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CHAPTER 9


Securities Trading, Dealing, and Origination 

Introduction

Securities investment and trading are among the most publicized and exciting activities we observe in the financial services industry.  In line with our earlier discussion of the financial system, securities are only a means of transferring savings to investors.
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· What are the sources of value from those financial firms that trade securities on financial markets to providers and users of funds?

· Why are traders in securities willing to pay to transact sooner rather than later and what specialized firms have emerged to service this demand for immediacy?

· What skills and resources are required in order to bring securities to the market?

Answers to these and related questions are essential to understanding the dynamics governing the transition in this financial industry segment from traditional forms to new and 

emerging delivery and production systems.


This chapter reviews the basic economics of the value added by securities trading, market making, and securities origination.  The emphasis is on economic analysis of these basic financial services to isolate sources of value in the value chain we have used in previous chapters.  Securities markets grow in importance as economies grow in extent and sophistication in terms of technology and institutional complexity.  Securities markets represent a development beyond raising funds in the form of credit as discussed in the previous chapter.  Securities markets can be expected to grow ever more important around the world in the future. 

9.1
Overview of Securities Markets and Instruments

This chapter explores value production in those financial services traditionally associated with brokers and investment bankers.  In order to set the stage for the dynamic changes taking place in this sector of the financial services industry, the position of traditional and non-traditional firms in the securities markets and the economic role of securities markets are reviewed in the following sections.  The purpose here is to provide perspective on the creation of value in the major services provided by firms active in securities markets.

Firms Active in Securities Markets

The traditional concept of a securities firm is represented by a brokerage firm, like Merrill Lynch, or an investment banking firm, like Salomon Brothers.  These and other firms involved in securities markets perform the established functions of buying and selling securities (brokerage) and advising clients on how to originate new securities (investment banker) to raise money.  Traditional firms can be providers of the full range of securities markets services or can be more specialized.  "Full line" firms like Merrill Lynch offer retail brokerage services and corporate securities advice, while narrowly focussed firms like Jeffries Securities concentrate on trading for institutional clients.


In recent years, non-financial firms tried providing securities market services: Sears Roebuck, the retail giant and owner of Allstate Insurance, acquired the full-line broker Dean Witter, and then spun it off in 1993.  General Electric, maker of refrigerators and jet engines, bought the investment banking concern Kidder-Peabody, and sold it to PaineWebber in 1995.  A development of even broader potential significance has been the entrance of non-securities related financial service firms, such as commercial banks and thrift institutions, into securities businesses through expansion of their authorized powers.  Other financial service firms have entered securities business through acquisitions, for example Travelers Insurance (then known as Primerica) bought Smith-Barney and Prudential Insurance acquired Bache.


There are four key factors influencing the future of the industry:  (1) possible synergies realized by non-securities financial service firms from offering securities markets services; (2) synergies gained by non-financial firms from offering securities markets services; (3) technological change;  and (4) structural changes in the flow of savings into investment.


Non-securities financial firms, principally commercial banks, have a number of synergistic connections to securities market services.  Banks are portfolio lenders to non-financial firms and are involved in open-market, short-term financing in the form of letters of credit backing commercial paper.  As discussed in Chapter 8, banks increasingly arrange credit for their customers.  Banks already trade and make markets in a variety of money market and government securities, a natural basis for expansion into the corporate securities markets.  Bank branch networks also offer ready marketing outlets for both retail and small corporate securities market services.  It seems a natural extension of bank functions to arrange funding in the form of public securities issues.  Finally, banks in Germany and Japan already have these authorities.


Non-banks like large manufacturing corporations have already entered the financial services industry through their finance company subsidiaries.  They offer the securities business one important advantage: a lower cost of funds.  Their enormous size, equity capital, and top credit ratings mean that they can commit large amounts of capital to securities business.  Their reputations can be of enormous value in competition for securities market services.  Furthermore, non-banks are not hampered by the regulations limiting traditional securities and deposit-taking financial institutions.


Technology offers vastly cheaper ways of communicating all the types of information required by providers of securities market services.  Information on prices and communication with market participants are all available at costs below levels observed even a short time ago.  Processing information, applying complex analytical tools, and plugging into related financial service functions, such as clearing networks and information providers, mean smaller firms and new entrants can quickly enter securities markets.  These firms can compete on a relatively even footing with established firms for securities business.


Finally, the institutional changes in the flow of funds dramatically alter the markets within which securities markets service firms operate.  Globalization integrates world capital markets.  American securities firms are active around the world but must compete in the United States with securities firms from Europe and Japan, as well as Singapore and Hong Kong.  Political and demographic trends foster emergence of locally important securities markets, like California and the Southeast in the United States, and China, the former Soviet Union, and Latin America abroad.  Investment opportunities in these markets attract investors funds from around the world.  The continuing accumulation of savings in institutional investors such as pension funds and money management firms means that the market for trading securities and target markets for new securities issues is more sophisticated than the past.


To appreciate developments in securities related financial services, industry observers must understand the role of securities markets and the economic functions performed by financial service firms active in them.  After a review of the basic attractiveness of tradable financial instruments and the economic determinants of the demand for each of these services, the underlying economics of the business is examined to identify sources of value in the securities business.

Demand and Supply for Securities

Securities are standardized financial claims that can be readily transferred between parties and therefore traded on securities markets.  Typical individuals acquire or dispose of securities in the retail markets for securities services.  Large firms and investors operate in the market for institutional securities market services.  There are many reasons why individual and institutional investors prefer securities to portfolio investments. 



Securities have desirable attributes relative to portfolio investments.  They are liquid, meaning they can be exchanged for cash easily because there are markets where the securities are traded (not always at a prices pleasing sellers).  Securities markets produce technical information (as defined in Chapter 6) including prices for the same or similar investments, unlike portfolio investments which are often difficult to price.  Trading volume reflects the depth of the market for securities and investors' ability to convert investments into cash at predictable transaction prices.  Publicly traded securities of large corporations in many countries are accompanied by a wealth of information in the form of disclosures.  The investment community provides ongoing analysis of securities when they are issued or as they subsequently trade.  Finally, securities market services are offered by established firms and institutions with reputations.  Rules and regulations govern securities issuance and trading which can be a source of confidence or basis for litigation for investors investing in securities.


Issuing securities in order to raise funds has advantages for users of funds.  Issuers may prefer to raise funds through issuance of securities rather than credit or direct placements described in the previous chapter because the liquidity of securities means that costs of funds are cheaper.  Technical information reflected in the prices of similar or identical securities provided by securities markets clearly establishes the costs of funds for issuers.  Prices and returns associated with alternative or substitute investments traded in securities markets provide issuing firms feedback on opportunity costs of making investments or returning funds to investors.


Some of the principal-agent problems between investors and users of funds discussed in the previous chapter may be less severe if firms are willing to disclose information required of firms with publicly traded issues.  Firms issuing publicly traded securities can take advantage of competition in securities markets to reduce issue costs relative to costs implicit in negotiated deals with portfolio investors.  In the case of some large firms, like Exxon, open market auctions of securities issues may eliminate the need for financial intermediaries and their fees altogether.  These considerations also lead firms to prefer securities issues to private deals.

Demand for Securities Trading Services

Buyers and sellers of securities, trading either new issues or seasoned issues, are motivated by two basic reasons.  The first reason trade securities for cash or cash for securities is because of normal variation in consumption or business needs for cash.  Traders making portfolio adjustments requiring offsetting changes in cash and securities in response to factors unrelated to events in the securities markets are called liquidity traders.  An individual selling stock to finance a child's education or an insurance company buying bonds to finance future payment of claims are both liquidity traders motivated by their specific portfolio considerations.


A second type of trader knows something that the rest of the participants in the market do not know.  This information may be that a lawsuit has been filed or that a takeover attempt is imminent.  Traders placing buy or sell orders based on private knowledge are called information traders.  Information traders expect to profit because they buy securities at prices which are low relative to their true values or sell them at prices which are high relative to what they will sell for when the information the trader possesses becomes available to the market.

Function of Securities Firms and Security Types

A broker finds a buyer for a seller.  Because most traders are not continuously buying and selling securities, they turn to professional brokerage firms to complete their trades.  Often, a buyer or seller wants to trade sooner than would be required by waiting for a counterpart seller or buyer to show up in the market.  Financial institutions which facilitate quick trades by buying or selling securities on their own accounts are called market makers or dealers in securities.  When offering new securities to investors, firms raising funds require guidance as how to design and price newly issued securities in order to make them attractive to investors.  This guidance is one of the functions performed by financial service firms assisting borrowing entities with securities origination.


Brokers and dealers of securities buy and sell a wide range of financial instruments to flexibility for investors or issuers in their portfolio or balance sheet composition.  The variety of securities makes it possible to fine-tune investments or fund raising to particular investor or borrower needs.  Most of us are familiar with securities in the form of common stocks and various types of bonds.  Stocks and bonds represent ownership or debt claims against the earnings and underlying income producing assets of firms.  These traditional securities are a significant part of trading volume in today's markets.


Stocks and bonds are important but relatively simple securities.  To achieve an optimal combination of risks and returns against a variety of future economic scenarios, issuers and investors often look for more innovative securities designs.  If these securities achieve a better risk and return combination in terms of investors' and issuers' preferences than existing securities, they will be more marketable.  Classic examples are convertible bonds, preferred stock, and warrants.  Newer examples are collateralized mortgage obligations and index options.  


There is an unlimited number of possible risks investors or borrowers may be concerned about.  For example, a financial instrument which pays higher returns with higher inflation would offer protection against inflation risks.  A security which pays off more if automobile demand drops might be useful to some particular investors.  Conceptually there are an infinite number of possible future outcomes which could be of concern to individual investors and borrowers.


Creating financial instruments which pay future cash flows under economic conditions offfering new protection to market participants is a move toward completing the market.   A complete securities market offers securities which pay returns under every conceivable circumstance, for example which pays $1 if Mongolia attacks India next year and zero otherwise.  


It is not possible to define much less trade the infinite number of securities which would be necessary to complete financial markets.  Practically speaking, financial markets will never be complete.  With inventive and aggressive people active in the securities industry, however, there are always opportunities for inventing and trading new securities for which sufficient demand exists because customers desire security payoffs under circumstances important enough to worry about.


Recent developments in futures and options markets, allowing the hedging behavior discussed in Chapter 19, are described as developments making markets more complete.  A 1990 example of successful innovative security which made the market more complete is a Nikkei put option, which pays off for investors if the Japanese stock market falls, whereas issuers keep the sale price and pay nothing if the Nikkei index rises.  Innovating new securities can create value for issuers and investors as well as financial service firms.


Securities can be classified by type of issuer: foreign or domestic corporations, governments, or issues based on consumer borrowing.  They can be classified by the nature of the claim on borrowers.  Debt provides investors a fixed claim on the income and assets of issuers.  Equity represent a residual claim against income and assets firms after other claims are met.  Securities can be convertible into other securities, callable or redeemable for cash, and so forth.  Securities can pay in any currency or in amounts indexed to commodities.  The list of features is endless and growing with innovations in securities markets.  Table 9-1 provides an overview of the basic types of securities which are of major significance in financial markets.


The market for securities issues is large.  Table 9-2 provides figures giving the total size of the securities markets in the United States.  The Panel A of the table provides the size of the entire stock of securities listed on exchanges issues by class.  Some markets, like the market for common stocks, is subdivided by where these issues are traded, such as on the New York Stock Exchange (NYSE) or the so-called Over the Counter Market (OTC).  Panel B provides data on trading volume on the exchanges and Panel C provides amounts of new issues of securities for recent years.  The tables demonstrate both large growth, as in new issues in Panel C, and substantial variation, as in trading volume in Panel B, in securities markets activities.

9.2
Value in Trading Securities:  Economies of Market Structure

Identifying willing buyers for sellers and vice versa is an information problem.  Solving this problem is as old as civilized man.  Early solutions to the problem of finding partners in trade are market day in the country or annual horse auctions.  Markets are a means to reduce the costs of identifying people who want to buy and sell given commodities at different prices.  


The microeconomics of securities market organization and price-setting rules has become a major focus of study in financial economics, the economics of market micro-structure.  This line of analysis examines the role market organization, for example auctions or continuous trading, plays in influencing a market's efficiency in absorbing and disseminating new information.


Costs of physically delivering items bought and sold, which are pieces of paper or computer files, is very low in securities markets.  Trades can be fast and information can change rapidly.  The effect of information flow on prices and trading volume and the market's ability to handle variations in the volume of trading under different market organization and structures is an important issue.  This is apparent from the Stock Market Crash of October, 1987, when different securities market organizations in Chicago, New York, and around the world reacted very differently to the dramatic stresses of that period.


Brokers take buy and sell orders to the market and execute them for their customers.  In organizing trading activity, brokers need to produce value for their clients and themselves.  Brokers' participation in markets is costly.  It takes time to plan, organize and conduct a market.  Physical facilities or electronic counterparts must be arranged.  A convenient location is essential to attract other traders:  high-rent space in large cities may be necessary.  Traders need offices and places to keep records.  Communications links must reflect advanced technology. 


The fixed and variable costs of participating in markets can be large.  Identifiable markets emerge when interest in exchanging claims on financial assets or contracts reaches a point where the investments necessary to develop the infrastructure and train people are justified by the expected future trading income of market participants.


Markets in the United States and around the world take surprisingly wide and varied forms.  A few different market structures can be distinguished:  there are two dimensions to describing market structure.  The first is the physical/institutional organization of the market, determining whether trading occurs in one place and is exclusive or is open to all who wish to trade.  The second dimension concerns the rules by which the prices at which trades occurs are established.  In discussing these different dimensions of market organization, keep in mind that hybrids and combinations are possible.  Economic forces may produce an evolution from one form to another.


The physical and institutional aspect of markets concerns whether trading locations or systems are exclusive or open.  One structure is for trading to take place in a single location where access is limited to members, called an organized exchange or market.  The most famous example is the New York Stock Exchange NYSE).  A second market structure is that traders are connected by communication links like telephones and wire systems, often augmented with computer screens or other display devices and that the system is open to all.  These markets are called over-the-counter-markets, since anyone can buy or sell securities who is authorized and is willing to plug into the information network.


When trading is exclusive only those paying dues can trade.  For example, trading on the New York Stock Exchange is limited to members called seat holders.  Members own the exchange and buy their seats.  These seats have value because of the trading privilege on the exclusive floor.  Recent seat prices are shown in Table 9-3.


Over the counter markets can be open to all traders who have telephones, like the United States Treasury securities or foreign exchange markets.  Access to over the counter markets can be somewhat restricted, as in the case of the National Association of Securities Dealers Automatic Quotation (NASDAQ) system, which is open only to members subscribing to communication systems.


The second dimension of securities markets concern rules covering trading activity.  The most important rules govern how prices for traded securities are established
.  Brokers and other market participants trading in markets with frequent activity agree on rules in order to prevent chaotic trading and disagreements.  Rules are intended to assure that buyers and sellers obtain the best prices possible and that disputes about transactions are minimized.  The economic need for rules will become clear from our discussion below.


Trading rules establishing prices can be described in terms of a two-dimensional tables as in Figure 9-1.  Members of organized markets agree on rules covering members.  Rules in over-the-counter markets can be conventions, regulations, or laws.  Table 9-1 arrays different basic methods of arriving at transaction prices and indicates examples of financial markets that use one or the other of the rules.  The two attributes of trading rules described in the array concern the frequency of trading and nature of the traders.

  
A call auction securities market is a market where orders given to brokers, called public orders since brokers represent investors buying or selling securities, are collected at one time.  An auction is held on a scheduled basis.  Many markets started out as call auction markets, as did the NYSE and the Paris Bourse, meeting to conduct auctions at fixed intervals.  The first trade prices of the day on most organized exchanges are set by a call auction procedure which clears the buy and sell orders accumulated since the market closed.


When buy and sell orders are constantly being filled with representatives of buyers and sellers negotiating and trading all the time, the market is described as a continuous auction.  Following the opening on the NYSE and other exchanges, trading is continuous as brokers arrive with buy and sell orders.   On the NYSE, the specialist in given securities is charged by exchange rules with assuring an orderly price setting process for the security throughout the day.


The second dimension of pricing setting rules concerns the way trades are conducted, specifically, how traders get their price information and close transactions.  In an auction market, traders or their broker representatives find out what prices are being offered and conclude transactions with any other traders or brokers currently in the market.  In dealer markets, brokers or traders contact securities market participants who specialize or who are designated to quote prices for immediate purchase or sale of the securities.  Some markets, such as the NYSE, allow both types of trades.


The price setting rules on organized exchanges like the NYSE are intended increase the likelihood that buyers and sellers receive the best prices available.  One way to concentrate information on prices for securities to traders is to limit trading to one market where all orders must be filled.  Exchange rules often require that members trade only on one exchange and when that exchange is open.  These rules prevent deals at favorable prices from occurring after hours or on other exchanges to the detriment of other traders on the exchange.

Benefits and Costs of Market Concentration



Traders in securities may benefit from the concentration of trading in securities to one trading and information center.  Price information is available to all brokers in the market.  Organized markets or exchanges display the latest prices on traded securities prominently for all market participants to see.  Concentration of buy and sell orders of members of organized exchanges may mean that buyers and sellers obtain the best prices available anywhere.  The greater the flow of transactions in a given market, the less likely are better buy or sell prices.  Concentration of trading is said to produce economies of scale  Some exchanges like the NYSE have achieved a near monopoly in the trading of listed securities.  


Restrictions against member brokers trading off the floor are essential in maintaining an exchange's market power.  These rules benefit members since they can charge commissions which are higher than costs since buyers and sellers believe the best prices will be found on the most active exchange, reducing their total costs of trading including securities prices and commissions.  High commissions relative to transactions costs for brokers on exchanges achieving monopolies on trading allow abuses in terms of exorbitant commissions.  


In contrast to organized exchanges, over the counter markets are typically dealer markets.  Diffuse information networks of individuals and firms buying and selling particular financial assets are funneled through a smaller number of dealers.  The largest market of this type is the United States Treasury securities market, where investors and brokers contact dealers who are linked by telephone and computer networks.  Information on prices offered by dealers and technical market information is communicated by a variety of specialized communication and reporting systems.  Some of these communication systems are provided by third-party suppliers, like Money Market Services or Reuters, as described in Chapter 12.  Other communication systems are owned by dealers, like the National Association of Securities Dealers Automatic Quotation (NASDAQ) system discussed above.


The flow of trading activities on some organized exchanges has been shifting off the floor of the exchange.  The costs of transacting on monopoly exchanges or on exchanges where trading activity is cluttered with small orders was higher for some well informed and active traders than finding alternatives trading partners off the exchange.  Large institutional traders sometime trade large blocks of securities "upstairs" at the NYSE, where trades are arranged by member brokers specializing in large block transactions at heavily discounted commissions.  This trading activity is called the second market.  By exchange rules, second market trades and prices are included in the market information flow coming from NYSE reported immediately on the transaction tape.  


Additional competition with the exchanges has come from some firms setting up alternative markets, like Jeffries Securities, which handle large and even some smaller trades totally outside the exchange in the growing third market.  Since exchange rules prohibit members from trading off the trading floor, Jeffries and third market brokerage firms do not have seats on exchanges.   Increasingly, institutions and other large traders avoid trading on exchanges and deal directly with each other, in the so-called fourth market.  Fourth market transactors do not pay commissions and thus bear only the costs of finding counterparts to trade with.


To summarize, brokers find buyers for sellers through their membership and participation in organized exchanges or their access to the communication linkages typical of over-the-counter markets.  Concentration of trading in one location with rules on price setting is one solution for minimizing the costs of finding counterparties to trades.  Modern technology and competition increasingly favor more dispersed communication networks typical of over-the-counter dealer markets.  The communication advantage in bringing buyers and sellers together in a single place is being replaced by modern technology and alternative price-setting mechanisms.

Pricing and Term Setting in Brokerage

Brokers price their services to cover costs and earn a reasonable risk-adjusted return on their investment.  Costs of trading consist of the operating costs and the costs of locating buyers or sellers in the market.  At this point we wish to discuss the value production possible through pricing and term setting of brokerage services.


Brokers typically price their services on a per transaction basis.  Price setting for brokers in the United States on the NYSE was immeasurably easier and more profitable for member brokers prior to May 1, 1975.  Until that date, commission rates on stock transactions were fixed by exchange rules.  On May 1, 1975, or "Mayday" as the industry refers to the date, the Securities and Exchange Commission prohibited such price fixing by members.  


The U.S. Congress and the Securities and Exchange Commission have required that all transactions of NYSE listed securities on all exchanges, like the Midwest and Pacific Stock Exchanges, be reported on a Consolidated Transaction Tape so that information on all trade prices are available from one source.  The objective is to provide regional market traders information on prices in New York and elsewhere around the country to develop a "National Market System (NMS)."  A true NMS would erode the informational advantage the NYSE has due to its larger volume and concentration of information and permit competition from brokers on regional exchanges.

  
Today, commissions on stock transactions in the United States and some other countries are competitive, described by observers as "negotiated".  Commission rates on different stock trades are all over the map.  There are different rates for retail customers and institutional traders.  There are different commission rates for odd lots, small transactions, and for round lots or blocks (multiples of 100 shares or $5,000 face value of bonds).  Commissions on large blocks of stocks (hundreds of blocks) are arrived at differently, usually by negotiation or bidding.


Different commission rates charged on different transactions are due in part to costs of executing different trades.  Odd-lot trades involve more effort and paper work per share than large blocks.  The costs of finding buyers or sellers for small or large amounts of stock are different given different markets for these transactions.  Odd-lot buyers and sellers are primarily small retail investors.  Odd-lot brokers must break blocks in order to fill demand, requiring additional activity.  Large block traders may be matched in so-called "upstairs" trades with very low per share costs.


The two key aspects affecting brokerage commission rates is the level of competition and other services associated with the trading activity.  Since Mayday, most trading activity in the United States has been priced competitively in active and open markets.  Pure brokerage charges seem to be closely tied to the costs of providing the trading services.  The analysis of brokerage fees is confounded by the fact that most commissions include compensation for other financial services.


Most of the services offered by brokers in addition to finding buyers for sellers are economically different financial services:  (1) information services in the form of securities research and/or advising; (2) market making services which we discuss in the following section; and (3) safekeeping and clearing services, which we discuss in the next chapter.  The point here is that pricing in the brokerage business is bundled with prices for other services.


Many brokerage firms, like Merrill Lynch and Smith Barney, have research departments which make "buy," "sell," and "hold" recommendations on securities they follow.  This stock and bond research constitutes information and advisory services discussed in Chapter 12.  Brokerage firms offering trading services and advice are called full-line brokers.  Michael Brennan and Tarun Chordia (1993) analyze economics of bundling the sale of advice with trading services and priced jointly in the form of higher brokerage commissions.  Their analysis demonstrates that careful pricing of full-line brokerage services can produce value for the broker and trader using the advice.  


Brennan and Chordia examine the total expected revenues from providing advice under three pricing schemes: (1) fixed charges before advice is rendered so that revenue is fixed, as charged by advisors for newsletters; (2) brokerage commissions charged as a percent of the value of trades (purchases or sales), so that revenue is related to the buy, sell, or hold advice provided; and (3) management fees for information provided indirectly through management of mutual funds.  These last two forms of providing information are discussed in Chapter 12 dealing with information and asset management services.


Brennan and Chordia find that when investors have different risk preferences, expected revenues from providing information and trading services with transaction-based fees like trading commissions produce maximum expected revenue for the broker-advisor firm when the broker/advisors' information is relatively precise.  Expected revenue is higher than with fixed fees for information or management fees for fund managers.


Traders' expected utilities are maximized even though higher expected brokerage commission raises the cost of securities traded.  The seller of advice shares the risk of variations in trading activity with the trader.  When research suggests not trading securities, as when "hold" advice is rendered, low commission volume results.  Strong buy or sell advice generates more commission revenue but improves traders' welfare.  In contrast, indirect compensation for information, like management fees for mutual funds, produce maximum expected revenue for investment advice when information is imprecise.


The implication of Brennan and Chordia's analysis is that value can be produced for securities traders by providing them with information and charging them for the information through brokerage commissions.  This pricing means traders share the brokerage revenue/cost risk stemming from implications of the information.  The value is that risk averse traders will pay more for information when they act on it after they receive the advice.  The analysis does not address the dissipation of information's value when it is made public and the reliability of information providers' over time.  The analysis does demonstrate that value can be produced by careful pricing of brokerage service when combining advisory service.


Brokers also routinely make money by making markets in securities, where market making is discussed in the next section.  Full-line brokers like Merrill Lynch often buy and sell securities directly from traders, profiting from their market-making activities as well as charging commissions.  Exchange rules require disclosure of the fact that the broker participated in a trade as a principal.  Some discount brokers, like Charles Schwab, also profit from market making activities of affiliated firms, like Schwab's Mayer and Schweitzer subsidiary, without revealing that trades are made from their own portfolio
.  Brokerage commissions may be priced below cost or competitive rates and be value producing if market-making profits are high enough. 


The main example of providing "unbundled" trading services in the retail market for brokerage services is from the so-called "discount" brokers.  In the retail market, Fidelity Brokers and Charles Schwab are the best known, although there are many other discount brokers.  Pure discount brokers simply take orders and execute them with no frills.  A call to a discount broker will confirm that their representatives do not want to chat, they want to earn their commissions as quickly as possible from getting your order and executing it.


Among institutional customers, a strange pricing phenomenon has emerged in terms of "soft-dollar" commissions.  In these arrangements, full-service brokers charge higher commissions but give their institutional customers credit towards other services.  These services are sometimes research reports or access to computer systems provided by third parties.  Brokers using soft dollar commissions compete by non-price means with discount brokers.  A puzzle is why cumbersome non-price competition with bundled non-trading services is competitive with unbundled services priced at costs with an profit margin.

Marketing and Information Broker Services

Marketing trading services is different in the wholesale or institutional market and the retail market.  Large institutions are less likely to want bundled services and will be less subject to habit and familiarity in choosing brokers.  On the other hand, wholesale customers will be concerned about reputation and previous experience in assessing the reliability of a broker in providing good execution (i.e. good prices at low commissions) in trades.  Posh branch offices and attentive account executives are less effective marketing tools in the institutional than the retail market.


Retail brokers must advertise their services and reach out to their customers.  Often brokers must overcome unfamiliarity and fear retail customers have with respect to securities markets.  A branch system like that of Merrill Lynch can house trained retail brokers, now called account representatives, to to identify customers and inform them of the advantages of securities trading.  Sears Roebuck saw a ideal synergy between its stores and retail brokerage services and placed some of its Dean-Witter offices in shopping centers on a trial basis.  Banks and thrifts also make branch space available to brokers.


Discount brokerage firms and other firms, like the asset management firms offering brokerage services (such as Fidelity) have developed alternative means of dealing with retail customers.  Most of these systems are based on media advertising and telephone order-taking systems.  These marketing and information dissemination systems are very low cost but are not particularly flexible way of selling complex and/or new retail financial services based on complicated bundles of products or services, such as advice and transaction processing services.

Monitoring and Controlling Brokers

Securities trading contains a number of principal-agent problems.  One problem is the moral hazard problem affecting the trading customer:  brokers may not try hard enough to find the best price for a securities trader.  Reputations of brokers are an important factor in establishing and maintaining business relationships.  Poor executions or self-dealing of brokers, even if not illegal, will cost them future business and lose clients if found out.


Maintenance of reputation and fears of retaliation may not be sufficient inducement to control broker activity, especially in the retail market.  The solution has been to establish rules and to enforce the rules by self-regulating organizations of brokers, such as the NYSE or NASD. Trading rules mandate that the best possible prices be reasonably assured by brokers.  Violations of the rules are punishable by sanctions including expulsion from the exchange or broker organization.  Customers can seek relief through arbitration or lawsuits.  The rules themselves are reviewed by the Securities and Exchange Commission.  Securities market regulation is discussed at length in Chapter 15.


Another set of problems with brokers comes from the combination of trading services with other financial services, such as advising or portfolio management.  Since brokers make their money by trading, they are tempted to advise frequent sales and purchases for their clients, called churning.  If authorized to manage assets for clients, brokers may churn portfolios with excess trading.  There are rules and regulations relating to such churning, the problem comes not intrinsically from trading activities but from the combination of trading activities with other financial services.

Funding/Investing and Risk Bearing/Sharing

Brokers as brokers do not take title to securities but only bring buyers and sellers together.  Funding and risk bearing activities are not central to value production in trading or brokerage services.   A look at a broker's balance sheet and income statement reveals that brokers borrow substantial funds and that they have huge amounts of securities receivable.  Both of these items come from activities not directly related to brokerage but from related financial services.  There serves are extension of credit to customers who buy securities on margin, clearing of securities transactions, and market making activities.  The last of these is discussed in the following section.  Credit services was discussed in Chapters 7 and 8 and clearing services are discussed in Chapter 10.

9.3
Value Production in Market-Making or Dealing in Securities

Traders in securities markets want the quickest and cheapest execution of their orders to buy and sell.  The economic reason behind the demand for immediacy (a term introduced in Demsetz' 1968 analysis of this problem) is that traders need cash right away or holding cash costs them earnings opportunities.  Liquidity traders make their decisions to trade and are willing to transact at prices close to the most recent traded prices.  They fear what will happen to prices as new information on securities arrives over time.  Liquidity traders want to transact before security prices change.  The demand for immediacy means traders will pay slightly more or accept slightly less in quick transactions.


The demand for immediacy can be shown in Figure 9-2, adopted from Demsetz' (1968) analysis.  The horizontal axis in the figure depicts the amount of the security to be transacted, while the vertical axis shows different prices for the security.  Assume a liquidity buyer wishes to transact immediately and is willing to pay a slightly higher price than a trader with more time to find sellers.  The liquidity trader's demand schedule is shown as D, while the supply curve  corresponding to the seller providing immediacy is shown as Si.  Correspondingly, the liquidity seller's supply schedule is shown as S and demand schedule for the buyer providing immediacy is shown as Di.   Because it is costly and will take time to find the ultimate buyers and sellers, the immediate buyer's demand curve is below and the supply curve above those of regular traders.  


Market makers or dealers in securities stand ready to buy or sell to traders demanding immediacy at quoted prices.  On the diagram, if immediate demanders buying from a dealer pay the dealer's ask price, Pa, for the security. The ask price is determined by the intersection of the D curve with the dealer's immediate supply curve, Si.  Similarly, an immediate seller with supply schedule S sells to a dealer at the dealer's bid price, Pb, determined by the intersection with the dealer's immediate demand schedule, Di.


The diagram illustrates the simplest case of how dealers cover their costs and make profits.  If equal numbers of buy and sell transactions take place with a dealer and for simplicity demand and supply schedules do not move over time, the dealer buys from immediate sellers at Pb and sells to immediate buyers at Pa.  The difference between the higher Pa and the lower Pb is the bid-ask spread or the dealer's spread.  The dealer's inventory of securities will fluctuate around a constant level as buy and sell orders arrive.  The dealer's spread compensates the dealer for providing immediacy to traders and covers his or her costs.

Pricing and Term Setting by Dealers

Dealers or market makers facilitate the functioning of securities markets their willingness to buy or sell securities at posted prices with no delay.  Traders can always sell some of their position instantly.  Market making is defined as quoting prices for immediate sale or purchase by brokers or traders.  Value is produced by market makers when the prices they quote to market participants are at levels which cover costs and make profits.


Market makers incur three costs, two of which we discuss now.  Most obviously, market makers require communications gear, computer capability, trained staff, and other costs classified as operating costs.  A second set of costs are tied to being able to quote a price for securities for immediate delivery.  To quote an ask price, inventories of securities must be held.  To quote a bid price, securities are purchased from traders with no offsetting buyer in sight, and placed into securities inventories.  Dealers' inventory holding costs are largely costs of financing inventories, although record-keeping and safeguarding securities in inventory have costs. 


A simplified set of financial statements presented in Figure 9-3 gives the essence of operating and inventory holding costs facing a market maker in a security when the equilibrium price of a security averages $15.00.  Assume volume is 10,000 trades per year.  At a bid price of $14.75 and ask price of $15.25, or a bid-ask spread of $ .50, $5,000 is generated by market making activities.  These revenues cover operating costs of $2,500 and the interest costs of $1,500 from financing $10,000 in average securities inventory and other assets (like office equipment) of $10,000 with $15,000 of debt at interest of 10 percent.  The dealer's operations produce a $1,000 profit on equity of $5,000, or a 20 percent rate of return on equity in the example.


In competitive financial markets, dealers compete for volume until the lowest ask prices and highest bid prices produce enough revenue to cover costs and return a fair, risk-adjusted return on invested equity to dealers.  If dealer activities earn excess returns and there are no barriers to entry, new dealers will enter the market.  Some market makers, like NYSE specialists, are protected from competition.  In a competitive market, the value from immediacy to traders will be equal to the bid-ask spread.  Market makers earn enough to cover costs and compensate them for resources dedicated to providing liquidity.


In very efficient markets, bid-ask spreads can become very narrow.  For example, in the market for U.S. Treasury securities, the bid-ask spread is routinely around one half a basis point (.005 percent) or $50 on a $1,000,000 Treasury bill transaction.  Competition in the government dealer market is strong in the face of the enormous growth in the Treasury debt market.  Competition has been so intense that some bank primary Treasury dealers, such as First Interstate and Security Pacific, have dropped out of the market due to low profitability.


A major issue in the economics of market micro-structure is the value and allocation of benefits from economies of scale and the risks of concentration in market making activities in regulated securities markets.  Economies of scale are certainly possible in dealer markets.  When trading is concentrated on one market, for example listed stocks on the New York Stock Exchange, transaction volume will be increased.  If dealers' fixed costs are covered by a larger volume of transactions, spreads can narrowed and still produce enough profit to pay costs and required returns on investment.  Inventory theory suggests that increases in volume also reduce necessary investments since inventories increase less than proportionately than trading volume.  Lower average fixed costs and inventory costs contribute to economies of scale in market making.


To illustrate economies of scale using the example in Table 9-3, if trading volume is increased to 25,000 at a dealer spread of $ .20 by concentrating trading at one location,  the same revenue is produced as at the lower volume and higher spreads.  The dealer's bid price could rise in our example to $14.90 and ask price could fall to $15.10.  If the higher trading volume can be accomplished with only slightly higher levels of inventories, then the revenues at this much lower spread offers much better prices for traders and is enough to compensate the dealer for his costs of doing business.


Economies of scale in the market-making function are used rationalize the NYSE rules limiting trading in listed securities to the trading floor and the informal reality of monopoly of specialists on the NYSE.  The question is whether absence of competition is abused by dealers who widen spreads to more than cover costs and provide fair returns.  In the above analysis, suppose the market maker only narrowed the spread to $ .40 at the higher 30,000 volume, returning revenues of $ 12,000 and a profit of $8,000, a return of 160 percent on equity.  In this case, most of the value from economies of scale is kept by market makers and not shared with traders. 


Narrower spreads of exclusive dealers (as in the above example) make it difficult for smaller dealers on other exchanges at lower volumes to compete for business.  Smaller dealers' spreads cannot be as narrow and generate reasonable returns.  Evidence suggest that specialists on the NYSE earn very high rates of return due to their monopoly positions.  Limited competition in market-making can cause other problems: in the 1987 stock market crash, several NYSE specialists went bankrupt as discussed below.  Some argue that small specialist firm monopolies contributed to NYSE market breakdown in 1987 because these firms could not realize losses and did not trade many stocks over long time periods during days when the market moved the most.  The role of specialists on the NYSE is the focus of a great deal of analysis and regulatory debate.


Bid-ask spreads may also be increased by collusive behavior of several dealers on markets like the NASDAQ.  Academic research reported in 1994 documenting high bid-ask spreads on stocks traded on the NASDAQ led the U.S. Justice Department to launch an investigation into whether there was illegal price fixing.  Some observers argue that government regulation of trading inadvertedly created barriers to entry in trading small stocks and led market-makers on the NASDAQ to try to preserve benefits from trading concentrated on a few market-maders in that trading system
.  

Inventory Risk and Information Costs


The third important type of dealer costs are costs from risk.  Costs due to inventory price risks resulting in trading losses can justify high returns to market making.   Variations in the value of a dealer's inventory must be covered with sufficient capital.  These costs are called capital risk costs.  Market conditions produce constant fluctuations in the value of inventory.  Drops in inventory value, such as occurred with the Stock Market Crash of October, 1987,  Stock values fell 20 percent overnight, wiping out several specialists' equity.
 Some market price risk can be managed and hedged as discussed in Part III.  



Perhaps more important than market risk are to market makers are risks of dealing with information traders.  Buyers and sellers acting on information about individual securities mean information traders know more than the market maker.  The information may based on expensive securities research or inside information.  Losses due to use of this information in trades with securities dealers are called information costs.  If the posted bid and ask prices of a dealer are favorable to information traders given their information, they trade, an example of adverse selection.  Information traders look like liquidity traders but they know something which the market in general does not know.  


Market makers can produce value in the face of information costs from adverse selection with their price setting.  The market micro-structure problem facing dealers from adverse selection by information traders has been analyzed in several studies, including influential analyses by Copeland and Galai (1983) and Glosten and Milgrom (1985.)  The example above can be modified to illustrate the pricing problem for market makers who know that each buy or sell order may come from an information trader.  


Most buyers and sellers are liquidity traders changing portfolio balance due to cash requirements.  Assume the dealer expects that 90 percent of the time orders come from liquidity traders and ten percent of the time orders come from information traders knowing a security should sell for $2.00 above or below the midpoint of his spread.  This means that ten percent of the time, the dealer will sell or buy securities which will change in value two dollars when the information trader's knowledge becomes public.  On average, the dealer will lose $ .20 ( .10 times $2.00) on trades with both liquidity and information traders.


The dealer can resolve this problem of adverse selection by the terms on the bid-ask spread.  If the spread is widened by $.20, the dealer's profits will cover the losses incurred in the ten percent of the trades involving information traders.  The example in Figure 9-3, Panel B, which updates the example to include losses on securities inventories.  When a security is purchased for $2.00 more or sold for $2.00 less than actual value as in our example, losses occur on securities added to or sold from inventories.  The increased spread covers these losses.


The adverse selection problem can in some cases be solved by a pricing strategy as in the above example.  The implication is that the more information traders there are and the more reliable their information, the wider will be the spread required by dealers to stay in business.  Liquidity traders pay higher transaction costs in terms of the dealer's bid-ask spread.  The existence of information traders may require such a wide spread that the market ceases to exist.  The collapse of securities markets impose large costs on liquidity traders who cannot adjust portfolios cheaply.  When market makers create immediacy in the face of informed traders, they are creating value for the financial system.


Brokers earn their income from commissions and do not care whether their customers are liquidity or information traders.  Brokers are used by information traders to hide their identity from traders on the other side of the transaction, such as market makers, so they cannot guess trading is based on non-public information.  For example, an corporate raider might use a broker to acquire shares fearing that word of the attack on the firm would raise its share prices in anticipation of a bidding war for the control of the target corporation.  Brokers can create value in terms of anonymity of order origination.

Production and Delivery of Market Making Services

Market making is a service which can be delivered in a number of ways.  The most familiar delivery and production of market making services are done on the floor of an exchange, as with the New York Stock Exchange.  On the NYSE, dealers in securities are assigned a fixed location called the specialist's post.  Dealer-specialists on the NYSE have computer screens posting bid and ask prices in the stocks they make markets in.  The orders flow from traders on the floor or from electronic links to member broker firms.  They store limit orders, orders to transact only at preset prices, in the specialist's book.  This gives specialists exclusive knowledge of latent demand and supply at prices away from the current market price range.  On other organized exchanges, such as Chicago's Board of Trade, any member trader can be a market maker making money on the spread by providing immediacy in trades to liquidity traders.  These arrangements are less formal than the NYSE specialist system.


On over-the-counter markets dealers quote prices and execute trades over computer and telephone systems or use paper-based quotations like the NASD "pink sheets."  In the Treasury market, competitive dealers offer quotes on computer screens.  To obtain price information of the competing dealers' bid and ask quotes, a broker must subscribe to the dealer communication network.  Some brokers make markets in selected securities, as for example of the NASD market.

Monitoring and Control in Market Making

Dealers in competitive markets rely on carefully cultivated reputation in order to assure transactors that their quotes are good and delivery will be made.  Some dealers, for example U.S. Treasury dealers, become authorized to do business with the Federal Reserve becoming primary dealers.  Primary dealership adds substance to the dealers' reputation in exchange for reporting and trading commitments to the government.


Most dealers are members of self-regulatory organizations.  Principal-agent problems associated with dealers in self-regulatory organizations are solved by a system of rules known to all active traders.  These rules offer complaint and relief procedures resulting from alleged abuses.  Under the rules, delivery times and conditions are set and abuses of trading and information advantages are made punishable by fines and sanctions.


The most notorious violation of rules by market makers in the recent past was Salomon Brothers infringement of U.S. Treasury rules in bidding for Treasury securities in 1992.  The broken rules limited the amount of securities which could be bought for dealers' own accounts.  Many commentators at the time felt that the rules were not useful even in terms of lowering the United States Treasury's cost of funds.  The violation of rules resulted in the resignation of the chairman of Salomon and hefty sanctions and fines.  Customer vigilance to insure enforcement of rules governing market makers is a cost of trading.

Funding/Investing and Risk Bearing and Sharing

Market makers must have inventories in order to quote bid and ask prices for immediate transactions.  Financing of inventories is a major cost to dealers and a number of solutions have developed to deal with this problem.  We mention a few of these financing solutions to illustrate the range of possible solutions.


In the U.S. Treasury securities market, many dealers finance inventories with repurchase agreements.  Repurchase agreements, or repos, are overnight sales of inventories of securities.  Since the securities are U.S. Treasury and agency securities and the loans are collateralized, repos have very low risk and low interest rates.  The overnight market for dealer financing in the form of repos has grown to enormous size with the growth of the Treasury debt market.  Dealers in stocks rely on partly overnight bank loans, called call loans, to finance their inventories.  They may also lend part of their securities inventories to short sellers who post the requisite margin in order to borrow securities.


Market makers trading on the commodity and future exchanges often are financed by major brokerage houses who clear their trades for them, so-called clearing brokers.  These market makers borrow funds for their positions, which seldom last overnight, from the brokers, who in turn borrow the funds from banks or from other money market sources.


Hedging inventory risk is accomplished by a number of hedging instruments and portfolio management strategies discussed in Chapter 19.  Stock and bond market makers currently have a variety of option and futures markets alternatives available to them to reduce inventory price risk.

9.4
Value Production in Securities Origination

Most firms raise funds in the form of securities infrequently.  A firm raises funds in a public offering for the first time in an initial public offering or IPO.   Whether the funds raised are an IPO or subsequent public financing, management of firms raising funds focus on real resource decisions like adjusting to changes in technology or market developments.  Management of these firms know how funds raised will be used and have detailed insider operating information on their firms and its markets, but they are not usually experts in securities markets.


Securities origination requires detailed knowledge of securities laws, regulations, and market preferences.  Firms specializing in securities origination assist with necessary information disclosures, recommend specific features of securities which best serve issuer's needs, and assess demand conditions in financial markets.  Securities firms can price and market securities when issued.  Investment bankers and other securities originators can buy securities from the issuer at a fixed price to remove uncertainty about proceeds of the securities issue, called underwriting the issue.


Investors buying securities in IPOs usually know little or nothing about the businesses attempting to raise funds.  These investors, especially large institutional investors, know the investment bankers and other securities originators they buy the securities from.  Securities originators have long term relations with their investor clients.  Investors depend on investment bankers or other securities originators to find good investment opportunities for them in the new issue market.


These relations between securities issuers, securities originators, and investors in new issues can be placed in the principal-agent framework.  The various relationships are depicted in Figure 9-4.  Depending on which aspect of securities issuance we focus on, the principal or the agent in the problem may change.


There are large information asymmetries between the securities issuer, the financial service firm, and the investor.  Issuers know more about planned uses of funds and their business and intentions.  Originators know more about supply and demand conditions in financial markets and the amount of time and effort it will take them to bring a securities issue to market.  Investors know little or nothing about firms issuing securities but know the reputation of the financial firms originating the securities.


Securities originating firms perform three functions affecting the parties discussed above:  (1) advising; (2) underwriting; and (3) distributing the securities
.  These functions can be performed separately but often they are bundled.  Each function requires special expertise and can be a source of value creation.

  
Advising consists of design of securities issued and assessment of the market demand for the securities, an interdependent process since securities design should enhance marketability of the issue.  Issuers seek advice on the relative costs of funds raised in the form of different types of securities.  Advisors provide assistance in completing necessary disclosures with regulators (as discussed in Chapter 15.) 


Underwriting occurs when securities originators buy securities from issuers at fixed prices.  Underwriting guarantees  the amount of funds from the issue.  Underwriters also maintain orderly markets in securities after they are issued and assume risks associated with the distribution of the securities.  



Distribution of securities consists of lining up commitments to buy securities when they are issued.  New issues can be underwritten and resold through distribution channels of the securities originator.  Distribution can be performed on a best efforts basis, meaning that securities originator does not guarantee a price for the issue but attempts to get the best price possible from its distribution network.  Underwriting and distribution functions are often performed in syndicates of investment bankers to spread the risks of committing funds at a fixed price and provide a broader range of contacts among investors to distribute securities issues.

Value Created by Securities Originator for Issuer

Securities originators create value by advising clients on pricing of securities when brought to market and distributing the securities.  This source of value concentrates on the relation between the securities originator and the security issuer shown in Figure 9-4.  In typical arrangements, the issuing firm either sets the price or delegates price setting to the securities firm, who in turn distributes the issue.  The issuer receives the sales proceeds of the issue net of the financial firm's fees.


In the pricing and distribution aspects of securities origination, there is a potential conflict of interest which has been cast in the principal-agent framework by David Baron (1982).  Issuing firms do not possess securities market expertise of the securities originator, an information asymmetry.  If the securitie 110:12 
 s originator sets new issue prices, it is tempted set prices lower than would be necessary if maximum sales effort were made in distribution.  The securities originator prefers less effort in distribution, a moral hazard problem.  Baron analyzes contract between securities originators and issuers which can solve the moral hazard problem.


Baron delineates three ways in which the issuer can contract with securities origination firm:  (1) the issuer delegates pricing and distribution to the securities originator, utilizing both advising and distribution services; (2) the issuer sets the issue price based on its limited market information, not using securities originating firm's advising services but relying on the firm to distribute the issue; or (3) the issuer sells directly to the market, not using either the advising or distribution services of the financial service firm.


A simplified adaptation of Baron's discussion of the price delegation contract with an advisor assumes that the issuer believes that a security would sell for a price between $10 and $20, as shown in Figure 9-5.  At some prices for the security, say $13, it is cheaper for the issuer to use other sources or not go ahead with the financing.  If the securities originator has superior information about the market, the right compensation contract makes alternative (1) above -- delegating price setting to the secuerities originator -- the best solution to the issuer's problem.


To show that alternative (1) is best in our example, superior information on the market for the issuer's security is assumed to be a tighter band of prices which the advisor knows are possible for the issue.  In Figure 9-5, in a good market the advisor is assumed to know that the issue would sell out for some price between $15 and $18.  In other words, the advisor knows that the likely selling price makes the security issuer worthwhile for the issue since it will likely sell for more than $13.  The problem for the issuer is that if the pricing of the security is delegated to the advisor, the advisor is tempted to set the price lower than necessary to make it easy to sell the security.


Baron shows that the terms of the contract between the issuer and the advisor can resolve this moral hazard and asymmetric information problem.  Baron looks at possible compensation, R, for the advisor to determined by an equation of the following form
: 


R = S(Phigh - Padvisor low) + T(Pa*N)               [9-1]

where S times the price information is a part of a fee to the securities originator made by the issuer which depends on information the advisor gives the issuer about the market.  T represents a percent of the total securities offering retained by the advisor as part of its fee.  In the first part of the formula, the advisor's information is the difference between the issuer's assessment of the highest possible price for the issue, Phigh, and the lowest sales price the advisor feels is necessary for the issue, Padvisor low.  Bad news about the market means a high value for the difference.  The total proceeds of the offering is the actual price the advisor sets, Pa, times the number of securities sold, N, and the issuer keeps the total proceeds minus the fee to the securities originating firm.


The contract terms presented in equation [9-1] contain two limiting versions observed in real-world investment banking compensation arrangements.  When T in the equation is equal to zero, the securities firm is paid a fixed payment unrelated to the issue price.  In other words, the advisor is paid on a best-efforts basis.  When T is unity, the securities originator keeps the entire amount of the securities sale, and the securities issuer receive fixed payment from originator, namely S(Phigh - Padvisor low).  The second alternative corresponds to a fixed price underwritten issue.


Table 9-4 provides an example using Baron's formula with the prices discussed above to demonstrate how choice of a contract could reveal the investment banker's assessment of market demand to the issuer.  In the example provided in the table, if information concerning the market is good, the investment banker prefers a fee for pricing and distribution based on a high percent of issue sales price (underlined in the table.)  If the market is poor, the investment banker prefers a (mostly) fixed fee for pricing and distribution services, basicly a distribution on a best efforts basis.  The issuer in this case pays the securities firm its fee and does not issue the security because the expected price is below $13: the advisor's fee is less than the loss from issuing the security at $11.50.  The issuer has increased value from the offering by minimizing moral hazard in the investment banker's distribution efforts and by knowing whether banker's expert assessment of market conditions are good or poor.


Baron's careful analysis also provides insights into other aspects of the price-setting function of securities originators for issuers.  The more uncertain the issuer is of the range of possible sale prices, the lower is the acceptable price to the issuer.  This result is related to the tendency of new issues to be underpriced relative to subsequent market prices
.  Baron also shows that the value of the advisor's information increases to the issuer with greater uncertainty, increasing the advantage of a delegated pricing contract with the securities originator.


Securities originators also produce value for buyers of new issues who are not familiar with issuing firms for pricing strategy.  This source of value concentrates on the relation between the securities originator and different types of investors shown in Figure 9-4.  Some investors may have more information concerning firms issuing new securities while other investors are relatively uninformed.  In such a world, uninformed investors would fear buying new securities issues.  If informed investors did not buy the new issue, uniformed investors will pay too much.  The market for new issues would ultimately fail to function.


Kevin Rock (1986) analyzes how the information asymmetry problem between informed and uninformed investors can be resolved.  The answer is for new issue prices to be set low enough to compensate uninformed investors for their risks of buying issues not subscribed for by informed investors.  Such a pricing strategy explains the tendency for new issues to be underpriced and for some issues to be oversubscribed, requiring rationing of sales.


Beatty and Ritter (1986) explain how investment bankers or securities originators add value by providing a means of preventing "cheating" by firms issuing securities only once.  If issuing firms only issued securities once, issuing firms would lead their investment bankers to set higher prices than are justified.  These prices would be too high to compensate uninformed investors for their losses from issues not purchased by informed investorsas in the above analysis.  Beatty and Ritter show that securities originators like investment banks provide value to the securities market by staking their reputations on the prices attached to new securities issues.  Uninformed investors, knowing that securities originating investment banks will be hurt by the loss of future business if their customers are misled into buying overpriced new issues, rely on the reputation of the investment banks.  The capital of securities originators is a form of bond to the reliability of the prices of new securities.

Value Creation through Innovation

Securities originators create value by designing securities which produce higher sales proceeds than conventional securities.  An example of innovation in securities design which produced dazzling profits for the innovator, First Boston Corporation, were Collateralized Mortgage Obligations (CMO), in the early 1980's.  These securities allowed issuers like thrift institutions who needed cash to sell securities to investors' who wished to hedge interest rate risk in extremely volatile interest rate environment of those times.  CMOs offered long or short term investors securities whose cash flows more nearly matched those of their liabilities.  CMOs tended to complete the market.


CMOs repackage cash flows from mortgages into so-called tranches, representing a claim on a particular subset of cash flows from the underlying assets like thirty year mortgages.  For example, all the principal payments on the first mortgages in the pool to prepay might be paid to the "A" tranche until the A-tranch's principal was retired.  Other tranches might receive only the interest on their principal until the "A" tranche principal was paid.  Repackaging cash flows, usually into three or more tranches, produces varied cash flow patterns from the underlying assets.  The "A" tranche in the above example would have a much shorter maturity time period than other tranches.  The last tranche might well be expected to produce cash flows for up to thirty years.


Securities design produces value for the securities originator by enabling them to market securities for which market participants are willing to pay a premium.  Innovative securities design produced value due to the heightened demand for the cash flows when separated into patterns appealing to investor different market segments.  The value comes from completing the securities market in a way which increases investors' expected utility in a cost-efficient way.

Marketing and Information Activities in Securities Origination

Clients of securities originators are public firms or firms which are ready to go public.  The marketing and information gathering function of securities originators traditionally was based on close relationships between investment bankers and their corporate clients.  Often investment bankers sat on the board of directors of client firms, carefully cultivating a network of clients and potential clients.  Eccles and Crane describe the breakup of the traditional system in Doing Deals.  In contrast to relationship based securities origination, large issuing firms now routinely use a variety of investment bankers and turn more and more to non-traditional providers of securities services.  Eccles and Crane attribute these developments to the expanded scope and increased competition in these services.


Services provided by securities originators are complex.  The analyses and diagnoses of customers and markets which are needed require close communication with financial service firms providing these services.  Close communication with current and potential clients via telephone and personal visits are likely to be an unchanging aspect of providing services in this industry despite changes in the competitive environment.

Funding, Investing and Risk Bearing and Shifting

Securities originators underwriting new issues must finance their purchases.  Some large investment banks engage substantial amounts of their own capital, in line with the Beatty and Ritter argument discussed above.  Other sources of borrowing, such as special purpose syndicates and credit from other financial service firms, are an important source of funds for the short-term needs associated with bringing new issues to market.


Managing the risks associated with underwriting issues are handled in two ways.  First, securities originators usually operate in syndicates with risk sharing rules for large issues.  Second, technical risk management techniques such as those discussed in Chapter 19 are employed routinely to limit exposure to the risks of large underwriting.

Summary

Securities markets represent the highest development of sophisticated and advanced economies.  Their economic role is to provide a benchmark for managers of the opportunity costs of funds raised for investment.  We have investigated the three essential functions associated with interrelating with securities markets:  trading securities, making markets in securities, and originating new securities.  These functions, like all those we take up in this book, are being dramatically transformed by competition and technological changes.
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Table 9-1


Types of Securities

Equity

Common Stock



Voting



Non-Voting Warrant


Limited Partnership Shares

Preferred Stock

Convertible


Redeemable


Auction Rate

Debt 


Unsecured



Subordinated



Senior 


Secured



Financial Asset



Real Property



Equipment


Guaranteed

Derivatives

Futures/Forward Contracts


Options - Put


       Call


Index Options

Claims on Pools

Table 9-2


United States Securities Markets


Panel A - Market Value of Securities on Registered Exchanges


Panel B - Trading Activity on Exchanges


Panel C - New Issues Various Years

Source: Securities and Exchange Commission Annual Report


Board of Governors Federal Reserve System Bulletin

Table 9-3


Seat Prices on Organized Exchanges, 1992



New York Stock Exchange

$475,000 - $600,000



American Stock Exchange

 $78,000 -  $95,000



Midwest Stock Exchange

  $35,000



Pacific Stock Exchange


  $20,000



Philadelphia Stock Exchange

  $20,000



_____________________________________________________



Source: Wall Street Journal, February 6, 1992, p. C1


Table 9-4


Investment Banking Fee Schedule Example


100,000 Share Issue (= N)

Formula: R=S(Phigh ‑ Padvisor low) + T*(Paverage* N)

Formula A -  R = $5,000, T = .02

Formula B -  R = $1,000, T = .05


Case 1: Good Market

           Price Range          

    ________________________

    P‑low                    $10

    P‑advisor low         15

    P‑advisor high        18

    P‑high                    20

Advisor Expected Issue Price = $16.50

RA =   $25,000 + $33,000  = $58,000

RB =     5,000 +  82,500  =  87,500

Case 2: Poor Market

           Price Range          

    ________________________

    P‑low                     10

    P‑advisor low         10

    P‑advisor high        13

    P‑high                     20

Advisor Expected Issue Price = $11.50

RA =    $50,000 + $23,000  = $ 73,000
RB =     10,000 +  57,500  =   67,500


Figure 9-1


Trading Rules


(Examples shown in Boxes)

	PRIVATE 

	Call Market
	Continuous Market

	Auction
	London gold fixing
	Contracts traded on

Chicago Board of Trade 

	Dealer
	Monday auction of U.S. Treasury bills
	U.S. Government bond market



Figure 9-2


Demand and Supply of Securities
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Source:  Demsetz (1962)


Figure 9-3


Panel A


Simplified Financial Statements for Securities Dealer

	PRIVATE 
Quotation Sheet 

	Bid Price 
	      $15.25

	Ask Price
	      $14.75

	Trading Volume
	  10,000 units

	
	

	
	

	Income Statement
	

	Sale of Securities
	$ 152,500

	Purchase of Securities
	  147,500

	Gain on Sale
	    5,000

	Operating Costs
	    2,500

	Interest
	    1,500

	Profit
	 $  1,000

	
	

	
	

	Balance Sheet
	 

	Assets
	

	Securities Inventories
	  $ 10,000

	Plant and Equipment
	    10,000 

	Total Assets
	  $ 20,000

	Liabilities and Equity  
	

	Debt
	  $ 15,000

	Equity
	     5,000

	Total Debt and Equity
	  $ 15,000



Figure 9-3  (Continued)   


Panel B


Simplified Financial Statements for Securities Dealer

	PRIVATE 
Quotation Sheet 

	Bid Price 
	      $15.35

	Ask Price
	      $14.65

	Trading Volume
	  10,000 units

	
	

	
	

	Income Statement
	

	Sale of Securities
	$ 153,500

	Purchase of Securities
	  146,500

	Loss on Inventories*
	    2,000

	Gain on Sale
	    5,000

	Operating Costs
	    2,500

	Interest
	    1,500

	Profit
	 $  1,000

	
	

	Balance Sheet
	 

	Assets
	

	Securities Inventories
	  $ 10,000

	Plant and Equipment
	    10,000 

	Total Assets
	  $ 20,000

	Liabilities and Equity  
	

	Debt
	  $ 15,000

	Equity
	     5,000

	Total Debt and Equity
	  $ 15,000






* $2.00 times .1 times 10,000 trades.


Figure 9-4


Securities Originations:  Relation Between Participants
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Figure 9-5


Information on Securities Market Prices

                                    

     Issuer Range


                   


  Pminimum = $13                         

        ───┴──────────┴───────┴────────────┴───────┴───

                 Plow = $10 






                     Phigh = $20       Padvisor low = $15    Padvisor high = $18      
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    � For an excellent discussion, see Stoll (1990).  For a more complete discussion, see Cohen et al (1986), Chapter 2.


    � Craig Torres, "How Street Turns Your Stock Trades to Gold," Wall Street Journal,  February 16, 1993. p. C1.


    � Bartley J. Madden and Earnest P. Welker, "Give Small Investors an Alternative to Nasdaq," Wall Street Journal, January 16, 1995, p. A12.


    � See Baron (1982) for a discussion.


    � This is simplified from Baron's discussion.


    � For a review of the analysis of pricing of new issues, see Smith (1986.)  For an alternative explanation of underpricing, see the discussion of Rock (1986) in the following section.







