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Module 2: Outline
• I. Capital Allocation Process
• II. Financial Markets
• III. Type of Financial Markets & Importance
• IV. Market Efficiency Theory

I. Capital Allocation Process
• Recall Supply & Demand
• Goods and Services flow from those who produce them
to the ones who demand them

• Capital Market
• Capital flows from those who supply capital to those
who demand it.
• Suppliers of Capital
• Agents (individual or institutions) with “excess funds.”
• Lenders of money
• Savers of money

• Demanders of Capital
• individuals and institutions who need to raise funds to finance
their investment opportunities. These groups are willing to pay
a rate of return on the capital they borrow.

I. Capital Allocation Process
Indirect Finance: Borrowers borrow indirectly
from lenders via financial intermediaries that
issue financial instruments which are claims
on the borrower’s future income or assets.

Direct Finance: Borrowers borrow directly from lenders in
financial markets by selling financial instruments (securities)which
are claims on the borrower’s future income or assets.
https://www.quora.com/What-are-bonds-financial-term

I. Time to Think
• Why do we trade?
• Opportunity cost

• Mimi is better to singing
• Gimi is better at math
• Mimi teaches him singing and Gimi teaches her math

• Example of other trades between people, countries, etc.

• Why do we “trade” money? How do we save?
• Save

• Wallet
• Deposit
• _______

• Invest

• Start a new business
• Buy an investment house, collection, art, etc.

Buying securities (bonds or stocks) – what
- savings/ investing
- lending/ borrowing

Allow others to invest your
money and receive a higher
interest than bank deposit.

Saving
Lending

II. Markets
• Markets
• Venue where goods and services are exchanged.
• Voluntary exchange of goods between buyers and sellers
• Supply & Demand

• Financial Markets
• A market where instead of trading goods and services,
you trade “money.”
Financial Instruments – Securities (Bonds / Stocks)
Pieces of paper that give the owner a claim on the issuer’s assets
or future payment.
- Simple contracts
- Negotiable (can be resold, traded)

II. Markets
• Markets
• Venue where goods and services are exchanged.
• Voluntary exchange of goods between buyers and sellers
• Supply & Demand

• Financial Markets
• A market where instead of trading goods and services,
you trade “financial instruments.”
• It is a place where individuals and organizations wanting
to borrow funds are brought together with those having
a surplus of funds.

II. Importance of Financial Markets
• Importance of markets for goods & services
•
•
•
•

Allows efficient allocation of resources
The buyer who values it the most receives the good
The seller who has the lowest cost supplies the good
Voluntary exchange:
• makes buyers and sellers better off

• Importance of capital market
• Capital flows from savers to investors.
• Savers lend money (postpone their consumption/use of
money) and receive a return (usually known as interest rate)
• Examples: You (household), lending institutions

• Users (demanders) of capital are able to receive and use
funds to finance their investment projects. They are willing to
pay a rate of return (e.g., interest) to borrow and use
someone else’s capital.
• Examples: Firms, Government…

II. Time to Think
Who performs better
Economies with efficient capital markets
OR
Economies with poorly-functioning markets

Efficient markets promote economic growth

III. Type of Financial Markets
Type of Financial Markets

Physical Assets
v.
Financial Assets

Spots
v.
Futures

Primary
v.
Secondary

Money
v.
Capital

Public
v.
Private

Dealer
v.
Auction

III. Dealer v. Auction markets
Participants trade through a dealer
rather than directly with each other.

Participants transact between each
other on an auction basis
https://www.dailyfx.com/nas-100/NASDAQ-vs-NYSE.html

Public v. Private
Primary v. Secondary Markets
• A publicly owned corporation is a company whose shares are held
by the investing public, which may include other corporations as
well as institutional investors.
• Secondary Market
• You purchase 10 Starbucks (SBUX) stocks from your uncle.
• You purchase 2 Tesla (TSLA) through dealer in NASDAQ

• Primary Market
• New stock issuance: Example, Twitter issues 1,000 shares of
new stock and sells them to the public through an investment
banker.
• Initial Public Offering

Examples of a stock market
transaction
• Apple decides to issue additional stock with the
assistance of its investment banker.
• An investor purchases some of the newly issued shares.
• Is this a primary market transaction or a secondary
market transaction?
• Since new shares of stock are being issued, this is a
primary market transaction.

• What if instead an investor buys existing shares of
Apple stock in the open market. Is this a primary or
secondary market transaction?
• Since no new shares are created, this is a secondary
market transaction.

I. IPO
• An initial public offering (IPO) occurs when a
company issues stock in the public market for the
first time.
• Advantages

• “Going public” enables a company’s owners to raise
capital from a wide variety of outside investors.

• Disadvantages

• Public companies are subject to additional regulations
and reporting requirements.

• Other

• Once issued, the stock trades in the secondary market

Investment
Banks
•
•
•
•
•
•
•

JPMorgan Chase
Goldman Sachs
Morgan Stanley
Citigroup
Bank of America
Credit Suisse
Deutsche Bank

Financial
Intermediaries
• Exchange traded funds
(ETFs)
• Like a stock, it is traded
in exchange markets, but
it is a basket of securities
rather than a single
security.

• Pension funds
• Mutual funds
• Index funds
• Hedge funds
• Private equity funds
• https://www.ici.org/files/faqs_hedge

Efficient Market Theory
You hear in the news that Pfizer vaccine for Covid19 received FDA approval. If the market is highly
efficient, can you expect to take advantage of this
information by purchasing the stock?

No. If the market is efficient, this information is
already included into the company’s stock price.

Conclusion: Securities Efficient Markets mean that
equilibrium is reached and securities are priced
“fairly” (close to their intrinsic value).
We CANNOT “beat the market”

Suggested Reading
• A Random Walk Down Wall Street: The Time-Tested Strategy for Successful
Investing, by Burton Gordon Malkiel. See the book review for details.

• https://www.publishersweekly.com/978-0-393-05782-9
“A blindfolded monkey throwing darts at a newspaper's financial
pages could select a portfolio that would do just as well as one
carefully selected by experts.”
• Efficient market theory: all publicly available information about a stock's value is
already reflected in its share price. Hence, you can't predict them at all.

Time to think
What about publicly unknown information – inside information?
Can you see why insider trading is not allowed?

The 15 Largest Exchange
Traded Funds (February 12, 2021)
https://etfdb.com/
compare/marketcap/

Example: SPY Holding

https://etfdb.com/
compare/marketcap/

Stock Quote for Twitter

Retrieved on 3-2-2021 from: https://finance.yahoo.com/quote/TWTR?p=TWTR&.tsrc=fin-srch

Stock Quote for Bitcoin

https://finance.yahoo.com/quote/BTC-USD?p=BTC-USD

Bitcoin

https://finance.yahoo.com/quote/BTC-USD?p=BTCUSD

Other

Implications of Market Efficiency
• It is costly and/or risky for traders to take
advantage of mispriced assets.
• Cognitive biases cause investors to make systematic
mistakes that lead to inefficiencies. This is an area
of research know as “behavioral finance.”
Behavioral finance borrows insights from
psychology to better understand how irrational
behavior can be sustained over time. Some
examples include:
• Evaluating risks differently in up and down markets.
• Investors become "anchored" to certain viewpoints, and
fail to optimally respond to new information that
conflicts with their existing views.

Index Funds
• An index fund is a mutual fund or exchange-traded fund
designed to follow certain preset rules so that the fund
can track a specified basket of underlying investments.
• A hedge fund is a pooled investment fund that trades in
relatively liquid assets and is able to make extensive use
of more complex trading, portfolio-construction and risk
management techniques in an attempt to improve
performance, such as short selling, leverage, and
derivatives.
• Lower Fees Motivate Investors to Move Toward Index
Funds

• Hedge Funds vs. Mutual Funds

• https://www.ici.org/files/faqs_hedge

I. IPO
• An initial public offering (IPO) occurs when a
company issues stock in the public market for the
first time.
• “Going public” enables a company’s owners to raise
capital from a wide variety of outside investors.
Once issued, the stock trades in the secondary
market.
• Public companies are subject to additional
regulations and reporting requirements.

I. IPO
• An initial public offering (IPO) occurs when a
company issues stock in the public market for the
first time.
• “Going public” enables a company’s owners to raise
capital from a wide variety of outside investors.
Once issued, the stock trades in the secondary
market.
• Public companies are subject to additional
regulations and reporting requirements.
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