
CHAPTER 1 

INTRODUCTION
This chapter discusses the basic characteristics and functions of financial assets and markets. 
FINANCIAL ASSETS

An asset is any possession that has value in an exchange. A tangible asset is an asset that takes physical form, such as a building or machinery. An intangible asset represents legal claims to some future benefit. A financial asset is a security or financial instrument, and it is an intangible asset representing a claim to future cash flow. 
An issuer is an entity that agrees to make future cash payments. An investor is a person who owns a financial asset. 
Debt Versus Equity Claims

A debt instrument is a financial asset that pays a fixed dollar amount. An equity claim is a claim on the residual cashflow. Common stock is an example of an equity claim. Some financial instruments are hybrids. For example, preferred stock pays a fixed amount, but only after creditors are paid, and a convertible bond pays a fixed amount, but may be convertible into common stock. 

The Value of a Financial Asset
The price of any financial asset is the present value of the expected cash flow. Cash flow is the cash expected to be received from each period from investing in a particular financial asset (e.g., dividends, principal repayment, interest). The cash can be in any form of currency (e.g., U.S. dollars, European euros, Japanese yen). 
Estimating the Cash Flow
Some cash flows of debt instruments are said to be certain and risk free (e.g., U.S. government issued debt). Others are uncertain and carry risk. Debt instruments have three risks: (1) issuer default, (2) contractual rights to change how the principal and interest are repaid, (3) interest rate fluctuation during the time the debt is outstanding. 

As for equity, the amount and timing of dividends are uncertain, and the value of the common stock fluctuates with the market. 

With both equity and debt instruments, the nominal dollar amount of the cash flow does not adjust for any changes in the real purchasing power of the cash flow. Because of inflation, the purchasing power may change even as the nominal amount is fixed. 
The Appropriate Interest Rate for Discounting the Cash Flow
Once the cash flow is estimated, the investor must answer two questions to value the instrument: (1) what is the minimum interest rate? (2) what premium above this minimum is needed? 

The minimum interest rate, or discount rate, is the risk free rate, e.g., U.S. Treasury securities, other default free sovereign debt, or the London interbank offered rate (LIBOR). The premium above this minimum rate is determined by the riskiness of the cash flow. The more risky the cash flow, the more the investor seeks a premium. 
Thus far, there are three forms of risk discussed: credit (default) risk is the risk of not getting paid by the issuer; inflation (purchasing power) risk is the risk that the purchasing power of the cash flow will decline with inflation; foreign exchange risk is the risk that cash flow paid in a foreign currency will decline in value as it is converted to domestic currency. 
Financial Assets Versus Tangible Assets

Both financial and tangible assets are expected to generate future cash flows for its owner. They are linked. Ownership of a tangible asset is financed by the issuance of a financial asset. The cash flow for a financial asset is generated by a tangible asset.
The Role of Financial Assets
Financial assets serve two principal economic functions: (1) to transfer funds from those who have surplus funds to those who need funds to invest in tangible assets, (2) to transfer funds in such a way as to redistribute the unavoidable risk associated with cash flows generated by tangible assets.

Properties of Financial Assets
Financial assets possess, in varying degrees, certain properties that determine or influence their attractiveness to different classes of investors and issuers. There are ten properties of financial assets. 
Moneyness
Money is a financial asset that acts a medium of exchange or in settlement of transactions. Near money is a financial asset that closely approximates money. Moneyness is the property of exchangeability between financial assets and money. Moneyness is desirable for investors. 
Divisibility and Denomination 

This property is related to the minimum size in which a financial asset can be liquidated and exchanged for money. Divisibility may depend on the denomination. The smaller the size, the more the financial asset is divisible. Divisibility is desirable for investors. 
Reversibility

This refers to the cost of investing in a financial asset and then getting out of it and back into cash again (round-trip cost). For financial assets that are traded in organized markets and with market makers, the most relevant component of this cost is the bid-ask spread. This constitutes the spread between the price at which the market-maker is willing to buy the financial asset (bid price) and the price at which the market-maker is willing to sell (ask price). The bid-ask spread is determined by two factors: (1) variability of price as determined by the dispersion of relative price over time, (2) the thickness of the market, essentially the prevailing rate at which buying and selling orders reach the market maker (i.e., the frequency of transactions).

Term to Maturity

This is the length of the interval until the date at which the instrument is scheduled to make its final payment, or the time until the owner is entitled to demand liquidation. Demand instruments are instruments where the creditor can demand repayment at any time. Maturities vary and some instruments can be repaid earlier than maturity due to contractual provisions or arrangements, and bankruptcy and reorganization. 
Liquidity

Although there is at present no uniformly accepted definition of liquidity, a useful way to think of liquidity and illiquidity is in terms of how much the seller stands to lose if he wishes to sell immediately rather than allowing some time to pass and instead engaging in a costly and time-consuming search for an immediate buyer. Some financial assets are illiquid, e.g., stock in small companies. One must search for a buyer. Other assets may be very liquid in small amounts, but illiquid in big amounts.. Liquidity is closely related to the thickness of the market. 
Convertibility 

This refers to the notion that some financial assets can be converted into other assets, e.g., a convertible bond or a share of convertible preferred stock can be converted into common stock.

Currency 

This refers to the foreign exchange value or foreign exchange currency denomination of the financial asset. Cash flow in foreign currency carries currency risk. 
Cash flow and Return Predictability 

This refers to the degree of uncertainty about an asset's cash flow and the volatility of these cash flows. The riskiness of an asset can be equated with the uncertainty or unpredictability of its return. In a world of non-negligible inflation it is further important to distinguish between nominal and real return. Nominal expected return considers the dollars expected to be received by does not adjust for changes in purchasing power. Real expected return is the nominal expected return after adjustment for purchasing power. 
Complexity 

Some financial assets are complex because they combine two or more simpler assets. These assets are valued by valuing their components. Some financial assets involve options, and so an understanding of option value is important. 
Tax Status

This refers to the taxability of interest income generated from a financial asset. Since tax payments are a deduction from the return to the investor, the tax statuses of the financial instrument, issuer and investor are important. 
FINANCIAL MARKETS
A financial market is a market where financial assets are exchanged.  A financial market can be classified as either a spot (or cash) market or a derivative instruments market.

The Role of Financial Markets

Markets serve three economic functions beyond those functions met by the simple existence of financial assets. (1) Markets allow the determination of price, or equivalently, discovery of the required return demanded by investors. This is the price discovery process. (2) Markets provide a mechanism for an investor to sell a financial asset, and therefore provide liquidity. (3) They reduce the cost of transacting, including search and information costs. Search costs can be explicit (e.g., money spent on the desire to buy or sell a financial asset), or implicit (e.g., time and effort to find a counterparty). Information cost is the cost to assess the merit of the financial asset. In an efficient market, the asset incorporates into price all information collected by market participants. 
Classification of Financial Markets
Various classification systems exist for financial markets. First, markets can be classified by types of financial claim, e.g., debt market (fixed income market), or equity market (common stock market or stock market). Second, markets can be classified by the maturity of the instruments, e.g., money market is a market for short-term financial assets, and capital market is one for longterm financial assets. Third, markets can be classified by whether an instrument is newly issued, e.g., primary market is the market for new issues, and secondary market is the market for issues that have been circulating among investors. 
Globalization of Financial Markets
Globalization of financial markets means the integration of financial markets throughout the world into an international financial market. The existence of foreign financial markets permits raising and investing funds outside of the domestic market. There is a trend toward integration of financial markets throughout much of the world. Several factors have led to this integration: (1) deregulation or liberalization of markets to encourage competition; (2) technological advances permit more timely information flow and rapid execution of orders; (3) increased institutionalization of financial markets, which is the shift away from retail investors and towards institutional investors These factors are not mutually exclusive. 
Classification of Global Financial Markets
The internal market (national) market is the financial market of a given country. It has two components. The domestic market is where companies domiciled in the country issues their securities. The foreign market is where the securities of a non-domicile company is traded. Issuers in a foreign market must follow the securities laws of the internal market.  
The external market (international or offshore market) is where securities are issued outside the jurisdiction of any country and there are issuances are made simultaneously to investors in a number of countries. The external market is referred to by several different names: international market, offshore market, and Euromarket (even though the market is not limited to Europe). 
DERIVATIVE MARKETS
A derivative is an instrument that derives its value from the price of the designated underlying asset. There are different derivatives, e.g., futures contracts, forward contracts, option contracts, swap agreements, and cap and floor agreements. Derivatives play a very important role in risk management. 
ASSET CLASSES
There are different ways to define asset classes. One way is in terms of the investment attributes that the members of the asset class have in common. Another way is to classify asset classes in the same way that asset managers classify them. 
In developed countries, there are generally four major asset classes defined by investment attribute: common stock, bonds, cash equivalents, and real estate. With the exception of real estate, these asset classes are traditional asset classes. Real estate and other asset classes not listed are non-traditional or alternative asset classes, e.g., commodities, private equity, hedge funds, and currencies. Market or benchmark indices provide a barometer of the asset class’s performance: risk, return, and correlation of return to that of other asset classes. 
Market capitalization is the total market value of the company’s outstanding stock. Foreign financial markets in developing economies are called emerging markets. These markets are characterized by (1) economies that are in transition and reform to better participate in the global financial markets, (2) risk of price volatility attributable to political risk and unstable currency, (3) short period over which their financial markets have operated. 
ANSWERS TO QUESTIONS
1.
A tangible asset takes a physical form and generates future cash flow. A financial asset, which is an intangible asset, represents a legal claim to some future benefit or cash flow. 

2. 
The debt holder has a fixed claim on the future cash flow of the company, and the claim stands in priority to that of equityholders. The equityholder has a residual claim to assets and income.
3.
The price of any financial asset is the present value of expected cash flows or a stream of payments over time. 

4.
The estimation of the future is always uncertain. Unless a project is risk free, every estimated projection of future cash flow is subject to a degree of variance. 
5.
The basic factor that affects the interest rate used to discount the cash flow is the benchmark risk free rate, e.g., interest rate on U.S. Treasury securities. A premium must be added to this rate to account for the risks associated with the project. 
6.
This is correct insofar as the investor knows the nominal return in Japanese yen. This assumes that Japanese sovereign bond is risk free. But it is incorrect insofar as the investor considers the real return because real return will also depend on the inflation rate and foreign currency translation risk. 
7.
This is incorrect. There is no default (credit) risk on U.S. government securities. But it is not free of purchasing power or inflation risk. 
8.
The interaction between buyers and sellers in a financial market determines the price of the traded asset. Financial markets also provide a forum for an investor to sell a financial asset and reduce the costs of transacting by reducing search costs and information costs. Since these shares are not traded, there is no price discovery.

9.
With a small quantity, there may be many buyers. With a large amount, the number of buyers may be fewer, which increases the search costs. Also, transactions in large amounts may influence the market price whereas small transactions do not. 

10.
The first role of financial assets is to transfer funds from those parties who have surplus funds to those who need funds to invest in tangible assets. The second role is to redistribute risk among persons seeking and providing funds.  

11.
They are deregulation or liberalization of markets, technological innovations, and institutionalization of financial markets.

12.
Domestic market because it is issued in the national market by a company domiciled there.

13.

Foreign market because it is issued in the national market by a company non-domiciled there. 
14.
The five economic functions of a financial market are: (1) transferring funds from those who have surplus funds to those who need funds to invest in tangible assets; (2) transferring funds in such a way that redistributes the unavoidable risk associated with the cash flow generated by tangible assets; (3) determining the price of financial assets (price discovery); (4) providing a mechanism for an investor to sell a financial asset; and (5) reducing the search and information costs of transacting.

Functions 1 & 2:  “they make it possible for corporations and governmental units to raise capital”

Functions 1 & 4:  “they help to allocate capital toward productive uses”

Functions 1 & 2:  “they provide an opportunity for people to increase their savings by investing in them”

Functions 3 & 5:  “they reveal investors’ judgments about the potential earning capacity of corporations, thus giving guidance to corporate managers”

Function 1 & 2:  “they generate employment and income”
15.
(a)  
Money market

(b) 
Capital market

(c) 
Capital market
16.
Option contract to buy shares in IBM Corporation for a fixed price by a fixed maturity date. Future contract to buy copper ore for a fixed price at a fixed future date. Swap agreement to exchange floating interest rate payments for a fixed interest rate payments. These instruments are derivative instruments because their value is derived from underlying stock, commodity, and interest rate.

17.
Asset classes can be defined in a number of ways. There is no set definition. Traditional asset classes are stocks, bonds, and cash equivalents. 

18.
$3.5 billion (= 100 million shares x $35) 
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