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Chapter 8

Money and Capital Markets

( CHAPTER OUTLINE

I.
The Government Bond Market

A.
Types of securities and investors

B.
How the market works

C.
Treasury bills: auctions and yields

D.
Repurchase agreements

II.
Bank‑Related Securities

III.
Corporate Securities

A.
Corporate bonds

B.
Commercial Paper

IV.
Municipal Securities

V.
Mortgage Securities

VI.
The Stock Market

A.
The structure of the stock market

B.
What determines whether stock prices rise of fall?

C.
Money and stock prices

( CHAPTER SUMMARY

This chapter examines the nature and structure of several different securities markets in the United States. The largest amount of debt outstanding is U.S. government debt. It has been issued over many years to finance government spending in excess of tax revenues. The market for government securities is very active and liquid. The chapter continues to describe certificates of deposits, Eurodollars, corporate bonds, municipal bonds, mortgage securities, and stocks. Some of the key features of these securities and their markets are: (1) that yields on government securities are often used as a point of reference for other securities, (2) that CDs and Eurodollars are important funding sources for banks, (3) that corporate bonds differ by call provisions, convertibility, and risk, (4) that municipal bonds are divided into general obligation bonds (less risky) and revenue bonds (much more risky), (5) that mortgages have been made much more liquid by recent developments in securitization, and (6) that a stock’s value depends on the expected future earnings (paid out as dividends) of the issuing corporation.

( TEACHING

This chapter provides a basic description of the markets for government securities, corporate securities, municipals, mortgages, and equities, plus new sections on CDs and Eurodollars and the PV-formula valuation of stocks.

You may want to soft‑pedal the section on CDs and Eurodollars since the basics of bank accounting and money creation have yet to be covered and there is potential for confusion.

Other items that may be skipped in a survey‑type money and banking course include: yield on a discount basis, collateralized mortgage obligations, and perhaps even the entire section on the stock market.  Given the recent behavior of the stock market, however, discussion of  “bubbles” might generate interest.  The key is to distinguish between an increase in demand based on future earning expectations and an increase in demand based on the “greater fool” theory – i.e., that someone will be willing to pay an even more irrationally high price then you did!

Useful Internet sites

1.
www.access.gpo.gov/eop — Economic Report of the President.

2.
www.freddiemac.com/mbs/html/aop_gold.html — go to “Value in Gold PCs Fact Sheet”  which provides much information on structure and returns of a common securitized mortgage product.

( DISCUSSION QUESTIONS

1.
Who owns the U.S. government’s debt?

You can startle many of your students with a simple breakdown of whom owns the debt (from a table in the Economic Report of the President).

2.
What are the risks of foreign ownership of U.S. government debt? Could the United States possibly default on the debt owed to foreigners?

Foreign ownership of U.S. debt means that foreigners have a claim on future U.S. output. It also means that if foreigners suddenly decide to reduce their saving or to buy other assets, U.S. interest rates will rise. The United States will not default on debt owed to foreigners, at least not in the common sense of the term. The debt is denominated in dollars, which the U.S. government can print. In real terms, however, such inflationary finance leads to repaying with lower‑valued dollars, which, in an economic sense, is a default.

3.
What are junk bonds? Would you ever recommend the purchase of them?

Junk bonds are bonds rated BB or lower by private rating companies.  Purchasing them, according to portfolio theory, should depend on how much risk they add to the investor’s portfolio and on whether their expected return is sufficient to compensate the investor for this risk.

4.
What does it mean for a city or state when its bond rating is reduced? Can they do 
anything about it?

The bonds are judged to have a higher risk of default, and the city or state will have to pay a higher rate for new borrowing. Successfully discharging a series of debt obligations and showing financial stability are ways for the city or state to improve its rating.

5.
Why should a person who owns no stock be concerned about what happens in the stock market?

People may have a stake in the stock market without being aware of it through such things as pension plans and life insurance. Also a fall in a company’s stock value may indicate impending insolvency which could cause losses for bondholders. Moreover, movements in the stock market as a whole tend to be a leading indicator, albeit an imprecise one, of aggregate economic activity.

( ANSWERS TO QUESTIONS IN TEXT

1.
The coupon equivalent yield is more accurate because it accounts for the fact than an investor does not pay full face value and also it accurately reflects the number of days in the year.

2.
A repurchase agreement is a type of collateralized loan, with bonds as the collateral. The owner of the bonds agrees to sell them with the agreement that they will be repurchased, usually the very next day, at a contracted price. The difference between the selling and repurchase price is the cost of borrowing the funds.

3.
Selling T‑bills and borrowing Eurodollars are close substitutes for a bank trying to raise funds.  

4.
Junk bonds can be an appropriate addition to a portfolio (depending on return correlations). Plus, many vital economic activities are unavoidably highly speculative.  The increased use of such bonds has served to reduce the cost of raising capital for many smaller firms.

5.
Revenue bonds depend for their repayment on the fortunes of a particular government project. Reversal: say an Indian reservation floats revenue bonds to construct a casino.  As a result they have higher default risk than do general revenue bonds, which are repaid from general tax revenues.

6.
The CMO reduces the prepayment risk the investor would face as a direct holder of the mortgage.  This is, of course, true only for the investors in certain tranches or segments of the CMO.  Investors in other segments face higher prepayment risk.  That is, they absorb the prepayments to “protect” the investors in the other segments.

7.
The Dow Jones Average serves as a general indicator of stock market and economic performance. It tends to be positively correlated with other indicators’ performance. Finally, it has a long history and tradition.

8.
One explanation for the high price‑earnings ratio in the 1990s is that investors 
expected future earnings to be substantially higher than current earnings. A stock’s price should represent the present value of the firm’s current and expected future earnings. Another possibility is that the stock prices in the 1990s represented a speculative bubble.  

9.
To compete with securities offering higher interest rates, a share of stock must have a lower price.  If markets are efficient, this relationship should already be incorporated into the price of stocks.  You should only expect to profit from this relationship if you are better at predicting interest rate movements than everyone else.

( ESSAY QUESTIONS

1.
How are government securities stripped? How is the yield then determined? 

Dealers market the coupons and the principal of the security separately as zero-coupon securities. The yield on each of them comes from the difference between their market‑determined price and their face value that is paid out on a stated date in the future.

2.
Who are the major buyers of corporate bonds? Why are those bonds a good asset for them to hold? 

Life insurance companies and pension funds are the major buyers. They can afford to hold higher‑yielding, less liquid securities because their payout liabilities can be forecast with some reliability.

3.
What is commercial paper? Who are the major issuers of it? How is it distributed? 

It is an unsecured short‑term IOU issued by a corporation. Finance companies issue about 75 percent of the dollar value of commercial paper. In the primary market, most of it is sold directly to the holder, but dealers are also active.

4.
What is the difference between a revenue municipal bond and a general‑obligation municipal bond? Which is considered riskier and why? 

The general‑obligation bonds are backed by the general taxing power of the issuing government, while revenue bonds depend for repayment on the revenues of a specific government project and are therefore riskier.

5.
What is the role of specialists and traders on the New York Stock Exchange?

Specialists (market makers) maintain orderly markets by buying and selling stock when no other buyers or sellers of it appear. Traders place orders with the specialists after receiving instructions from brokers.

6.
Why are stock market analysts so concerned about what’s going on at the Federal Reserve?

Although the link between the money supply and stock prices has been highly erratic, Fed policy has a major impact on inflation and interest rates, which then have important consequences for stock prices.
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