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Chapter 2 

Markets and Contracts

1.  MARKET EFFICIENCY 

Learning Objectives: 

 Describe and critique market efficiency 

 Compare the weak, semi-strong and strong types of market efficiency 

 Discuss inefficient markets and how inefficiency relates to profit opportunities 

 Describe liquid assets and the conditions that promote asset liquidity 

 Discuss corporate liquidity and distinguish it from asset liquidity 

 Efficient market – assets traded at prices that equal their values, based upon available 

information 

2.  INEFFICIENT MARKETS 

 Inefficient markets – assets trade at prices that do not reflect all available information 

2.1 Liquid Assets 

 Can be sold at true value very quickly 

 Illiquid – costly for buyers to understand fully the information necessary to make a 

purchase decision 

 Information asymmetries – discrepancies between the information held by buyer and 

seller of an asset 
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2.2 Liquidity and Corporate Finance 

 Different meaning when applied to overall corporation 

 Liquid corporation – sufficient cash, assets near-cash and sources of credit to pay bills 

and invest in beneficial projects 

 Illiquid corporation – does not have ability to pay bills or invest wisely in new 

projects 

 Working capital management – maximize shareholder wealth via optimal level of 

liquidity  

3.  ACQUIRING ASSETS IN THE FINANCIAL SYSTEM 

Learning Objectives: 

 Distinguish real and financial assets and their roles in a market economy 

 Discuss financial intermediation and evaluate its role in asset ownership 

 Describe types of financial intermediaries  

 Explain the economic roles of real assets and government 

 Describe income taxation, marginal tax rates and average tax rates 

 Compare the effects of marginal and average tax rates on economic decisions 

 Calculate personal and corporate income taxes 

 Describe money, inflation, and the effects of inflation on nominal prices 

 Financial system – means through which individuals acquire assets 

 Corporations do not consume or produce resources, people do 

 Markets for goods/services allow economic advantages 

4.  REAL VERSUS FINANCIAL ASSETS 

 Real assets – directly produce or help to produce scarce resources (e.g. land, buildings, 

equipment) 
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 Financial assets – represent claims on cash flows from assets; indirect real asset 

ownership (e.g. stocks, bonds) 

 Intangible assets – not directly involved in producing resources (e.g. trademarks, 

patents) 

 Share of stock – percentage claim on residual value of a firm 

 Bond – fixed claim on real assets of a corporation 

 Financial securities provide greater liquidity than direct ownership of real assets 

 Types of financial assets 

o Equity securities 

 Common stock – claim on cash flows of corporation and residual 

earnings, distributed as dividends 

 Preferred stock – residual claim with priority (compared to common 

stock) rights to dividends and other distributions 

o Debt securities 

 Bonds – promise fixed return on investment, paid at specific intervals; 

mortgage bonds have collateral secured by real property 

 Debentures – no specific collateral; firm’s earning power 

 Corporations serve as a conduit between real assets and owners 

 Corporations and securities do not by themselves alter total level of wealth 

 Indirect ownership provides convenience and liquidity for individuals  

 Corporations offer debt claims (fixed securities) and equity claims (residual securities) 

5. ASSET OWNERSHIP THROUGH FINANCIAL 
INTERMEDIARIES 

 Financial intermediaries – financial institutions (e.g. banks, savings and loans, 

pension funds) serve as conduit between people and financial assets; enhance liquidity 

of individual investors by pooling savings of a large number of small investors 

 Five types of financial intermediaries 

1. Commercial banks – organized to accept deposits from individuals and make 

corporate and personal loans; securities used are demand deposits (i.e. 

checking accounts) and certificates of deposit 
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2. Pension funds – obtain funds from employer and employee retirement 

contributions and invest funds in financial assets 

3. Insurance companies – pool premium payments from individuals into funds 

used to off-set unpredictable losses; generally invest in common stocks and 

long-term bonds 

4. Investment companies – manage pooled portfolios; types of investment include 

mutual funds, closed-end funds, open-end funds 

5. Investment banks – perform services such as underwriting debt and equity 

securities for firms, arranging for mergers and other corporate reorganizations, 

and financial advising; receive fees for underwriting and other services and 

earn capital gains (or losses) from proprietary trading 

5.1 Real Asset Ownership and Governments 

 Governments can also act as financial intermediaries 

 Governments don’t consume or produce, only individuals can consume and/or produce 

 Government programs and regulations influence people 

 Economic role of government viewed through influence on ownership of real assets; 

through taxation government alters asset ownership channels; government regulations 

indirectly alters behavior of businesses 

5.2 Taxation 

 Government taxation transfers assets from taxpayer to recipients of government spending 

 Effects of taxes factored into all financial decisions, whether corporate or personal 

5.3 Governments and Money 

 Money facilitates transactions; accepted commodity measuring and exchanging wealth 

 Inflation – economic climate characterized by decline in value of money 
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 Deflation - economic climate characterized by increase in value of money 

 Exchange rate – measure of change in value of money 

 Consumer price index – collective index measuring change in value of money through 

time by monitoring value of common necessities 

5.4 Summary of Real Asset Ownership  

 Economic value – ultimate value comes from real assets and belongs to individuals 

 Financial system includes corporations, financial intermediaries, and governments 

6. MARKETS 

 Describe and differentiate primary and secondary securities 

 Describe and compare primary, secondary, dealer and auction markets 

 Compare direct trading markets with brokered trading markets 

 Calculate trading costs for dealer and brokered markets 

 Market – conduit for exchange 

 Financial market – conduit for financial securities exchange 

 Primary securities – securities issued and sold to investors for the first time in a primary 

market

 Secondary securities – existing financial securities sold in the secondary market

 Secondary market increases liquidity of financial securities 

 Dealer market – dealers buy and sell certain types of securities using their own inventory; 

buyer pays offer price and seller pays bid price

 Auction markets – conducted at centralized location with auctioneer recording bids and 

offer prices 

 Direct trading markets – sellers and buyers trade directly among themselves 

 Brokered trading markets – buyer and seller employ agent who matches them for a fee 

7. CONTRACTING 

 Explain the principal-agent relationship and the related use of contracts 

 Describe agency costs and identify two major types of agency costs 
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 Discuss the role of compensation plans in agency relationships 

 Solve agent utility maximization problems given a compensation plan 

7.1 The Principal–Agent Relationship 

 Potential conflict exists between principal desires and agent actions 

7.2 Agency Costs 

 Two types of agency cost 

1. Costs of getting agents to carry out duties according to principals wishes 

2. Lost opportunities caused by conflicts too expensive to resolve 

 Agency theory – minimizing total costs attributable to conflicts within agency 

relationship  

7.3 Agency Relationships and Compensation Plans 

 Compensation plan – contract between principal and agent stating how agent will be 

paid 

 Shareholders can maximize wealth by selecting managers carefully and offering a well-

designed compensation plan 

 Executive compensation includes regular (salary plus bonus) and compensation 

determined by stock price 

 shareholders by maximizing value of shareholder wealth

END-OF-CHAPTER SUMMARY 

 Efficient markets are markets in which prices reflect available information 

 Liquidity of an asset is usually related to how difficult it is for buyers to understand 

information concerning the asset. Liquidity and the costs of information are important 
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aspects of corporate financial management. Working capital management is the process of 

providing an optimal level of liquidity in as cost-effective manner as possible. 

 Corporate finance occurs within an economic system. The economic system comprises 

corporations, financial intermediaries, government, and markets that serve as conduits 

between people and real assets. 

 Corporations are conduits between real assets and people via financial assets because they 

issue financial securities and purchase real assets. 

 The existence of financial intermediaries and markets, also part of the financial system, 

makes it easier and more cost effective for people to own and trade their financial assets, 

which ultimately represent claims on real assets. 

 Governments are also sets of contracts between people with regard to real asset ownership. 

Taxes are a claim by recipients of government services against taxpayers on the basis of 

contracts that compromise government.  

 The relationship between stockholders and managers is our example of the contracts 

formed in the financial system. This relationship is known as an agency relationship. The 

objective of shareholders is often to minimize the total costs – called agency costs – of the 

inherent conflicts. Compensation plans are a tool for minimizing agency costs. 
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CHAPTER 2
Markets and Contracts
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LEARNING OBJECTIVES

• Describe and critique market efficiency

• Compare the weak, semi-strong and strong types of market 
efficiency

• Discuss inefficient markets and how inefficiency relates to 
profit opportunities

• Describe liquid assets and the conditions that promote 
asset liquidity

• Discuss corporate liquidity and distinguish it from asset 
liquidity
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LEARNING OBJECTIVES (CONTINUED)

• Distinguish real and financial assets and their roles in a 
market economy

• Discuss financial intermediation and evaluate its role in 
asset ownership

• Describe types of financial intermediaries 

• Explain the economic roles of real assets and government

• Describe income taxation, marginal tax rates and average 
tax rates
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LEARNING OBJECTIVES (CONTINUED)

• Compare the effects of marginal and average tax rates on 
economic decisions

• Calculate personal and corporate income taxes

• Describe money, inflation, and the effects of inflation on 
nominal prices

• Describe and differentiate primary and secondary securities

• Describe and compare primary, secondary, dealer and 
auction markets
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LEARNING OBJECTIVES (CONTINUED)

• Compare direct trading markets with brokered trading markets

• Calculate trading costs for dealer and brokered markets

• Explain the principal-agent relationship and the related use of 
contracts

• Describe agency costs and identify two major types of agency 
costs

• Discuss the role of compensation plans in agency relationships

• Solve agent utility maximization problems given a 
compensation plan 
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SECTION 1
Market Efficiency
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MARKET EFFICIENCY

• Efficient market – assets traded at prices that equal their 
values, based upon available information 
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SECTION 2
Ineffecient Markets
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INEFFICIENT MARKETS

• Inefficient markets – assets trade at prices that do not 
reflect all available information
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LIQUID ASSETS

Liquid Assets

• Can be sold at true value very quickly

• Illiquid – costly for buyers to understand fully the information 
necessary to make a purchase decision

• Information asymmetries – discrepancies between the 
information held by buyer and seller of an asset
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LIQUIDITY AND CORPORATE FINANCE

Liquidity and Corporate Finance 

• Different meaning when applied to overall corporation

• Liquid corporation – sufficient cash, assets near-cash and 
sources of credit to pay bills and invest in beneficial projects

• Illiquid corporation – does not have ability to pay bills or 
invest wisely in new projects

• Working capital management – maximize shareholder 
wealth via optimal level of liquidity 
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SECTION 3
Acquiring Assets in the 
Financial System
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AQUIRING ASSETS IN THE 
FINANCIAL SYSTEM

• Financial system – means through which individuals acquire 
assets

• Corporations do not consume or produce resources, people do

• Markets for goods/services allow economic advantages
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SECTION 4
Real Versus Financial Assets

CLICK HERE TO ACCESS THE COMPLETE Solutions

https://testbanks.ac/product/9781453385319-SOLUTIONS-5/


©FlatWorld 2018

REAL VERSUS FINANCIAL ASSETS

• Real assets – directly produce or help to produce scarce 
resources (e.g. land, buildings, equipment)

• Financial assets – represent claims on cash flows from 
assets; indirect real asset ownership (e.g. stocks, bonds)

• Intangible assets – not directly involved in producing 
resources (e.g. trademarks, patents)

• Share of stock – percentage claim on residual value of a firm

• Bond – fixed claim on real assets of a corporation

• Financial securities provide greater liquidity than direct 
ownership of real assets
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TYPES OF FINANCIAL ASSETS

• Equity securities

- Common stock – claim on cash flows of corporation and 
residual earnings, distributed as dividends

- Preferred stock – residual claim with priority (compared to 
common stock) rights to dividends and other distributions

• Debt securities

- Bonds – promise fixed return on investment, paid at specific 
intervals; mortgage bonds have collateral secured by real 
property

- Debentures – no specific collateral; firm’s earning power
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TYPES OF FINANCIAL ASSETS

• Corporations serve as a conduit between real assets and 
owners

• Corporations and securities do not by themselves alter total 
level of wealth

• Indirect ownership provides convenience and liquidity for 
individuals 

• Corporations offer debt claims (fixed securities) and equity 
claims (residual securities)
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SECTION 5
Asset Ownership Through 
Financial Intermediation
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FIVE TYPES OF FINANCIAL INTERMEDIARIES

• Financial intermediaries – financial institutions (e.g. banks, 
savings and loans, pension funds) serve as conduit between 
people and financial assets; enhance liquidity of individual 
investors by pooling savings of a large number of small 
investors

• Five types of financial intermediaries

1. Commercial banks – organized to accept deposits from 
individuals and make corporate and personal loans; 
securities used are demand deposits (i.e. checking 
accounts) and certificates of deposit
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FIVE TYPES OF FINANCIAL INTERMEDIARIES

• Five types of financial intermediaries (CONTINUED)

2. Pension funds – obtain funds from employer and 
employee retirement contributions and invest funds in 
financial assets

3. Insurance companies – pool premium payments from 
individuals into funds used to off-set unpredictable losses; 
generally invest in common stocks and long-term bonds

4. Investment companies – manage pooled portfolios; types 
of investment include mutual funds, closed-end funds, 
open-end funds 
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FIVE TYPES OF FINANCIAL INTERMEDIARIES

• Five types of financial intermediaries (CONTINUED)

5. Investment banks – perform services such as 
underwriting debt and equity securities for firms, 
arranging for mergers and other corporate 
reorganizations, and financial advising; receive fees for 
underwriting and other services and earn capital gains 
(or losses) from proprietary trading
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REAL ASSET OWNERSHIP AND 
GOVERNMENTS

• Governments can also act as financial intermediaries

• Governments don’t consume or produce, only individuals can 
consume and/or produce

• Government programs and regulations influence people

• Economic role of government viewed through influence on 
ownership of real assets; through taxation government alters 
asset ownership channels; government regulations indirectly 
alters behavior of businesses
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TAXATION

• Government taxation transfers assets from taxpayer to 
recipients of government spending

• Effects of taxes factored into all financial decisions, whether 
corporate or personal
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GOVERNMENTS AND MONEY

• Money facilitates transactions; accepted commodity 
measuring and exchanging wealth

• Inflation – economic climate characterized by decline in 
value of money

• Deflation - economic climate characterized by increase in 
value of money

• Exchange rate – measure of change in value of money

• Consumer price index – collective index measuring change 
in value of money through time by monitoring value of 
common necessities
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SUMMARY OF REAL ASSET OWNERSHIP

• Economic value – ultimate value comes from real assets and 
belongs to individuals

• Financial system includes corporations, financial 
intermediaries, and governments
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SECTION 6
Markets
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MARKETS

• Market – conduit for exchange

• Financial market – conduit for financial securities exchange

• Primary securities – securities issued and sold to investors 
for the first time in a primary market

• Secondary securities – existing financial securities sold in 
the secondary market

• Secondary market increases liquidity of financial securities

• Dealer market – dealers buy and sell certain types of 
securities using their own inventory; buyer pays offer price 
and seller pays bid price
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MARKETS (CONTINUED)

• Auction markets – conducted at centralized location with 
auctioneer recording bids and offer prices

• Direct trading markets – sellers and buyers trade directly 
among themselves

• Brokered trading markets – buyer and seller employ agent 
who matches them for a fee
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SECTION 7
Contracting
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PRINCIPAL-AGENT RELATIONSHIP

• Potential conflict exists between principals desires and agent 
actions
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AGENCY COSTS

• Two types of agency cost

1. Costs of getting agents to carry out duties according to 
principals wishes

2. Lost opportunities caused by conflicts too expensive to 
resolve

• Agency theory – minimizing total costs attributable to conflicts 
within agency relationship 
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AGENCY RELATIONSHIPS AND 
COMPENSATION PLANS

• Compensation plan – contract between principal and agent 
stating how agent will be paid

• Shareholders can maximize wealth by selecting managers 
carefully and offering a well-designed compensation plan

• Executive compensation includes regular (salary plus bonus) 
and compensation determined by stock price 
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END OF CHAPTER MATERIAL

• Efficient markets are markets in which prices reflect available 
information.

• Liquidity of an asset is usually related to how difficult it is for 
buyers to understand information concerning the asset. Liquidity 
and the costs of information are important aspects of corporate 
financial management. Working capital management is the 
process of providing an optimal level of liquidity in as cost-
effective manner as possible.
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END OF CHAPTER MATERIAL (CONTINUED)

• Corporate finance occurs within an economic system. The 
economic system comprises corporations, financial 
intermediaries, government, and markets that serve as 
conduits between people and real assets.

• Corporations are conduits between real assets and people via 
financial assets because they issue financial securities and 
purchase real assets.

• The existence of financial intermediaries and markets, also part 
of the financial system, makes it easier and more cost effective 
for people to own and trade their financial assets, which 
ultimately represent claims on real assets.
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END OF CHAPTER MATERIAL (CONTINUED)

• Governments are also sets of contracts between people with 
regard to real asset ownership. Taxes are a claim by recipients 
of government services against taxpayers on the basis of 
contracts that compromise government. 

• The relationship between stockholders and managers is our 
example of the contracts formed in the financial system. This 
relationship is known as an agency relationship. The objective 
of shareholders is often to minimize the total costs – called 
agency costs – of the inherent conflicts. Compensation plans 
are a tool for minimizing agency costs.
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