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Learning Module 1

Market Organization and Structure 
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1: Explain the main functions of the financial system.

The following are major functions of a financial system;

Saving:
Both individuals and corporations set aside a portion of their income to be used in the future. For individuals, saving often occurs during their working years to provide financial security in retirement. Corporations, on the other hand, save for a variety of purposes — such as acquiring other firms, installing new production facilities, or meeting future obligations to lenders and suppliers.
These accumulated savings can then be directed into a wide range of investment instruments, ranging from low-risk Treasury bills to high-risk corporate bonds. It is the financial system that plays a crucial role in channeling these savings into productive investments across the economy.

Borrowing

Individuals and corporations that lack sufficient funds to finance their needs or projects can obtain money through borrowing, typically from depository or financial institutions. Borrowed funds must be repaid in the future, usually with interest.

Borrowing can take the form of secured or unsecured loans. In secured loans, the borrower pledges an asset—called collateral—as security for repayment. If the borrower fails to repay, the lender can claim the collateral to cover the loss. In unsecured loans, no collateral is required, so lenders charge a higher interest rate to compensate for the greater risk involved.

Individuals often borrow to purchase homes, cars, or finance education. Corporations borrow to install new plants, expand operations, or acquire other firms. Governments also engage in borrowing, both domestically and internationally, to finance budget deficits or development projects.

Liquidity

Liquidity is one of the most essential functions of financial markets. An asset is considered liquid if it can be quickly bought or sold without a significant loss in value. The financial market provides the platform and mechanisms that ensure this liquidity.

A well-functioning and liquid market allows investors to convert assets into cash easily and enhances the efficiency of all other financial activities, such as investment, saving, and borrowing. In essence, liquidity underpins the stability and effectiveness of the entire financial system.

Raising Equity

Instead of borrowing, companies may choose to raise equity capital by issuing shares to investors in exchange for ownership and a claim on future profits. This process is typically facilitated by investment banks, which assist firms in structuring and issuing equity in the financial market.

Equity investors do not receive a fixed return. Instead, they earn income through dividends (a share of profits) and capital gains (an increase in the market value of their shares). The issuance and trading of equity are strictly regulated by financial authorities, which oversee fairness, transparency, and investor protection in the market.

Risk management: Derivatives like forwards, futures, swaps are used to manage the risks. Financial market provides these instruments to all types of investors. 

Transfer of resources: The financial market provides the mechanism for quick and efficient transfer of almost all types of assets across countries. 

Information: The financial market provides financial information to the investors. The investors who have information can earn excessive return. By using this information, the investors try to buy at low and sell at higher prices. 

Determine rate of return: The lenders want higher rate of return while the borrower want lower rate of return (cost of borrowing). The financial market equates the rate of return so that the demand for loan able funds is equal to supply of loan able funds. If the rate is too low there would be shortage of supply of funds and if the rate is too high there would be less demand for these funds. The financial market satisfies these two sides.  

Efficient capital allocation: There is always scarce capital for the investment. The investors try to invest the funds in most preferred project (project with higher return). A well-functioning, informed financial market allocates these resources in most efficient uses.  In this way the market allocates the capital efficiently. 

2: Describe classifications of assets and markets.

Assets

Financial assets: These include equity securities, debt securities, derivatives and currencies. 

	Equity: These are the stocks issued by different companies. These stocks can be public (being traded in stock market; public securities are subject to greater regulations) or private (stocks issued by private companies which are not being traded in stock exchange; private securities are subject to less regulations). Equity securities represent ownership in the entity who issued them. 


	Debt securities: These securities are issued by different companies (even by governments) for a promised repayment of principal plus interest. Debt securities can also public as well as private. Debt securities do not represent ownership. 


	Derivatives: These are the securities whose values depend on the value of other assets (discussed in derivatives in detail). Derivatives can also public as well as private. 


Currencies: These are issued by central monetary authorities.

Commodities: These are physical goods like wheat, oil, gold etc. 

Real assets: All tangible assets like property plant and equipment, timberland are real assets. 

Markets

Primary and secondary market: 

The market in which the companies issue their securities for the first time is called primary market. The subsequent issue or trade of securities between dealers and other market participants is held in secondary market.

Money market:  

The market of debt securities with maturity of one year or less. 

Capital market: 




















































	The firm selling its financial debt can immediately raises capital to use. 

	The backed illiquid financial assets (debts) are now liquid with new security. This new security can be traded in secondary market. 

	The credit risk of the firm selling these assets is transferred to new entity. 

	A financial company or bank is able to lend more with securitization. Without securitization the bank’s lending was limited to traditional assets. 

	The investors seeking to invest in debt have more options according to their risk tolerance and return. 

	Securitization also increases the diversification which reduces risk. 


































































	The newly issued stocks of a firm whose shares are not being traded in other market. This is called initial public offerings (IPOs).

	The seasoned offering: The issuing of new stocks by a firm whose shares are being traded in secondary market. 






























	Investors can save at fair rate of return

	Borrowers can obtain capital easily

	Hedgers can manage their risk

	Traders can exchange commodities currencies and any other asset easily
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