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The Role of Financial Markets and 

Institutions 

 A financial markets 
 Market with assets (securities, financial instruments) 

 Sell and buy … 

 Transfer of funds… 

 Deficit subjects 

 Surplus subjects 

 Financial Market: a market in which financial assets 
(securities) such as stocks and bonds can be 
purchased or sold 
 Financial intermediation – financial savings to investments 

 Payment system 

 Means of manage risk 



Role of Financial Markets 

 Transfer funds from those who have excess 
funds to those who need funds. 

 Students – student loan 

 Families – mortgages 

 Business – finance they growth 

 Government – finance their expenditures  

 One side supply funds, the other side 
demand funds 

 Earn a return but only if fund is available in financial 
market 

 



Role of Financial Markets 

 Surplus units – lenders, investors 

 Receive more money than they spend 

 Deficit units – borrowers 

 Spend more money than they receive 

 This relation is formally organized by 

securities 

 Agreement between lender and borrower 

 Claim on the issuer  



Financial cycle of an individual 



Main categories of financial 

instrument 
 Debt 

 Equity 

 Derivative 

 Currency 

 Commodity 



Debt securities 

 Represent debt incurred by issuer – credit, borrowed funds 

 Deficit units issue the securities to surplus units and… 

 …pay interest to surplus unit on a periodic basis (such as every 
six months) – only for coupon bond 

 Characteristics: 

 Maturity date  

 Face value 

 Interest rate (fixed or variable) 

 Kinds 

 Coupon bond  

 Discount bond (zero coupon bond) 

 





Equity securities 

 Represent equity or ownership in the issuer – stocks 
 Common stocks 

 Which are claims to share in the net income (income after 
expenses and taxes) and the assets of a business. 

 If you own one share of common stock in a company that has 
issued one million shares, you are entitled to 1 one-millionth of 
the firm’s net income and 1 one-millionth of the firm’s assets. 

 Equities often make periodic payments to their holders 
 Dividends (if the shareholders’ meeting approves) 

 They are considered long-term securities because they 
have no maturity day. 

 Priority stocks (cummulative priority stocks) 





Role of Financial Markets 

 Advantages and disadvantages 

 Debt vs. equities 

 Disadvantages of equities 

 Equity holder is residual claimant 

 Dividend is not tax deductible, expensive form of 

the capital 

 Advantages of equities 

 Holders benefit directly from any increases in the 

corporation’s profitability or asset value 

 



Type of Financial Markets 

 Money versus Capital Markets 

 

 

 

 

 

 Short-Term, < 1 Year 

 High Quality Issuers 

 Debt Only 

 Primary Market Focus 

 Liquidity Market--Low 

Returns 

 

 Long-Term, >1Yr  

 Range of Issuer Quality 

 Debt and Equity 

 Secondary Market Focus 

 Financing Investment--

Higher Returns 

 



Type of Financial Markets 

 Primary versus Secondary Markets 

 
 New Issue of Securities 

 Exchange of Funds for 

Financial Claim 

 Funds for Borrower; an IOU 

(I owe you) for Lender 

 

 Trading Previously Issued 

Securities 

 No New Funds for Issuer 

 Provides Liquidity for Seller 

(market makers, electronic 

networks, etc.) 

 

 



Type of Financial Markets 

 Securities brokers and dealers are crucial to 

a well-functioning secondary market 

 Brokers 

 Dealers  

 



Type of Financial Markets 

 

 Because over-the-counter dealers are in computer 

contact and know the prices  set by one another, the 

OTC market is very competitive and not very 

different  from a market with an organized exchange. 

 

 Stock Exchange 

 Visible Marketplace 

 Members Trade 

 Securities Listed 

 New York Stock 

Exchange 

 NASDAQ (2006) 

 

 OTC 

 Wired Network of 

Dealers 

 No Central, Physical 

Location 

 All Securities Traded 

off the Exchanges 

 Forex 

 

 











How Financial Markets Facilitate 

Corporate Finance 
 Three segments of finance 

 Corporate finance 

 How much funding to obtain and how to invest a proceeds to expand 
their operation 

 Banks 

 Capital market 

 Investment management 

 Make a decision about form of financing and investing 

 Debt vs. Equity financing or investing – investment banks 

 Financial markets and institutions 

 Attract fund from investors and channel the funds to corporation 

 Money market – borrow on short term basis 

 Support existing operations 

 Capital market – obtain long term funds 

 Support corporate expansion 

 



How Financial Markets Facilitate 

Corporate Finance 

 

 

 

 

 

 

 
 Source: Madura, J.: Financial Markets and Institutions, 9th Edition 





Securities Traded in Financial Markets 

 Return 
 Expected return from investment 

 Ex post 

 Ex ante 

 Mean of return 

 Risk 
 Uncertainty surrounding the expected return 

 More uncertainty surrounding the expected return more risk 

 Standard deviation or variance  

 Coefficient of variation = expected risk (standard deviation)/ expected return 
(mean) 

 Amount of liquidity 

 Tax status 

 Normally 
 High return with particular preference of low risk and adequate amount of 

liquidity 

 









Securities Traded in Financial Markets 

 Money market securities 

 Only debt securities 

 Capital market securities 

 Bonds 

 Mortgages and Martgage-Backed securities 

 Stocks 

 Derivative securities 

 Speculation 

 Speculation on movement in value of underlying assets 
without having to purchase those assets 

 Leverage effect 

 Hedging 

 Commodities 

 Foreign currencies 



Money market 



 



 



 



Capital market 



Stocks 



 



 



 



Bond 













Direct and Indirect Financing 



Role of Financial Institutions 

 Financial institutions 

 Depositary Institutions 

 Non-depository Financial Institutions 



Why are financial intermediaries and 

indirect finance so important? 

 Transaction Costs 
 Transaction costs, the time and money spent in carrying 

out financial transactions, are a major problem for people 
who have excess funds to lend. 

 Financial intermediaries can substantially reduce 
transaction costs because they have developed expertise 
in lowering them, and because their large size allow them 
to take advantage of economies of scale. 

 For example 

 A bank knows how to find a good lawyer to produce loan 
contract, and this contract can be used over and over again in 
this loan transactions, thus lowering the legal cost per 
transaction.  

 

 



Why are financial intermediaries and 

indirect finance so important? 

 Risk Sharing 

 Another benefit made possible by the low transaction costs 

of financial institutions is that they can help reduce the 

exposure of investors risk. 

 Financial intermediaries do this through the process known 

as risk sharing. 

 They create and sell assets with risk characteristics that 

people are comfortable with. The intermediaries then use 

the funds they acquire by selling these assets to purchase 

other assets that may have far more risk. 

 Asset transformation   



Depository Insitutions 

 Accept deposit → provide credit → purchase 

securities 

 Offer deposit account 

 Repackage funds to provide loans 

 Accept risk 

 Expertise available 

 Diversification  



Commercial 

Banks 

$5 Trillion 

Total Assets 

 

Savings  

Institutions 

$1.3 Trillion 

Total Assets 

Credit Unions 

$.5 Trillion 

Total Assets 

Types of Depository Financial Institutions 



Nondepository Financial Institutions 

 Focused on capital market 

 Longer-term, higher risk intermediation 

 Less focus on liquidity 

 Less regulation 

 Greater focus on equity investments 



Pension  

Funds 

Types of Nondepository Financial Institutions 

Securities  

Firms 

Mutual  

Funds 

Financial 

 Companies 

Insurance 

Companies 



Comparison of Role among Financial 

Institutions 

 Source: Madura, J.: Financial Markets and Institutions, 9th Edition 



Summary of Institutional Sources and 

Uses of Funds 

 

 Source: Madura, J.: Financial Markets and Institutions, 9th Edition 



Relative Importance of Financial 

Institutions 

 Source: Madura, J.: Financial Markets and Institutions, 9th Edition 



Thank you for your attention 

Sum up: 

http://www.youtube.com/watch?v=GnJ

COof2HJk  

http://www.youtube.com/watch?v=GnJCOof2HJk
http://www.youtube.com/watch?v=GnJCOof2HJk

