Markets in Motion: Understanding Today's Financial Markets
by Mark Lovewell
Stock Markets and their Properties
As we saw in the article on John Kenneth Galbraith in the text, corporations can acquire funds in two main ways – by issuing bonds (a process we will analyze in greater depth in Chapter 12), and by issuing stocks. While bonds represent an interest-bearing form of debt which can be bought and sold on an open market, stocks – often called shares or equities – provide owners with a stream of dividends. Shareholders also often expect an increase in the stock's price as well. Both dividend payments and stock prices can vary. The continual fluctuations occurring in stock markets ensure these markets are constantly in the news, and provide a ready indicator of the financial health of companies in various sectors of the economy. For the half of Canadians who own shares (close to half; a proportion comparable to that in the US and Australia, but far higher than in most other countries1), stock market fluctuations can be of interest for personal reasons as well.
There are two markets in Canada where stocks are traded. The largest is the Toronto Stock Exchange (TSX), the third largest stock market in North America, behind the New York Stock Exchange (NYSE) and NASDAQ (originally the National Association of Securities Dealers Automated Quotations system). While shares of relatively large Canadian companies trade on the TSX, those of smaller companies trade on the TSX Venture Exchange, a market with headquarters in Calgary, and offices in Toronto, Vancouver, Winnipeg, and Montreal.

How are prices in such exchanges determined? As in any market, it is through demand and supply. In stock markets, both these concepts are defined over very short time periods. Demanders of a particular company's stock include wealth-holders wishing to add it to their portfolio of financial assets. Sometimes the issuing company is a demander as well, if it has chosen to purchase back some of its shares. Suppliers include holders of the stock who, for whatever reason, wish to sell. The company itself is also a supplier when it decides to issue new shares.
Stocks have a book value, found by taking the total amount of owner's equity from the corporation's balance sheet (see the article 'The Profit Game' in this chapter of the Online Learning Center), then dividing by the number of shares the corporation has issued. But constant shifts in demand and supply mean that the actual stock price rarely corresponds to this accounting value. News favourable to the company's future earnings pushes up price, by increasing demand and decreasing supply. In contrast, unfavourable news pushes down price, through a decrease in demand and an increase in supply.

When evaluating stock prices, buyers and sellers often pay special attention to a stock's price/earnings (or P/E) ratio. This relates the stock's price with the company's most recent reported earnings. Shares with relatively low P/E ratios, when compared with others in the same sector, are usually considered bargains by prospective buyers, while stocks with high P/E ratios are seen as expensive. A range of other financial indicators – some involving individual shares and others related to entire stock market indices – are used in the evaluation process. One reason it can be difficult to identify specific factors influencing a stock price is that various stock market participants use different criteria when deciding to buy or sell.
Derivative Markets and their Properties
Another market in Canada, the Montreal Exchange, concentrates on a set of assets known as financial derivatives. As their name suggests, these are financial instruments tied to other items – including commodities, shares, bonds and international currencies.

Futures
One type of derivative is a futures contract, in which two parties agree to exchange an underlying item at some future point in time. Futures contracts first arose to expedite the trading of commodities such as wheat, gold and oil, but the underling items they cover now include a range of financial instruments as well. The contract requires the purchaser to buy a certain amount of the underlying item at a given date, while the seller guarantees to deliver this amount. The price at which the exchange of the underlying item will take place (known as the contract's strike price) is also established in the contract.
Futures contracts can be bought and sold at any time on the futures market. Two groups tend to trade them. The first group, known as hedgers, wishes to buy or sell the item at the specified future date for a guaranteed price. For example, wheat farmers may seek to protect themselves by selling a contract that guarantees the price they will receive at harvest. Or a manufacturer may wish to guarantee the future price at which they purchase a required material input, such as oil. The second main group is speculators. For them, the attraction of futures contracts is the potential for profit-making. Because the price at which contracts are bought and sold on the futures market (their so-called market price, as opposed to the strike price) undergoes significant fluctuations based on the price outlook for the underlying item, there is the possibility of large profits – and large losses as well.
Options
Options are another type of derivative. They allow, but do not require, the holder to buy or sell an underlying item before some expiration date at an established exercise price. There are two types of options. Call options allow the holder to buy, and put options to sell, the underlying item. As with futures, options can be bought and sold at any time. Likewise, their market price, known as a premium, often undergoes wide variations, based on fluctuations in the underlying item's price. Both hedgers and speculators trade options. Hedgers hold them to protect themselves against possible losses from changes in the underlying item's price; speculators enter in hopes of making a quick profit. Option premiums contain two elements: an intrinsic value and a time value. An intrinsic value is present if the difference between prevailing price of the underlying item and the option's exercise price works in the favour of the option holder. For a call option whose holder faces this advantageous position, intrinsic value is the amount by which the underlying item's prevailing price exceeds the option's exercise price; for a put option, it is the amount by which the exercise price exceeds the prevailing price. The remainder of any option's premium is known as its time value. This represents how much participants in the options market are willing to pay for the opportunity to exercise the option before it expires. In general, the time value is lower the closer the option's expiration date.
Global Competition

The main reason why Canada now has just three financial exchanges, each specializing in a particular area, is that there was realization among those involved in the nation's financial industry that action was needed to forestall the flow of business away from Canada and towards the largest international exchanges that enjoy the cost advantages that come with economies of scale – a trend that, in some other countries, has already led to the closing of previously active markets. So far, the new streamlined structure of Canadian stock markets has been relatively successful. While the proportion of Canadian corporations choosing to list their shares on both Canadian and foreign stock exchanges rose between the mid-1980s and the mid-2000s, the increase was relatively small, from 12 to 15 percent. In bond markets, also, any move away from Canadian markets has been minimized. During the past two decades, the proportion of bonds of Canadian corporations issued in Canada has remained relatively constant, at about 50 percent.2
What is most likely to change in the near future, due to pressures brought on by global competition and economies of scale, is Canada's chartered banking industry. In 1998, several of Canada's large banks attempted to merge with one another, but their actions were thwarted by the federal government. The main argument for mergers is that the international banking system in other parts of the world is becoming increasingly consolidated, as economies of scale, as well as the aftereffects of the 2008 financial crisis, provide an incentive to create larger firms. Though Canadian banks are healthy in financial terms, they are no longer large by global standards – indeed, none appears in the list of the world's 50 largest,3 and their place in these international rankings continues to fall. While many Canadians are opposed to bank mergers, because of what they see as anti-competitive practices (especially in relation to small businesses and households in more remote locations of the country), it is likely that the argument in favour of mergers will win out. Once this happens, the domestic Canadian banking industry will be dominated by two or three major firms, but Canadian households and businesses will have access to a range of competitors located outside the country.

Notes

1. Australian Stock Exchange, International Share Ownership (September 2005), p. 2.
2. Charles Freedman and Walter Engert, "Corporate Capital Markets: Hollowing Out?" in Bank of Canada Financial System Review (June, 2003), pp. 75 and 77.

3. The World's Biggest Banks 2005, Global Finance (October 2004), accessible on the Web at http://www.gfmag.com/c_aw/0510_03.php.
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Corporations in some sectors of the economy – for example, many firms in high-tech areas – have P/E ratios than are much higher than the overall average in the economy. Why?
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One reason why speculators are attracted to futures market is that traders in this market need deposit only a small fraction of the contract's value before buying it. As an illustration, a trader lays down a deposit of 10 percent on a $100 000 futures contract. What is the investment's rate of return in the following cases, once the trader sells the contract?

a. the contract's market price has risen to $120 000

b. the contract's market price fallen to $70 000
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Options markets also give the potential for large gains or losses. Suppose a speculator holds a call option, for which they paid $200, to purchase 100 shares of ABC Corporation at an exercise price of $50. What is investment's rate of return in the following cases?
a. The option holder chooses to exercise the option when the shares of ABC Corporation reach $60.

b. The shares of ABC do not reach a price of $60 by the option's expiration date, so the option holder does not exercise the option.
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