial loans in addition to

checking accounts and time deposits.

Key Points:

1. Banking Services

Commercial banks and thrifts offer various services to their customers. These services fall into

three major categories: deposits, loans, and cash management services.
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1.1. Deposits

There are four major types of deposits: demand deposits, savings deposits, hybrid

checking/savings deposits, and time deposits. What distinguishes one type from another

are the conditions under which the deposited funds may be withdrawn. A demand deposit

is a deposit that can be withdrawn on demand at any time and in any amount up to the

full amount of the deposit. The most common example of a demand deposit is a checking

account. Money orders and travelers checks are also technically demand deposits.

Checking accounts are also considered transaction accounts in that payments can be made

to third partiesthat is, to someone other than the depositor or the bank itselfvia check,

telephone, or other authorized transfer instruction. Checking accounts are popular

because as demand deposits they provide perfect liquidity (immediate access to cash) and

as transaction accounts they can be transferred to a third party as payment for goods or

services. As such, they function like money.

Savings accounts pay interest to the depositor, but have no specific maturity date on

which the funds need to be withdrawn or reinvested. Any amount can be withdrawn from

a savings account up to the amount deposited. Under normal circumstances, customers

can withdraw their money from a savings account simply by presenting their passbook or

by using their automated teller machine (ATM) card. Savings accounts are highly liquid.

They are different from demand deposits, however, because depositors cannot write

checks against regular savings accounts. Savings accounts cannot be used directly as

money to purchase goods or services.

The hybrid savings and checking account allows customers to earn interest on the

account and write checks against the account. These are called either negotiable order of

withdrawal (NOW) accounts, or money market deposit accounts, which are savings

accounts that allow a maximum of three third-party transfers each month. Time deposits

are deposits on which the depositor and the bank have agreed that the money will not be

withdrawn without substantial penalty to the depositor before a specific date. These are
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frequently called certificates of deposits (CDs). Because of a substantial early withdrawal

penalty, time deposits are not as liquid as demand or savings deposits nor can depositors

write checks against them. Time deposits also typically require a minimum deposit

amount.

1.2. Loans

Banks and thrifts make three types of loans: commercial and industrial loans, consumer

loans, and mortgage loans. Commercial and industrial loans are loans to businesses or

industrial firms. These are primarily short-term working capital loans (loans to finance

the purchase of material or labor) or transaction or longer-term loans (loans to purchase

machines and equipment).

Most credit unions offer a variable rate on these loans, which means that the interest rate

can change over the course of the loan. Whether a bank will make a loan or not depends

on the credit and loan history of the borrower, the borrowers ability to make scheduled

loan payments, the amount of capital the borrower has invested in the business, the

condition of the economy, and the value of the collateral the borrower pledges to give the

bank if the loan payments are not made. Consumer loans are loans for consumers to

purchase goods or services. There are two types of consumer loans: closed-end credit and

open-end credit.

Closed-end credit loans are loans for a fixed amount of money, for a fixed period of time

(usually not more than five years), and for a fixed purpose (for example, to buy a car).

Most closed-end loans are called installment loans because they must be repaid in equal

monthly installments. The item purchased by the consumer serves as collateral for the

loan. For example, if the consumer fails to make payments on an automobile, the bank

can recoup the cost of its loan by taking ownership of the car.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

101
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Open-end credit loans are loans for variable amounts of money up to a set limit. Unlike

closed-end loans, open-end credit does not require a borrower to specify the purpose of

the loan and the lender cannot foreclose on the loan. Credit cards are an example of open-

end credit. Most open-end loans carry fixed interest ratesthat is, the rate does not vary

over the term of the loan. Open-end loans require no collateral, but interest rates or other

penalties or fees may be chargedfor example, if credit card charges are not paid in full,

interest is charged, or if payment is late, a fee is charged to the borrower. Open-end credit

interest rates usually exceed closed-end rates because open-end loans are not backed by

collateral.

Mortgage loans or real estate loans are loans used to purchase land or buildings such as

houses or factories. These are typically long-term loans and the interest rate charged can

be either a variable or a fixed rate for the term of the loan, which often ranges from 15 to

30 years. The land and buildings purchased serve as the collateral for the loan.

1.3. Cash Management and Other Services

Although deposits and loans are the basic banking services provided by banks and thrifts,

these institutions provide a wide variety of other services to customers. For consumers,

these include check cashing, foreign currency exchange, safety deposit boxes in which

consumers can store valuables, electronic wire transfer through which consumers can

transfer money and securities from one financial institution to another, and credit life

insurance which automatically pays off loans in the event of the borrowers death or

disability.

In recent years, banks have made their services increasingly convenient through

electronic banking. Electronic banking uses computers to carry out transfers of money.

For example, automated teller machines (ATMs) enable bank customers to withdraw

money from their checking or savings accounts by inserting an ATM card and a private
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electronic code into an ATM. The ATMs enable bank customers to access their money 24

hours a day and seven days a week wherever ATMs are located, including in foreign

countries. Banks also offer debit cards that directly withdraw funds from a customers

account for the amount of a purchase, much like writing a check. Banks also use

electronic transfers to deposit payroll checks directly into a customers account and to

automatically pay a customers bills when they are due. Many banks also use the Internet

to enable customers to pay bills, move money between accounts, and perform other

banking functions.

For businesses, commercial banks also provide specialized cash management and credit

enhancement services. Cash management services are designed to allow businesses to

make efficient use of their cash. For example, under normal circumstances a business

would sell its product to a customer and send the customer a bill. The customer would

then send a check to the business, and the business would then deposit the check in the

bank. The time between the date the business receives the check and deposits the check in

the bank could be several days or a week. To eliminate this delay and allow the business

to earn interest on its money sooner, commercial banks offer services to businesses

whereby customers send checks directly to the bank, not the business. This practice is

referred to as lock box services because the payments are mailed to a secure post office

box where they are picked up by bank couriers for immediate deposit.

Another important business service performed by banks is a credit enhancement.

Commercial banks back up the performance of businesses by promising to pay the debts

of the business if the business itself cannot pay. This service substitutes the credit of the

bank for the credit of the business. This is valuable, for example, in international trade

where the exporting firm is unfamiliar with the importing firm in another country and is,

therefore, reluctant to ship goods without knowing for certain that the importer will pay

for them. By substituting the credit of a foreign bank known to the exporters bank, the

exporter knows payment will be made and will ship the goods. Credit enhancements are

frequently called standby letters of credit or commercial letters of credit
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: Banking Regulation

Topic Objective:

At the end of this topic student would be able to:

 Understand the concept of banking regulation

 Learn about the objectives and instruments of banking regulation

Definition/Overview:

Banking Regulation: Bank regulations are a form of government regulation which subject

banks to certain requirements, restrictions and guidelines.

Key Points:

1. Overview of Banking Regulation

Commercial banking is one of the most heavily regulated industries in the United States, and the

regulatory structure is quite complex. This owes in part to the fact that the United States has a

dual banking system. A dual banking system means that banks and thrifts can be chartered and

therefore regulated either by the state in which they operate or by a national chartering agency.

The Office of the Comptroller of the Currency (OCC) in the U.S. Department of Treasury is the

federal chartering agency for national banks. The Office of the Comptroller of the Currency

provides general supervision of national banks, including periodic bank examinations to

determine compliance with rules and regulations and the soundness of bank operations. The
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Office of Thrift Supervision (OTS) in the Treasury Department charters national savings and

loans (SLAs) and savings banks.

The agencies that insure deposits in banks and thrifts also have a role in regulating them. Almost

all banks and thrifts are federally insured by the Federal Deposit Insurance Corporation (FDIC).

The FDIC insures each depositor (not each separate deposit) for up to $250,000 in each bank or

thrift in which the depositor has deposits and up to $250,000 for individual retirement accounts

(IRAs) held in a bank or savings association. The Bank Insurance Fund (BIF) in the FDIC

insures commercial bank and savings bank deposits. The Savings Association Insurance Fund

(SAIF) in the FDIC insures savings and loan deposits. The National Credit Union Share

Insurance Fund (NCUSIF) in the National Credit Union Administration (NCUA) insures credit

union deposits.

The Federal Reserve is also responsible for regulating commercial banks that are members of the

Federal Reserve System and bank holding companies. As a result, a nationally chartered,

federally insured, Federal Reserve member bank is subject to the regulations of the OCC, BIF,

and the Federal Reserve.

The regulatory landscape is complicated further by the fact that state banking authorities regulate

state-chartered banks and frequently conduct their own examinations of state banks. To help sort

out the maze of potential regulators, banks are assigned one regulator with primary responsibility

for examining the bank. The primary regulator of nationally chartered banks and thrifts is the

OCC. The primary regulator of state-chartered banks that belong to the Federal Reserve is the

Federal Reserve. The primary regulator of state-chartered banks that are not Fed members but

are FDIC insured is the FDIC, while the primary regulator of state-chartered, noninsured banks is

the state.
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The regulatory agencies also enforce legislation passed by the U.S. Congress. Such legislation

attempts to ensure that lending institutions act fairly and that bank customers are well informed

about banking services and practices. For example, the Truth-in-Lending Act (1968) and the Fair

Credit and Charge Card Disclosure Act (1988) require lenders to disclose the true interest rate on

loans on a uniform basis so that borrowers know the true cost of credit.

The Fair Housing Act (1968) and the Equal Credit Opportunity Act (1976) prohibit

discrimination against borrowers on the basis of race, color, religion, national origin, sex, marital

status, age, or receipt of public assistance. The Community Reinvestment Act (1977) requires

banks, savings and loans, and savings banks to meet the credit needs of their local communities.

This act was intended to prevent banks located in low-income areas from refusing loans to local

residents, who were often members of minority groups. The Truth-in-Savings Act (1991)

mandates uniform disclosure of the terms and conditions that banking institutions impose on

their deposit accounts so that depositors know the true interest rate they receive on their deposits.

2. Objectives of Bank Regulation

The objectives of bank regulation, and the emphasis, vary between jurisdiction. The most

common objectives are:

 Prudential -- to reduce the level of risk bank creditors are exposed to (i.e. to protect depositors)

 Systemic risk reduction -- to reduce the risk of disruption resulting from adverse trading

conditions for banks causing multiple or major bank failures

 Avoid misuse of banks -- to reduce the risk of banks being used for criminal purposes, e.g.

laundering the proceeds of crime

 To protect banking confidentiality

 Credit allocation -- to direct credit to favored sectors
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3. General principles of bank regulation

Banking regulations can vary widely across nations and jurisdictions. This section of the article

describes general principles of bank regulation throughout the world.

 Minimum requirements: Requirements are imposed on banks in order to promote the

objectives of the regulator. The most important minimum requirement in banking regulation is

maintaining minimum capital ratios.

 Supervisory review: Banks are required to be issued with a bank licence by the regulator in

order to carry on business as a bank, and the regulator supervises licenced banks for compliance

with the requirements and responds to breaches of the requirements through obtaining

undertakings, giving directions, imposing penalties or revoking the bank's licence.

 Market discipline: The regulator requires banks to publicly disclose financial and other

information, and depositors and other creditors are able to use this information to assess the level

of risk and to make investment decisions. As a result of this, the bank is subject to market

discipline and the regulator can also use market pricing information as an indicator of the bank's

financial health.

4. Instruments and requirements of bank regulation

4.1. Capital requirement

The capital requirement sets a framework on how banks must handle their capital in

relation to their assets. Internationally, the Bank for International Settlements' Basel

Committee on Banking Supervision influences each country's capital requirements. In

1988, the Committee decided to introduce a capital measurement system commonly

referred to as the Basel Capital Accords. The latest capital adequacy framework is

commonly known as Basel II. This updated framework is intended to be more risk

sensitive than the original one, but is also a lot more complex.

4.2. Reserve requirement

The reserve requirement sets the minimum reserves each bank must hold to demand

deposits and banknotes. This type of regulation has lost the role it once had, as the
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emphasis has moved toward capital adequacy, and in many countries there is no

minimum reserve ratio. The purpose of minimum reserve ratios is liquidity rather than

safety. An example of a country with a contemporary minimum reserve ratio is Hong

Kong, where banks are required to maintain 25% of their liabilities that are due on

demand or within 1 month as qualifying liquefiable assets. Reserve requirements have

also been used in the past to control the stock of banknotes and/or bank deposits.

Required reserves have at times been gold coin, central bank banknotes or deposits, and

foreign currency.

4.3. Corporate governance

Corporate governance requirements are intended to encourage the bank to be well

managed, and is an indirect way of achieving other objectives. Requirements may

include:

o To be a body corporate (i.e. not an individual, a partnership, trust or other unincorporated entity)

o To be incorporated locally, and/or to be incorporated under as a particular type of body

corporate, rather than being incorporated in a foreign jurisdiction.

o To have a minimum number of directors

o To have an organisational structure that includes various offices and officers, e.g. corporate

secretary, treasurer/CFO, auditor, Asset Liability Management Committee, Privacy Officer etc.

Also the officers for those offices may need to be approved persons, or from an approved class of

persons.

o To have a constitution or articles of association that is approved, or contains or does not contain

particular clauses, e.g. clauses that enable directors to act other than in the best interests of the

company (e.g. in the interests of a parent company) may not be allowed.

4.4. Financial reporting and disclosure requirements

Banks may be required to:

o Prepare annual financial statements according to a financial reporting standard, have them

audited, and to register or publish them
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o Prepare more frequent financial disclosures, e.g. Quarterly Disclosure Statements

o Have directors of the bank attest to the accuracy of such financial disclosures

o Prepare and have registered prospectuses detailing the terms of securities it issues (e.g. deposits),

and the relevant facts that will enable investors to better assess the level and type of financial

risks in investing in those securities

: The Mutual Fund Industry

Topic Objective:

At the end of this topic student would be able to:

 Define Mutual Fund

 Learn about the types of mutual funds

 Understand the concept of Net Asset Value (NAV)

Definition/Overview:

Mutual Fund: A mutual fund is a professionally managed type of collective investment scheme

that pools money from many investors and invests it in stocks, bonds, short-term money market

instruments, and/or other securities.
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Key Points:

1. Types of mutual funds

1.1. Open-end fund

The term mutual fund is the common name for what is classified as an open-end

investment company by the SEC. Being open-ended means that, at the end of every day,

the fund issues new shares to investors and buys back shares from investors wishing to

leave the fund. Mutual funds must be structured as corporations or trusts, such as

business trusts, and any corporation or trust will be classified by the SEC as an

investment company if it issues securities and primarily invests in non-government

securities. An investment company will be classified by the SEC as an open-end

investment company if they do not issue undivided interests in specified securities (the

defining characteristic of unit investment trusts or UITs) and if they issue redeemable

securities. Registered investment companies that are not UITs or open-end investment

companies are closed-end funds. Neither UITs nor closed-end funds are mutual funds (as

that term is used in the US).

1.2. Exchange-traded funds

A relatively recent innovation, the exchange-traded fund or ETF, is often structured as an

open-end investment company. ETFs combine characteristics of both mutual funds and

closed-end funds. ETFs are traded throughout the day on a stock exchange, just like

closed-end funds, but at prices generally approximating the ETF's net asset value. Most

ETFs are index funds and track stock market indexes. Shares are issued or redeemed by

institutional investors in large blocks (typically of 50,000). Most investors purchase and

sell shares through brokers in market transactions. Because the institutional investors

normally purchase and redeem in in kind transactions, ETFs are more efficient than

traditional mutual funds (which are continuously issuing and redeeming securities and, to

effect such transactions, continually buying and selling securities and maintaining

liquidity positions) and therefore tend to have lower expenses. Exchange-traded funds are

also valuable for foreign investors who are often able to buy and sell securities traded on
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a stock market, but who, for regulatory reasons, are limited in their ability to participate

in traditional U.S. mutual funds.

1.3. Equity funds

Equity funds, which consist mainly of stock investments, are the most common type of

mutual fund. Equity funds hold 50 percent of all amounts invested in mutual funds in the

United States. Often equity funds focus investments on particular strategies and certain

types of issuers.

1.3.1. Capitalization

Fund managers and other investment professionals have varying definitions of

mid-cap, and large-cap ranges. The following ranges are used by Russell Indexes:

Russell Microcap Index - micro-cap ($54.8 - 539.5 million)

Russell 2000 Index - small-cap ($182.6 million - 1.8 billion)

Russell Midcap Index - mid-cap ($1.8 - 13.7 billion)

Russell 1000 Index - large-cap ($1.8 - 386.9 billion)

1.3.2. Growth vs. value

Another distinction is made between growth funds, which invest in stocks of

companies that have the potential for large capital gains, and value funds, which

concentrate on stocks that are undervalued. Value stocks have historically

produced higher returns; however, financial theory states this is compensation for

their greater risk. Growth funds tend not to pay regular dividends. Income funds

tend to be more conservative investments, with a focus on stocks that pay

dividends. A balanced fund may use a combination of strategies, typically

including some level of investment in bonds, to stay more conservative when it

comes to risk, yet aim for some growth.

1.3.3. Index funds versus active management

An index fund maintains investments in companies that are part of major stock (or

bond) indices, such as the S&P 500, while an actively managed fund attempts to
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outperform a relevant index through superior stock-picking techniques. The assets

of an index fund are managed to closely approximate the performance of a

particular published index. Since the composition of an index changes

infrequently, an index fund manager makes fewer trades, on average, than does an

active fund manager. For this reason, index funds generally have lower trading

expenses than actively managed funds, and typically incur fewer short-term

capital gains which must be passed on to shareholders. Additionally, index funds

do not incur expenses to pay for selection of individual stocks (proprietary

selection techniques, research, etc.) and deciding when to buy, hold or sell

individual holdings. Instead, a fairly simple financial model can identify whatever

changes are needed to bring the fund back into agreement with its target index.

Certain empirical evidence seems to illustrate that mutual funds do not beat the

market and actively managed mutual funds under-perform other broad-based

portfolios with similar characteristics. One study found that nearly 1,500 U.S.

mutual funds under-performed the market in approximately half of the years

between 1962 and 1992. Moreover, funds that performed well in the past are not

able to beat the market again in the future.

1.4. Bond funds

Bond funds account for 18% of mutual fund assets. Types of bond funds include term

funds, which have a fixed set of time (short-, medium-, or long-term) before they mature.

Municipal bond funds generally have lower returns, but have tax advantages and lower

risk. High-yield bond funds invest in corporate bonds, including high-yield or junk

bonds. With the potential for high yield, these bonds also come with greater risk.

1.5. Money market funds

Money market funds hold 26% of mutual fund assets in the United States. Money market

funds entail the least risk, as well as lower rates of return. Unlike certificates of deposit

(CDs), money market shares are liquid and redeemable at any time.
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1.6. Funds of funds

Funds of funds (FoF) are mutual funds which invest in other underlying mutual funds

(i.e., they are funds comprised of other funds). The funds at the underlying level are

typically funds which an investor can invest in individually. A fund of funds will

typically charge a management fee which is smaller than that of a normal fund because it

is considered a fee charged for asset allocation services. The fees charged at the

underlying fund level do not pass through the statement of operations, but are usually

disclosed in the fund's annual report, prospectus, or statement of additional information.

The fund should be evaluated on the combination of the fund-level expenses and

underlying fund expenses, as these both reduce the return to the investor.

Most FoFs invest in affiliated funds (i.e., mutual funds managed by the same advisor),

although some invest in funds managed by other (unaffiliated) advisors. The cost

associated with investing in an unaffiliated underlying fund is most often higher than

investing in an affiliated underlying because of the investment management research

involved in investing in fund advised by a different advisor. Recently, FoFs have been

classified into those that are actively managed (in which the investment advisor

reallocates frequently among the underlying funds in order to adjust to changing market

conditions) and those that are passively managed (the investment advisor allocates assets

on the basis of on an allocation model which is rebalanced on a regular basis).

The design of FoFs is structured in such a way as to provide a ready mix of mutual funds

for investors who are unable to or unwilling to determine their own asset allocation

model. Fund companies such as TIAA-CREF, American Century Investments, Vanguard,

and Fidelity have also entered this market to provide investors with these options and

take the "guess work" out of selecting funds. The allocation mixes usually vary by the

time the investor would like to retire: 2020, 2030, 2050, etc. The more distant the target

retirement date, the more aggressive the asset mix.
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1.7. Hedge funds

Hedge funds in the United States are pooled investment funds with loose SEC regulation

and should not be confused with mutual funds. Some hedge fund managers are required

to register with SEC as investment advisers under the Investment Advisers Act. The Act

does not require an adviser to follow or avoid any particular investment strategies, nor

does it require or prohibit specific investments. Hedge funds typically charge a

management fee of 1% or more, plus a "performance fee" of 20% of the hedge fund's

profits. There may be a "lock-up" period, during which an investor cannot cash in shares.

A variation of the hedge strategy is the 130-30 fund for individual investors.

2. Net Asset Value

The net asset value, or NAV, is the current market value of a fund's holdings, less the fund's

liabilities, usually expressed as a per-share amount. For most funds, the NAV is determined

daily, after the close of trading on some specified financial exchange, but some funds update

their NAV multiple times during the trading day. The public offering price, or POP, is the NAV

plus a sales charge. Open-end funds sell shares at the POP and redeem shares at the NAV, and so

process orders only after the NAV is determined. Closed-end funds (the shares of which are

traded by investors) may trade at a higher or lower price than their NAV; this is known as a

premium or discount, respectively. If a fund is divided into multiple classes of shares, each class

will typically have its own NAV, reflecting differences in fees and expenses paid by the different

classes.

Some mutual funds own securities which are not regularly traded on any formal exchange. These

may be shares in very small or bankrupt companies; they may be derivatives; or they may be

private investments in unregistered financial instruments (such as stock in a non-public

company). In the absence of a public market for these securities, it is the responsibility of the

fund manager to form an estimate of their value when computing the NAV. How much of a

fund's assets may be invested in such securities is stated in the fund's prospectus
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In Section 5 of this course you will cover these topics:
Insurance Companies And Pension Funds

Investment Banks, Security Brokers And Dealers, And Venture Capital Firms

Risk Management In Financial Institutions

Hedging With Financial Derivatives

Finance Companies

You may take as much time as you want to complete the topic coverd in section 5.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to continue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later

: Insurance Companies And Pension Funds

Topic Objective:

At the end of this topic student would be able to:

 Define Insurance and Pension Fund

 Learn about insurance firms and the global outlook of insurance industry

 Discuss the controversies facing the global insurance industry

 Learn about the classifications of pension funds
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Definition/Overview:

Insurance: Insurance, in law and economics, is a form of risk management primarily used to

hedge against the risk of a contingent loss. Insurance is defined as the equitable transfer of the

risk of a loss, from one entity to another, in exchange for a premium, and can be thought of as a

guaranteed small loss to prevent a large, possibly devastating loss. An insurer is a company

selling the insurance; an insured is the person or entity buying the insurance. The insurance rate

is a factor used to determine the amount, called the premium, to be charged for a certain amount

of insurance coverage. Risk management, the practice of appraising and controlling risk, has

evolved as a discrete field of study and practice.

Pension Fund: A pension fund is a pool of assets forming an independent legal entity that are

bought with the contributions to a pension plan for the exclusive purpose of financing pension

plan benefits.

Key Points:

1. Insurance Companies

Insurance companies may be classified into two groups:

 Life insurance companies, which sell life insurance, annuities and pensions products.

 Non-life, General, or Property/Casualty insurance companies, which sell other types of

insurance.

General insurance companies can be further divided into these sub categories.

o Standard Lines

o Excess Lines

In most countries, life and non-life insurers are subject to different regulatory regimes and

different tax and accounting rules. The main reason for the distinction between the two types of

company is that life, annuity, and pension business is very long-term in nature coverage for life
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assurance or a pension can cover risks over many decades. By contrast, non-life insurance cover

usually covers a shorter period, such as one year.

In the United States, standard line insurance companies are "mainstream" insurers. These are the

companies that typically insure autos, homes or businesses. They use pattern or "cookie-cutter"

policies without variation from one person to the next. They usually have lower premiums than

excess lines and can sell directly to individuals. They are regulated by state laws that can restrict

the amount they can charge for insurance policies.

Excess line insurance companies (aka Excess and Surplus) typically insure risks not covered by

the standard lines market. They are broadly referred as being all insurance placed with non-

admitted insurers. Non-admitted insurers are not licensed in the states where the risks are

located. These companies have more flexibility and can react faster than standard insurance

companies because they are not required to file rates and forms as the "admitted" carriers do.

However, they still have substantial regulatory requirements placed upon them. State laws

generally require insurance placed with surplus line agents and brokers not to be available

through standard licensed insurers.

Insurance companies are generally classified as either mutual or stock companies. Mutual

companies are owned by the policyholders, while stockholders (who may or may not own

policies) own stock insurance companies. Demutualization of mutual insurers to form stock

companies, as well as the formation of a hybrid known as a mutual holding company, became

common in some countries, such as the United States, in the late 20th century. Other possible

forms for an insurance company include reciprocals, in which policyholders 'reciprocate' in

sharing risks, and Lloyds organizations.

Insurance companies are rated by various agencies such as A. M. Best. The ratings include the

company's financial strength, which measures its ability to pay claims. It also rates financial

instruments issued by the insurance company, such as bonds, notes, and securitization products.

Reinsurance companies are insurance companies that sell policies to other insurance companies,

allowing them to reduce their risks and protect themselves from very large losses. The
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reinsurance market is dominated by a few very large companies, with huge reserves. A reinsurer

may also be a direct writer of insurance risks as well.

Captive insurance companies may be defined as limited-purpose insurance companies

established with the specific objective of financing risks emanating from their parent group or

groups. This definition can sometimes be extended to include some of the risks of the parent

company's customers. In short, it is an in-house self-insurance vehicle. Captives may take the

form of a "pure" entity (which is a 100% subsidiary of the self-insured parent company); of a

"mutual" captive (which insures the collective risks of members of an industry); and of an

"association" captive (which self-insures individual risks of the members of a professional,

commercial or industrial association). Captives represent commercial, economic and tax

advantages to their sponsors because of the reductions in costs they help create and for the ease

of insurance risk management and the flexibility for cash flows they generate.

Additionally, they may provide coverage of risks which is neither available nor offered in the

traditional insurance market at reasonable prices. The types of risk that a captive can underwrite

for their parents include property damage, public and product liability, professional indemnity,

employee benefits, employers' liability, motor and medical aid expenses. The captive's exposure

to such risks may be limited by the use of reinsurance. Captives are becoming an increasingly

important component of the risk management and risk financing strategy of their parent. This can

be understood against the following background:

 heavy and increasing premium costs in almost every line of coverage;

 difficulties in insuring certain types of fortuitous risk;

 differential coverage standards in various parts of the world;

 rating structures which reflect market trends rather than individual loss experience;

 insufficient credit for deductibles and/or loss control efforts.

There are also companies known as 'insurance consultants'. Like a mortgage broker, these

companies are paid a fee by the customer to shop around for the best insurance policy amongst

many companies. Similar to an insurance consultant, an 'insurance broker' also shops around for
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the best insurance policy amongst many companies. However, with insurance brokers, the fee is

usually paid in the form of commission from the insurer that is selected rather than directly from

the client.

Neither insurance consultants nor insurance brokers are insurance companies and no risks are

transferred to them in insurance transactions. Third party administrators are companies that

perform underwriting and sometimes claim handling services for insurance companies. These

companies often have special expertise that the insurance companies do not have.

The financial stability and strength of an insurance company should be a major consideration

when buying an insurance contract. An insurance premium paid currently provides coverage for

losses that might arise many years in the future. For that reason, the viability of the insurance

carrier is very important. In recent years, a number of insurance companies have become

insolvent, leaving their policyholders with no coverage (or coverage only from a government-

backed insurance pool or other arrangement with less attractive payouts for losses). A number of

independent rating agencies, such as Best's, Fitch, Standard & Poor's, and Moody's Investors

Service, provide information and rate the financial viability of insurance companies.

2. Global insurance industry

Global insurance premiums grew by 8.0% in 2006 (or 5% in real terms) to reach $3.7 trillion due

to improved profitability and a benign economic environment characterised by solid economic

growth, moderate inflation and strong equity markets. Profitability improved in both life and

non-life insurance in 2006 compared to the previous year. Life insurance premiums grew by

10.2% in 2006 as demand for annuity and pension products rose. Non-life insurance premiums

grew by 5.0% due to growth in premium rates. Over the past decade, global insurance premiums

rose by more than a half as annual growth fluctuated between 2% and 11%.

Advanced economies account for the bulk of global insurance. With premium income of

$1,485bn, Europe was the most important region, followed by North America ($1,258bn) and

Asia ($801bn). The top four countries accounted for nearly two-thirds of premiums in 2006. The

U.S. and Japan alone accounted for 43% of world insurance, much higher than their 7% share of

the global population. Emerging markets accounted for over 85% of the worlds population but
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generated only around 10% of premiums. The volume of UK insurance business totalled $418bn

in 2006 or 11.2% of global premiums.

3. Controversies

3.1. Insurance insulates too much

By creating a "security blanket" for its insureds, an insurance company may inadvertently

find that its insureds may not be as risk-averse as they might otherwise be (since, by

definition, the insured has transferred the risk to the insurer). This problem is known to

the insurance industry as moral hazard. To reduce their own financial exposure, insurance

companies have contractual clauses that mitigate their obligation to provide coverage if

the insured engages in behavior that grossly magnifies their risk of loss or liability.

For example, life insurance companies may require higher premiums or deny coverage

altogether to people who work in hazardous occupations or engage in dangerous sports.

Liability insurance providers do not provide coverage for liability arising from intentional

torts committed by the insured. Even if a provider were so irrational as to want to provide

such coverage, it is against the public policy of most countries to allow such insurance to

exist, and thus it is usually illegal.

3.2. Complexity of insurance policy contracts

Insurance policies can be complex and some policyholders may not understand all the

fees and coverages included in a policy. As a result, people may buy policies on

unfavorable terms. In response to these issues, many countries have enacted detailed

statutory and regulatory regimes governing every aspect of the insurance business,

including minimum standards for policies and the ways in which they may be advertised

and sold. For example, most insurance policies in the English language today have been

carefully drafted in plain English; the industry learned the hard way that many courts will

not enforce policies against insureds when the judges themselves cannot understand what

the policies are saying.
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Many institutional insurance purchasers buy insurance through an insurance broker.

While on the surface it appears the broker represents the buyer (not the insurance

company), and typically counsels the buyer on appropriate coverage and policy

limitations, it should be noted that in the vast majority of cases a broker's compensation

comes in the form of a commission as a percentage of the insurance premium, creating a

conflict of interest in that the broker's financial interest is tilted towards encouraging an

insured to purchase more insurance than might be necessary at a higher price. A broker

generally holds contracts with many insurers, thereby allowing the broker to "shop" the

market for the best rates and coverage possible.

Insurance may also be purchased through an agent. Unlike a broker, who represents the

policyholder, an agent represents the insurance company from whom the policyholder

buys. An agent can represent more than one company. An independent insurance

consultant advises insureds on a fee-for-service retainer, similar to an attorney, and thus

offers completely independent advice, free of the financial conflict of interest of brokers

and/or agents. However, such a consultant must still work through brokers and/or agents

in order to secure coverage for their clients.

3.3. Redlining

Redlining is the practice of denying insurance coverage in specific geographic areas,

supposedly because of a high likelihood of loss, while the alleged motivation is unlawful

discrimination. Racial profiling or redlining has a long history in the property insurance

industry in the United States. From a review of industry underwriting and marketing

materials, court documents, and research by government agencies, industry and

community groups, and academics, it is clear that race has long affected and continues to

affect the policies and practices of the insurance industry.

All states have provisions in their rate regulation laws or in their fair trade practice acts

that prohibit unfair discrimination, often called redlining, in setting rates and making

insurance available. In determining premiums and premium rate structures, insurers

consider quantifiable factors, including location, credit scores, gender, occupation,
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marital status, and education level. However, the use of such factors is often considered

to be unfair or unlawfully discriminatory, and the reaction against this practice has in

some instances led to political disputes about the ways in which insurers determine

premiums and regulatory intervention to limit the factors used.

An insurance underwriter's job is to evaluate a given risk as to the likelihood that a loss

will occur. Any factor that causes a greater likelihood of loss should theoretically be

charged a higher rate. This basic principle of insurance must be followed if insurance

companies are to remain solvent. Thus, "discrimination" against (i.e., negative differential

treatment of) potential insurers in the risk evaluation and premium-setting process is a

necessary by-product of the fundamentals of insurance underwriting. For instance,

insurers charge older people significantly higher premiums than they charge younger

people for term life insurance. Older people are thus treated differently than younger

people (i.e., a distinction is made, discrimination occurs). The rationale for the

differential treatment goes to the heart of the risk a life insurer takes: Old people are

likely to die sooner than young people, so the risk of loss (the insured's death) is greater

in any given period of time and therefore the risk premium must be higher to cover the

greater risk. However, treating insureds differently when there is no actuarially sound

reason for doing so is unlawful discrimination.

What is often missing from the debate is that prohibiting the use of legitimate, actuarially

sound factors means that an insufficient amount is being charged for a given risk, and

there is thus a deficit in the system. The failure to address the deficit may mean

insolvency and hardship for all of a company's insureds. The options for addressing the

deficit seem to be the following: Charge the deficit to the other policyholders or charge it

to the government (i.e., externalize outside of the company to society at large).

3.4. Insurance patents

Many independent inventors are in favor of patenting new insurance products since it

gives them protection from big companies when they bring their new insurance products

to market. Independent inventors account for 70% of the new U.S. patent applications in
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this area. Many insurance executives are opposed to patenting insurance products because

it creates a new risk for them. The Hartford insurance company, for example, recently

had to pay $80 million to an independent inventor, Bancorp Services, in order to settle a

patent infringement and theft of trade secret lawsuit for a type of corporate owned life

insurance product invented and patented by Bancorp. There are currently about 150 new

patent applications on insurance inventions filed per year in the United States. The rate at

which patents have issued has steadily risen from 15 in 2002 to 44 in 2006. Inventors can

now have their insurance U.S. patent applications reviewed by the public in the Peer to

Patent program.

3.5. The insurance industry and rent seeking

Certain insurance products and practices have been described as rent seeking by critics.

That is, some insurance products or practices are useful primarily because of legal

benefits, such as reducing taxes, as opposed to providing protection against risks of

adverse events. Under United States tax law, for example, most owners of variable

annuities and variable life insurance can invest their premium payments in the stock

market and defer or eliminate paying any taxes on their investments until withdrawals are

made. Sometimes this tax deferral is the only reason people use these products. Another

example is the legal infrastructure which allows life insurance to be held in an irrevocable

trust which is used to pay an estate tax while the proceeds themselves are immune from

the estate tax.

3.6. Criticism of insurance companies

Some people believe that modern insurance companies are money-making businesses

which have little interest in insurance. They argue that the purpose of insurance is to

spread risk so the reluctance of insurance companies to take on high-risk cases (e.g.

houses in areas subject to flooding, or young drivers) runs counter to the principle of

insurance. Other criticisms include:

o Insurance policies contain too many exclusion clauses. For example, some house insurance

policies do not cover damage to garden walls.
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o Many insurance companies now use call centres and staff attempt to answer questions by reading

from a script. It is difficult to speak to anybody with expert knowledge. While policyholders find

their premium payments decrease when dealing with companies who sacrifice the use of trained

insurance agents, they also risk greater financial loss due to inadequate coverage protection.

o Those companies which invest in educated insurance agents provide a valued service to the

community. Policyholders who work with knowledgeable insurance agents are more likely to

identify needs, evaluate options, purchase sufficient insurance protection, and minimize the risk

of heavy financial loss for themselves and their family.

4. Classification of Pension Funds

 Open pension funds: Open pension funds support at least one pension plan with no restriction

on membership while closed pension funds support only pension plans that are limited to certain

employees.

 Closed Pension Funds: Closed pension funds are further subclassified into:

o Single employer pension funds

o Multi-employer pension funds

o Related member pension funds

o Individual pension funds

 Public vs. private pension funds: A public pension fund is one that is regulated under public

sector law while a private pension fund is regulated under private sector law. In certain countries

the distinction between public or government pension funds and private pension funds may be

difficult to assess

: Investment Banks, Security Brokers And Dealers, And Venture Capital Firms

Topic Objective:

At the end of this topic student would be able to:
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 Learn about the conflicts of interest in investment banking

 Understand the structure of venture capital and its funding options

Definition/Overview:

Investment Banking: Investment banks profit from companies and governments by raising

money through issuing and selling securities in the capital markets (both equity and bond), as

well as providing advice on transactions such as mergers and acquisitions. To perform these

services in the United States, an adviser must be a licensed broker-dealer, and is subject to SEC

(FINRA) regulation. Until the late 1980s, the United States maintained a separation between

investment banking and commercial banks. Other developed countries (including G7 countries)

have not maintained this separation historically.

Venture Capital: Venture capital (also known as VC or Venture) is a type of private equity

capital typically provided to early-stage, high-potential, growth companies in the interest of

generating a return through an eventual realization event such as an IPO or trade sale of the

company. Venture capital investments are generally made as cash in exchange for shares in the

invested company. Venture capital typically comes from institutional investors and high net

worth individuals and is pooled together by dedicated investment firms.

A venture capitalist (also known as a VC) is a person or investment firm that makes venture

investments, and these venture capitalists are expected to bring managerial and technical

expertise as well as capital to their investments. A venture capital fund refers to a pooled

investment vehicle (often an LP or LLC) that primarily invests the financial capital of third-party

investors in enterprises that are too risky for the standard capital markets or bank loans.
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Venture capital is most attractive for new companies with limited operating history that are too

small to raise capital in the public markets and are too immature to secure a bank loan or

complete a debt offering. In exchange for the high risk that venture capitalists assume by

investing in smaller and less mature companies, venture capitalists usually get significant control

over company decisions, in addition to a significant portion of the company's ownership (and

consequently value).

Key Points:

1. Size of industry: The case of Investment Bank

Global investment banking revenue increased for the fifth year running in 2007, to $84.3 billion.

This was up 21% on the previous year and more than double the level in 2003. Despite a record

year for fee income, many investment banks have experienced large losses related to their

exposure to U.S. sub-prime securities investments. The United States was the primary source of

investment banking income in 2007, with 53% of the total, a proportion which has fallen

somewhat during the past decade. Europe (with Middle East and Africa) generated 32% of the

total, slightly up on its 30% share a decade ago. Asian countries generated the remaining 15%.

Over the past decade, fee income from the US increased by 80%. This compares with a 217%

increase in Europe and 250% increase in Asia during this period.

Investment banking is one of the most global industries and is hence continuously challenged to

respond to new developments and innovation in the global financial markets. Throughout the

history of investment banking, it is only known that many have theorized that all investment

banking products and services would be commoditized. New products with higher margins are

constantly invented and manufactured by bankers in hopes of winning over clients and

developing trading know-how in new markets. However, since these can usually not be patented

or copyrighted, they are very often copied quickly by competing banks, pushing down trading

margins.
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For example, trading bonds and equities for customers is now a commodity business, but

structuring and trading derivatives retains higher margins in good times - and the risk of large

losses in difficult market conditions, such as the credit crunch that begin in 2007. Each over-the-

counter contract has to be uniquely structured and could involve complex pay-off and risk

profiles. Listed option contracts are traded through major exchanges, such as the CBOE, and are

almost as commoditized as general equity securities.

In addition, while many products have been commoditized, an increasing amount of profit within

investment banks has come from proprietary trading, where size creates a positive network

benefit (since the more trades an investment bank does, the more it knows about the market flow,

allowing it to theoretically make better trades and pass on better guidance to clients).

The fastest growing segment of the investment banking industry are private investments into

public companies (PIPEs, otherwise known as Regulation D or Regulation S). Such transactions

are privately negotiated between companies and accredited investors. These PIPE transactions

are non-rule 144A transactions. Large bulge bracket brokerage firms and smaller boutique firms

compete in this sector. Special purpose acquisition companies (SPACs) or blank check

corporations have been created from this industry.

1.1. Vertical integration

In the U.S., the Glass-Steagall Act, initially created in the wake of the Stock Market

Crash of 1929, prohibited banks from both accepting deposits and underwriting securities

which led to segregation of investment banks from commercial banks. Glass-Steagall was

effectively repealed for many large financial institutions by the Gramm-Leach-Bliley Act

in 1999.
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Another development in recent years has been the vertical integration of debt

securitization. Previously, investment banks had assisted lenders in raising more lending

funds and having the ability to offer longer term fixed interest rates by converting the

lenders' outstanding loans into bonds. For example, a mortgage lender would make a

house loan, and then use the investment bank to sell bonds to fund the debt, the money

from the sale of the bonds can be used to make new loans, while the lender accepts loan

payments and passes the payments on to the bondholders. This process is called

securitization. However, lenders have begun to securitize loans themselves, especially in

the areas of mortgage loans. Because of this, and because of the fear that this will

continue, many investment banks have focused on becoming lenders themselves, making

loans with the goal of securitizing them. In fact, in the areas of commercial mortgages,

many investment banks lend at loss leader interest rates in order to make money

securitizing the loans, causing them to be a very popular financing option for commercial

property investors and developers. Securitized house loans may have exacerbated the

subprime mortgage crisis beginning in 2007, by making risky loans less apparent to

investors.

2. Possible conflicts of interest

Potential conflicts of interest may arise between different parts of a bank, creating the potential

for financial movements that could be market manipulation. Authorities that regulate investment

banking (the FSA in the United Kingdom and the SEC in the United States) require that banks

impose a Chinese wall which prohibits communication between investment banking on one side

and equity research and trading on the other:

 Historically, equity research firms were founded and owned by investment banks. One common

practice is for equity analysts to initiate coverage on a company in order to develop relationships

that lead to highly profitable investment banking business. In the 1990s, many equity researchers

allegedly traded positive stock ratings directly for investment banking business. On the flip side

of the coin: companies would threaten to divert investment banking business to competitors
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unless their stock was rated favorably. Politicians acted to pass laws to criminalize such acts.

Increased pressure from regulators and a series of lawsuits, settlements, and prosecutions curbed

this business to a large extent following the 2001 stock market tumble.

 Many investment banks also own retail brokerages. Also during the 1990s, some retail

brokerages sold consumers securities which did not meet their stated risk profile. This behavior

may have led to investment banking business or even sales of surplus shares during a public

offering to keep public perception of the stock favorable.

 Since investment banks engage heavily in trading for their own account, there is always the

temptation or possibility that they might engage in some form of front running. Front running is

the illegal practice of a stock broker executing orders on a security for their own account before

filling orders previously submitted by their customers, thereby benefiting from any changes in

prices induced by those orders.

3. Venture capital firms and funds

3.1. Structure of venture capital firms

Venture capital firms are typically structured as partnerships, the general partners of

which serve as the managers of the firm and will serve as investment advisors to the

venture capital funds raised. Venture capital firms in the United States may also be

structured as limited liability companies, in which case the firm's managers are known as

managing members. Investors in venture capital funds are known as limited partners.

This constituency comprises both high net worth individuals and institutions with large

amounts of available capital, such as state and private pension funds, university financial

endowments, foundations, insurance companies, and pooled investment vehicles, called

fund of funds or mutual funds.

3.2. Roles within venture capital firms

Within the venture capital industry, the general partners and other investment

professionals of the venture capital firm are often referred to as "venture capitalists" or

"VCs". Typical career backgrounds vary, but broadly speaking venture capitalists come

from either an operational or a finance background. Venture capitalists with an

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

129
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



operational background tend to be former founders or executives of companies similar to

those which the partnership finances or will have served as management consultants.

Venture capitalists with finance backgrounds tend to have investment banking or other

corporate finance experience. Although the titles are not entirely uniform from firm to

firm, other positions at venture capital firms include:

o Venture partners - Venture partners are expected to source potential investment opportunities

("bring in deals") and typically are compensated only for those deals with which they are

involved.

o Entrepreneur-in-residence (EIR) - EIRs are experts in a particular domain and perform due

diligence on potential deals. EIRs are engaged by venture capital firms temporarily (six to 18

months) and are expected to develop and pitch startup ideas to their host firm (although neither

party is bound to work with each other). Some EIR's move on to executive positions within a

portfolio company.

o Principal - This is a mid-level investment professional position, and often considered a "partner-

track" position. Principals will have been promoted from a senior associate position or who have

commensurate experience in another field such as investment banking or management

consulting.

o Associate - This is typically the most junior apprentice position within a venture capital firm.

After a few successful years, an associate may move up to the "senior associate" position and

potentially principal and beyond. Associates will often have worked for 1-2 years in another field

such as investment banking or management consulting.

3.3. Structure of the funds

Most venture capital funds have a fixed life of 10 years, with the possibility of a few

years of extensions to allow for private companies still seeking liquidity. The investing

cycle for most funds is generally three to five years, after which the focus is managing

and making follow-on investments in an existing portfolio. This model was pioneered by

successful funds in Silicon Valley through the 1980s to invest in technological trends

broadly but only during their period of ascendance, and to cut exposure to management

and marketing risks of any individual firm or its product.
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In such a fund, the investors have a fixed commitment to the fund that is initially

unfunded and subsequently "called down" by the venture capital fund over time as the

fund makes its investments. There are substantial penalties for a Limited Partner (or

investor) that fails to participate in a capital call. It can take anywhere from a month or so

to several years for venture capitalists to raise money from limited partners for their fund.

At the time when all of the money has been raised, the fund is said to be closed and the

10 year lifetime begins. Some funds have partial closes when one half (or some other

amount) of the fund has been raised. "Vintage year" generally refers to the year in which

the fund was closed and may serve as a means to stratify VC funds for comparison.

3.4. Compensation

Venture capitalists are compensated through a combination of management fees and

carried interest (often referred to as a "two and 20" arrangement:

o Management fees an annual payment made by the investors in the fund to the fund's manager to

pay for the private equity firm's investment operations. In a typical venture capital fund, the

general partners receive an annual management fee equal to up to 2% of the committed capital.

o Carried interest - a share of the profits of the fund (typically 20%), paid to the private equity

funds management company as a performance incentive. The remaining 80% of the profits are

paid to the fund's investors Strong Limited Partner interest in top-tier venture firms has led to a

general trend toward terms more favorable to the venture partnership, and certain groups are able

to command carried interest of 25-30% on their funds.

Because a fund may run out of capital prior to the end of its life, larger venture capital firms

usually have several overlapping funds at the same time; this lets the larger firm keep specialists

in all stages of the development of firms almost constantly engaged. Smaller firms tend to thrive

or fail with their initial industry contacts; by the time the fund cashes out, an entirely-new

generation of technologies and people is ascending, whom the general partners may not know

well, and so it is prudent to reassess and shift industries or personnel rather than attempt to

simply invest more in the industry or people the partners already know.
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4. Venture capital funding

Venture capitalists are typically very selective in deciding what to invest in; as a rule of thumb, a

fund may invest in one in four hundred opportunities presented to it. Funds are most interested in

ventures with exceptionally high growth potential, as only such opportunities are likely capable

of providing the financial returns and successful exit event within the required timeframe

(typically 3-7 years) that venture capitalists expect. Because investments are illiquid and require

3-7 years to harvest, venture capitalists are expected to carry out detailed due diligence prior to

investment. Venture capitalists also are expected to nurture the companies in which they invest,

in order to increase the likelihood of reaching a IPO stage when valuations are favourable.

Venture capitalists typically assist at four stages in the company's development:

 Idea generation

 Start-up

 Ramp up

 Exit

There are typically six stages of financing offered in Venture Capital, that roughly correspond to

these stages of a company's development.

o Seed Money: Low level financing needed to prove a new idea (Often provided by "angel

investors")

o Start-up: Early stage firms that need funding for expenses associated with marketing and product

development

o First-Round: Early sales and manufacturing funds

o Second-Round: Working capital for early stage companies that are selling product, but not yet

turning a profit

o Third-Round: Also called Mezzanine financing, this is expansion money for a newly profitable

company

o Fourth-Round: Also called bridge financing, 4th round is intended to finance the going public

process
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Because there are no public exchanges listing their securities, private companies meet venture

capital firms and other private equity investors in several ways, including warm referrals from

the investors' trusted sources and other business contacts; investor conferences and symposia;

and summits where companies pitch directly to investor groups in face-to-face meetings,

including a variant know as "Speed Venturing", which is akin to speed-dating for capital, where

the investor decides within 10 minutes whether s/he wants a follow-up meeting.

This need for high returns makes venture funding an expensive capital source for companies, and

most suitable for businesses having large up-front capital requirements which cannot be financed

by cheaper alternatives such as debt. That is most commonly the case for intangible assets such

as software, and other intellectual property, whose value is unproven. In turn this explains why

venture capital is most prevalent in the fast-growing technology and life sciences or

biotechnology fields.

If a company does have the qualities venture capitalists seek including a solid business plan, a

good management team, investment and passion from the founders, a good potential to exit the

investment before the end of their funding cycle, and target minimum returns in excess of 40%

per year, it will find it easier to raise venture capital.

4.1. Main alternatives to venture capital

Because of the strict requirements venture capitalists have for potential investments,

many entrepreneurs seek initial funding from angel investors, who may be more willing

to invest in highly speculative opportunities, or may have a prior relationship with the

entrepreneur. Furthermore, many venture capital firms will only seriously evaluate an

investment in a start-up otherwise unknown to them if the company can prove at least

some of its claims about the technology and/or market potential for its product or

services. To achieve this, or even just to avoid the dilutive effects of receiving funding

before such claims are proven, many start-ups seek to self-finance until they reach a point

where they can credibly approach outside capital providers such as venture capitalists or

angel investors. This practice is called "bootstrapping".
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There has been some debate since the dot com boom that a "funding gap" has developed

between the friends and family investments typically in the $0 to $250,000 range and the

amounts that most Venture Capital Funds prefer to invest between $1 to $2M. This

funding gap may be accentuated by the fact that some successful Venture Capital funds

have been drawn to raise ever-larger funds, requiring them to search for correspondingly

larger investment opportunities. This 'gap' is often filled by angel investors as well as

equity investment companies who specialize in investments in startups from the range of

$250,000 to $1M. The National Venture Capital association estimates that the latter now

invest more than $30 billion a year in the USA in contrast to the $20 billion a year

invested by organized Venture Capital funds.

In industries where assets can be securitized effectively because they reliably generate

future revenue streams or have a good potential for resale in case of foreclosure,

businesses may more cheaply be able to raise debt to finance their growth. Good

examples would include asset-intensive extractive industries such as mining, or

manufacturing industries. Offshore funding is provided via specialist venture capital

trusts which seek to utilise securitization in structuring hybrid multi market transactions

via an SPV (special purpose vehicle): a corporate entity that is designed solely for the

purpose of the financing. In addition to traditional venture capital and angel networks,

groups have emerged which allow groups of small investors or entrepreneurs themselves

to compete in a privatized business plan competition where the group itself serves as the

investor through a democratic process

: Risk Management In Financial Institutions

Topic Objective:

At the end of this topic student would be able to:

 Define Financial Risk Management

 Learn about the principles of risk management
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 Understand the process of managing financial risk

Definition/Overview:

Financial Risk Management: Financial risk management is the practice of creating economic

value in a firm by using financial instruments to manage exposure to risk, particularly Credit risk

and market risk. Other types include Foreign exchange, Shape, Volatility, Sector, Liquidity,

Inflation risks, etc. Similar to general risk management, financial risk management requires

identifying its sources, measuring it, and plans to address them. As a specialization of risk

management, financial risk management focuses on when and how to hedge using financial

instruments to manage costly exposures to risk. In the banking sector worldwide, the Basel

Accords are generally adopted by internationally active banks for tracking, reporting and

exposing operational, credit and market risks.

Key Points:

1. Using Financial Risk Management

Finance theory (i.e., financial economics) prescribes that a firm should take on a project when it

increases shareholder value. Finance theory also shows that firm managers cannot create value

for shareholders, also called its investors, by taking on projects that shareholders could do for

themselves at the same cost. When applied to financial risk management, this implies that firm

managers should not hedge risks that investors can hedge for themselves at the same cost. This

notion is captured by the hedging irrelevance proposition: In a perfect market, the firm cannot

create value by hedging a risk when the price of bearing that risk within the firm is the same as

the price of bearing it outside of the firm. In practice, financial markets are not likely to be

perfect markets. This suggests that firm managers likely have many opportunities to create value

for shareholders using financial risk management. The trick is to determine which risks are
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cheaper for the firm to manage than the shareholders. A general rule of thumb, however, is that

market risks that result in unique risks for the firm are the best candidates for financial risk

management.

2. Principles of risk management

The International Organization for Standardization identifies the following principles of risk

management:

 Risk management should create value.

 Risk management should be an integral part of organizational processes.

 Risk management should be part of decision making.

 Risk management should explicitly address uncertainty.

 Risk management should be systematic and structured.

 Risk management should be based on the best available information.

 Risk management should be tailored.

 Risk management should take into account human factors.

 Risk management should be transparent and inclusive.

 Risk management should be dynamic, iterative and responsive to change.

 Risk management should be capable of continual improvement and enhancement.

3. Process

According to the standard ISO/DIS 31000 "Risk management -- Principles and guidelines on

implementation" , the process of risk management consists of several steps as follows:
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3.1. Establishing the context

Establishing the context involves

(i) Identification of risk in a selected domain of interest

(ii) Planning the remainder of the process.

(iii) Mapping out the following:

 the social scope of risk management

 the identity and objectives of stakeholders

 the basis upon which risks will be evaluated, constraints.

(iv) Defining a framework for the activity and an agenda for identification.

(v) Developing an analysis of risks involved in the process.

(vi) Mitigation of risks using available technological, human and organizational

resources.

3.2. Identification

After establishing the context, the next step in the process of managing risk is to identify

potential risks. Risks are about events that, when triggered, cause problems. Hence, risk

identification can start with the source of problems, or with the problem itself.

(i) Source analysis: Risk sources may be internal or external to the system that is the

target of risk management. Examples of risk sources are: stakeholders of a

project, employees of a company or the weather over an airport.

(ii) Problem analysis: Risks are related to identified threats. For example: the threat

of losing money, the threat of abuse of privacy information or the threat of

accidents and casualties. The threats may exist with various entities, most

important with shareholders, customers and legislative bodies such as the

government.
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When either source or problem is known, the events that a source may trigger or the

events that can lead to a problem can be investigated. For example: stakeholders

withdrawing during a project may endanger funding of the project; privacy information

may be stolen by employees even within a closed network; lightning striking a Boeing

747 during takeoff may make all people onboard immediate casualties. The chosen

method of identifying risks may depend on culture, industry practice and compliance.

The identification methods are formed by templates or the development of templates for

identifying source, problem or event. Common risk identification methods are:

 Objectives-based risk identification Organizations and project teams have objectives. Any

event that may endanger achieving an objective partly or completely is identified as risk.

 Scenario-based risk identification In scenario analysis different scenarios are created. The

scenarios may be the alternative ways to achieve an objective, or an analysis of the interaction of

forces in, for example, a market or battle. Any event that triggers an undesired scenario

alternative is identified as risk.

 Taxonomy-based risk identification The taxonomy in taxonomy-based risk identification is a

breakdown of possible risk sources. Based on the taxonomy and knowledge of best practices, a

questionnaire is compiled. The answers to the questions reveal risks. Taxonomy-based risk

identification in software industry can be found in CMU/SEI-93-TR-6.

 Common-risk checking In several industries lists with known risks are available. Each risk in

the list can be checked for application to a particular situation.

 Risk charting (risk mapping) This method combines the above approaches by listing Resources

at risk, Threats to those resources Modifying Factors which may increase or decrease the risk and

Consequences it is wished to avoid. Creating a matrix under these headings enables a variety of

approaches. One can begin with resources and consider the threats they are exposed to and the

consequences of each. Alternatively one can start with the threats and examine which resources

they would affect, or one can begin with the consequences and determine which combination of

threats and resources would be involved to bring them about.
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3.3. Assessment

Once risks have been identified, they must then be assessed as to their potential severity

of loss and to the probability of occurrence. These quantities can be either simple to

measure, in the case of the value of a lost building, or impossible to know for sure in the

case of the probability of an unlikely event occurring. Therefore, in the assessment

process it is critical to make the best educated guesses possible in order to properly

prioritize the implementation of the risk management plan.

The fundamental difficulty in risk assessment is determining the rate of occurrence since

statistical information is not available on all kinds of past incidents. Furthermore,

evaluating the severity of the consequences (impact) is often quite difficult for immaterial

assets. Asset valuation is another question that needs to be addressed. Thus, best educated

opinions and available statistics are the primary sources of information. Nevertheless,

risk assessment should produce such information for the management of the organization

that the primary risks are easy to understand and that the risk management decisions may

be prioritized. Thus, there have been several theories and attempts to quantify risks.

Numerous different risk formulae exist, but perhaps the most widely accepted formula for

risk quantification is: Rate of occurrence multiplied by the impact of the event equals

risk

Later research has shown that the financial benefits of risk management are less

dependent on the formula used but are more dependent on the frequency and how risk

assessment is performed. In business it is imperative to be able to present the findings of

risk assessments in financial terms. Robert Courtney Jr. proposed a formula for

presenting risks in financial terms. The Courtney formula was accepted as the official risk

analysis method for the US governmental agencies. The formula proposes calculation of

ALE (annualized loss expectancy) and compares the expected loss value to the security

control implementation costs (cost-benefit analysis).
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3.4. Potential risk treatments

Once risks have been identified and assessed, all techniques to manage the risk fall into

one or more of these four major categories: Ideal use of these strategies may not be

possible. Some of them may involve trade-offs that are not acceptable to the organization

or person making the risk management decisions. Another source, from the US

Department of Defense, Defense Acquisition University, calls these categories ACAT,

for Avoid, Control, Accept, or Transfer. This use of the ACAT acronym is reminiscent of

another ACAT (for Acquisition Category) used in US Defense industry procurements, in

which Risk Management figures prominently in decision making and planning.

3.4.1. Risk avoidance

This includes not performing an activity that could carry risk. An example would

be not buying a property or business in order to not take on the liability that

comes with it. Another would be not flying in order to not take the risk that the

airplane was to be hijacked. Avoidance may seem the answer to all risks, but

avoiding risks also means losing out on the potential gain that accepting

(retaining) the risk may have allowed. Not entering a business to avoid the risk of

loss also avoids the possibility of earning profits.

3.4.2. Risk reduction

This involves methods that reduce the severity of the loss or the likelihood of the

loss from occurring. For example, sprinklers are designed to put out a fire to

reduce the risk of loss by fire. This method may cause a greater loss by water

damage and therefore may not be suitable. Halon fire suppression systems may

mitigate that risk, but the cost may be prohibitive as a strategy. Modern software

development methodologies reduce risk by developing and delivering software
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incrementally. Early methodologies suffered from the fact that they only delivered

software in the final phase of development; any problems encountered in earlier

phases meant costly rework and often jeopardized the whole project. By

developing in iterations, software projects can limit effort wasted to a single

iteration.

Outsourcing could be an example of risk reduction if the outsourcer can

demonstrate higher capability at managing or reducing risks. In this case

companies outsource only some of their departmental needs. For example, a

company may outsource only its software development, the manufacturing of

hard goods, or customer support needs to another company, while handling the

business management itself. This way, the company can concentrate more on

business development without having to worry as much about the manufacturing

process, managing the development team, or finding a physical location for a call

center.

3.4.3. Risk retention

True self insurance falls in this category. Risk retention is a viable strategy for

small risks where the cost of insuring against the risk would be greater over time

than the total losses sustained. All risks that are not avoided or transferred are

retained by default. This includes risks that are so large or catastrophic that they

either cannot be insured against or the premiums would be infeasible. War is an

example since most property and risks are not insured against war, so the loss

attributed by war is retained by the insured. Also any amounts of potential loss

(risk) over the amount insured are retained risk. This may also be acceptable if the

chance of a very large loss is small or if the cost to insure for greater coverage

amounts is so great it would hinder the goals of the organization too much.
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3.4.4. Risk transfer

In the terminology of practitioners and scholars alike, the purchase of an

insurance contract is often described as a "transfer of risk." However, technically

speaking, the buyer of the contract generally retains legal responsibility for the

losses "transferred", meaning that insurance may be described more accurately as

a post-event compensatory mechanism. For example, a personal injuries insurance

policy does not transfer the risk of a car accident to the insurance company. The

risk still lies with the policy holder namely the person who has been in the

accident. The insurance policy simply provides that if an accident (the event)

occurs involving the policy holder then some compensation may be payable to the

policy holder that is commensurate to the suffering/damage.

Some ways of managing risk fall into multiple categories. Risk retention pools are

technically retaining the risk for the group, but spreading it over the whole group

involves transfer among individual members of the group. This is different from

traditional insurance, in that no premium is exchanged between members of the

group up front, but instead losses are assessed to all members of the group.

3.5. Create a risk-management plan

Select appropriate controls or countermeasures to measure each risk. Risk mitigation

needs to be approved by the appropriate level of management. For example, a risk

concerning the image of the organization should have top management decision behind it

whereas financial management would have the authority to decide on financial risks. The

risk management plan should propose applicable and effective security controls for

managing the risks. For example, an observed high risk of credit risks could be mitigated

by acquiring and implementing antivirus software. A good risk management plan should

contain a schedule for control implementation and responsible persons for those actions.

According to ISO/IEC 27001, the stage immediately after completion of the Risk
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Assessment phase consists of preparing a Risk Treatment Plan, which should document

the decisions about how each of the identified risks should be handled. Mitigation of risks

often means selection of security controls, which should be documented in a Statement of

Applicability, which identifies which particular control objectives and controls from the

standard have been selected, and why.

3.5.1. Implementation

Follow all of the planned methods for mitigating the effect of the risks. Purchase

insurance policies for the risks that have been decided to be transferred to an

insurer, avoid all risks that can be avoided without sacrificing the entity's goals,

reduce others, and retain the rest.

3.5.2. Review and evaluation of the plan

Initial risk management plans will never be perfect. Practice, experience, and

actual loss results will necessitate changes in the plan and contribute information

to allow possible different decisions to be made in dealing with the risks being

faced. Risk analysis results and management plans should be updated

periodically. There are two primary reasons for this:

 To evaluate whether the previously selected security controls are still applicable and

effective

 To evaluate the possible risk level changes in the business environment. For example,

information risks are a good example of rapidly changing business environment

: Hedging With Financial Derivatives

Topic Objective:
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At the end of this topic student would be able to:

 Define Hedging

 Learn about the types of hedging

 Learn about hedging a credit risk, currency risk, and equity risk

Definition/Overview:

Hedging: In finance, a hedge is a position established in one market in an attempt to offset

exposure to the price risk of an equal but opposite obligation or position in another market

usually, but not always, in the context of one's commercial activity. Hedging is a strategy

designed to minimize exposure to such business risks as a sharp contraction in demand for one's

inventory, while still allowing the business to profit from producing and maintaining that

inventory.

Some form of risk taking is inherent to any business activity. Some risks are considered to be

"natural" to specific businesses, such as the risk of oil prices increasing or decreasing is natural

to oil drilling and refining firms. Other forms of risk are not wanted, but cannot be avoided

without hedging. Someone who has a shop, for example, expects to face natural risks such as the

risk of competition, of poor or unpopular products, and so on. The risk of the shopkeeper's

inventory being destroyed by fire is unwanted, however, and can be hedged via a fire insurance

contract. Not all hedges are financial instruments: a producer that exports to another country, for

example, may hedge its currency risk when selling by linking its expenses to the desired

currency. Banks and other financial institutions use hedging to control their asset-liability

mismatches, such as the maturity matches between long, fixed-rate loans and short-term

(implicitly variable-rate) deposits.
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Key Points:

1. Types of Hedging

The example above is a "classic" sort of hedge, known in the industry as a "pairs trade" due to

the trading on a pair of related securities. As investors became more sophisticated, along with the

mathematical tools used to calculate values, known as models, the types of hedges have

increased greatly.

1.1. Natural hedges

Many hedges do not involve exotic financial instruments or derivatives. A natural hedge

is an investment that reduces the undesired risk by matching cash flows, i.e. revenues and

expenses. For example, an exporter to the United States faces a risk of changes in the

value of the U.S. dollar and chooses to open a production facility in that market to match

its expected sales revenue to its cost structure. Another example is a company that opens

a subsidiary in another country and borrows in the local currency to finance its

operations, even though the local interest rate may be more expensive than in its home

country: by matching the debt payments to expected revenues in the local currency, the

parent company has reduced its foreign currency exposure. Similarly, an oil producer

may expect to receive its revenues in U.S. dollars, but faces costs in a different currency;

it would be applying a natural hedge if it agreed to, for example, pay bonuses to

employees in U.S. dollars. One of the oldest means of hedging against risk is the

purchase of insurance to protect against financial loss due to accidental property damage

or loss, personal injury, or loss of life.

2. Hedging credit risk

Credit risk is the risk that money owing will not be paid by an obligor. Since credit risk is the

natural business of banks, but an unwanted risk for commercial traders, naturally an early market

developed between banks and traders: that involving selling obligations at a discounted rate.

3. Hedging currency risk

Currency hedging (also known as Foreign Exchange Risk hedging) is used both by financial

investors to parse out the risks they encounter when investing abroad, as well as by non-financial
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actors in the global economy for whom multi-currency activities are a necessary evil rather than

a desired state of exposure. For example, labor costs are such that much of the simple

commoditized manufacturing in the global economy today goes on in China and South-East Asia

(Philippines, Vietnam, Indonesia, etc.). The cost benefit of moving manufacturing to outsource

providers outweighs the uncertainties of doing business in foreign countries; so many businesses

are moving manufacturing operations overseas. But the benefits of doing this have to be

weighted also against currency risk.

If the price of manufacturing goods in another country is fixed in a currency other than the one

that the finished goods will be sold for, there is the risk that changes in the values of each

currency will reduce profit or produce a loss. Currency hedging is akin to insurance that limits

the impact of foreign exchange risk. Currency hedging is not always available, but is readily

found at least in the major currencies of the world economy, the growing list of which qualify as

major liquid markets beginning with the "Major Eight" (USD, GBP, EUR, JPY, CHF, HKD,

AUD, CAD), which are also called the "Benchmark Currencies", and expands to include several

others by virtue of liquidity.

Currency hedging, like many other forms of financial hedging, can be done in two primary ways:

with standardized contracts, or with customized contracts (also known as over-the-counter or

OTC). The financial investor may be a hedge fund that decides to invest in a company in, for

example, Brazil, but does not want to necessarily invest in the Brazilian currency. The hedge

fund can separate out the credit risk (i.e. the risk of the company defaulting), from the currency

risk of the Brazilian Real by "hedging" out the currency risk. In effect, this means that the

investment is effectively a USD investment, in Brazil. Hedging allows the investor to transfer the

currency risk to someone else, who wants to take up a position in the currency. The hedge fund

has to pay this other investor to take on the currency exposure, similar to insuring against other

types of events. As with other types of financial products, hedging may allow economic activity

to take place that would otherwise not have been possible (as a loan, for example, may allow an

individual to purchase a home that would be "too expensive" if the individual had to pay cash).

The increased investment is assumed in this way to raise economic efficiency.
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4. Hedging Equity and Equity Futures

Equity in a portfolio can be hedged by taking an opposite position in futures. To protect your

stock picking against systematic market risk, you short futures when you buy equity. Or long

futures when you short stock. There are many ways to hedge, and one is the market neutral

approach. In this approach, an equivalent dollar amount in the stock trade is taken in futures. Buy

10000 GBP worth of Vodafone and short 10000 worth of FTSE futures. Another method to

hedge is the beta neutral. Beta is the historical correlation between a stock and an index. If the

beta of a Vodafone is 2, then for a 10000 GBP long position in Vodafone you will hedge with a

20000 GBP equivalent short position in the FTSE futures (the Index that Vodafone trades in).

4.1. Futures hedging

If an investor primarily trade in futures, he hedges his futures against synthetic futures. A

synthetic in this case is a synthetic future comprising a call and a put position. Long

synthetic futures means long call and short put at the same expiry price. So if you are

long futures in your trade you can hedge by shorting synthetics, and vice versa.

4.2. Contract for difference

A contract for difference (CFD) is a two way hedge or swap contract that allows the

seller and purchaser to fix the price of a volatile commodity. For instance, consider a deal

between an electricity producer and an electricity retailer who both trade through an

electricity market pool. If the producer and the retailer agree to a strike price of $50 per

MWh, for 1 MWh in a trading period, and if the actual pool price is $70, then the

producer gets $70 from the pool but has to rebate $20 (the "difference" between the strike

price and the pool price) to the retailer. Conversely, the retailer pays the difference to the

producer if the pool price is lower than the agreed upon contractual strike price. In effect,

the pool volatility is nullified and the parties pay and receive $50 per MWh. However,

the party who pays the difference is "out of the money" because without the hedge they

would have received the benefit of the pool price
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: Finance Companies

Topic Objective:

At the end of this topic student would be able to:

 Define Electronic Commerce

 Discuss the silent revolution of financial companies

 Discuss the factors that have influenced financial companies to go on internet

 Learn what the developing countries can do to excel in e-finance

Definition/Overview:

Electronic Commerce: Electronic commerce, commonly known as e-commerce or e-

Commerce, consists of the buying and selling of products or services over electronic systems

such as the Internet and other computer networks. The amount of trade conducted electronically

has grown extraordinarily since the spread of the Internet. A wide variety of commerce is

conducted in this way, spurring and drawing on innovations in electronic funds transfer, supply

chain management, Internet marketing, online transaction processing, electronic data interchange

(EDI), inventory management systems, and automated data collection systems. Modern

electronic commerce typically uses the World Wide Web at least at some point in the

transaction's lifecycle, although it can encompass a wider range of technologies such as e-mail as

well.

A large percentage of electronic commerce is conducted entirely electronically for virtual items

such as access to premium content on a website, but most electronic commerce involves the

transportation of physical items in some way. Online retailers are sometimes known as e-tailers

and online retail is sometimes known as e-tail. Almost all big retailers have electronic commerce

presence on the World Wide Web. Electronic commerce that is conducted between businesses is
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referred to as business-to-business or B2B. B2B can be open to all interested parties (e.g.

commodity exchange) or limited to specific, pre-qualified participants (private electronic

market). Electronic commerce is generally considered to be the sales aspect of e-business. It also

consists of the exchange of data to facilitate the financing and payment aspects of the business

transactions.

Finance Company: A company which makes loans to individuals and/or businesses.

Key Points:

1. A Silent Revolution

More and more, financial products are becoming available in electronic format, even in

developing countries, faster than we could expect. A silent revolution started well before the

Internet, and is moving beyond electronic payments. Changing the way financial services are

used in international trade, electronic finance is forcing standardization, adding speed and

reducing costs. These changes can help developing countries improve their international trade

competitiveness.

The financing firms relationship with banks has changed so subtly over the past years that many

of us have not realized that a silent revolution has been under way, moving us towards a digital

economy. A large segment of banking and insurance went digital years ago. In both developing

and industrialized countries, for example, credit card issuers and banks have used private

electronic networks to transfer funds well before the Internet using service providers such as

VisaNet, SWIFT and FedWire. Trade-related financial and insurance products are being adapted

to customers needs. These go beyond payments and transfer of documents: loan requests, credit

insurance, letter of credit confirmations and other documents can now be submitted in electronic

form.
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2. A changing banker-client relationship

These changes have an impact on the traditional banker-client relationship. As more services

become digitalized, the interpersonal relationship between bankers and their clients evolves.

2.1. Lower costs

Using the Internet can reduce costs. According to UNCTAD, a traditional bank-to-branch

transaction costs no less than US$ 1; Automatic Teller Machines (ATM) reduces the cost

to US$ 0.20; and an online transaction brings it down to US$ 0.01. Digital e-payment

therefore appears ideal not only for large deals but also for small transactions.

2.2. The e-payment paradox

The Internet is characterized by openness and information sharing; financial services are

characterized by confidentiality. E-payment, which is an important part in the e-trade

cycle, represents the ultimate goal of the transaction. The transaction remains at risk until

money is received. E-payment and other financial services applications require state-of-

the-art security and encryption, which is totally in opposition with the concept of free

information sharing. Highly sophisticated encryption programs now provide the required

security, at a nominal cost, for users in both developed and developing countries. This

sets the stage for e-payments to offer rapid, cost-effective and secure settlement of

transactions.

2.3. Turning drawbacks into advantages: An opportunity for banks

Some bankers feel that their role is being reduced to that of a simple intermediary, as

settlements are completed directly between trading parties. The personal contact between

banker and client is diminished, and the banker loses some control over clients. This
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potential drawback is offset by the opportunities for efficiency, which unleashes

resources that can be reinvested in value-added services. Instead of processing low-

margin transactions, banks can utilize e-banking to develop entirely new products. By

creating Internet portal sites, banks can bundle a wide variety of services. Some banks are

looking at new ways to manage clients portfolios better with electronic applications, in

areas such as short-term credit applications, cash and payroll payment services, collection

ser-vices and export credit linked with credit insurance. Banks are also using advances in

technology for outsourcing, subcontracting and a variety of back office operations.

2.4. Addressing constraints

Among the constraints are: the level of telecommunications services; the need to develop

a legal framework; the need to apply advances made in digital signature and encryption

possibilities; and the need to revise banking procedures. However, where there is a will,

there is a way. Technology has developed beyond our expectations already, and we

cannot predict the next technological leaps, which still occur frequently. Government

commitment to facilitating an e-commerce environment can make a real difference, as

can creative approaches by firms and their customers. A milk cooperative in India, for

example, has created its own electronic card payment system among its members, who

are the clients of the cooperative.

3. Developing countries: What they can do

Understanding e-finance trends and making the most of them is a key to helping developing

countries become internationally competitive. A cash-based society, in todays globalized world,

is the modern equivalent of trading with salt and shells. Steps that encourage e-finance include

the following:
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 Small and medium-sized enterprises can group together to share the costs of creating the service

or consulting company they need to trade internationally using e-commerce. This has worked

very well in some Latin American countries.

 Banks, heavy users of electronic and digital technologies, can adopt new procedures entailing

low marginal costs, to respond to clients new demands. Growing standardization gives banks the

opportunity to enlarge their offer of traditional services through new channels, as well as to

develop specifically designed new products.

 Governments can boost infrastructure development by putting into place effective regulations

(without over regulating a quickly changing area) for registration, taxation, monitoring and

reporting, and legal issues. They can also adopt e-commerce practices and become a major

online client for local businesses. This encourages local enterprises, but also gives governments

direct feedback on practical problems faced in the e-banking and e-payment sectors
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