
Financial Institutions and Markets



Financial Market

-What: A market in which financial assets (securities) such as 
stocks and bonds can be purchased or sold.

-Why: Funds are transferred in financial markets when one party 
purchases financial assets and another obtains funds.



Financial System as a part of Economic
System
Financial markets transfer funds from those who have excess funds to those 
who need funds.
§ Surplus units: participants who receive more money than they spend, such 

as investors.
§ Deficit units: participants who spend more money than they receive, such 

as borrowers.
§ Securities: documents, that represent a claim on the issuers

§ Debt securities - debt (also called credits or borrowed funds) incurred by the 
issuer.

§ Equity securities - (also called stocks) represent equity or ownership in the 
firm.



•Demanders of capital – Firms

•Suppliers of capital – Households

•Governments – Can be both borrowers or lenders??

The Players



Government: surplus or deficit unit?
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Financial Intermediaries: Pool and invest/deposit funds
• Banks, Credit Unions
• Investment Companies/ Firms (ETFs, Mutual Funds

providers)
• Insurance companies, Pension Funds

The Players, cont.



The Informational Role
Capital flows to companies with best prospects, market expectations
Consumption Timing 
Use securities to store wealth and transfer consumption to the future
Allocation of Risk 
Investors can select securities consistent with their tastes for risk -
diversification, insurance products, derivative products
Separation of Ownership and Management
Agency problems arise when managers start pursuing their own interests
instead of maximizing firm's value

Financial Markets and the Economy



Scheme of Agency Problems
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Incentive Schemes: Aligning the interests of the agents with those of
the principals through performance-based compensation, stock
options, etc.
Monitoring and Reporting Requirements: Implementing rigorous
monitoring mechanisms and requiring agents to report their actions
and decisions.
Board of Directors: Establishing a board that includes independent 
directors who can oversee management actions and protect
shareholders' interests.
Market Mechanisms: Relying on market mechanisms such as 
takeover threats, which can discipline management.

Mechanisms to mitigate agency problems:
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Real Assets vs. Financial Assets

Real Assets
Examples: Land, buildings, 
machines, knowledge used to 
produce goods and services

Financial Assets
Examples: Stocks, bonds

Orange juice, Gold??



•Cash and Cash equivalents
•Debt instruments
•Promise either a fixed stream of income or a stream of income determined by a specified formula

•Common stock or equity
•Represent an ownership share in the corporation

•Derivative securities
•Provide payoffs that are determined by the prices of other assets

•Alternative Assets (REITs, ETFs, Index Certificates, Asset Backed Securities: CDO, MBS,  etc.)

Financial Assets 

https://thenextweb.com/hardfork/2018/11/01/morga
n-stanley-bitcoin-asset/

Traditonal
Assets

https://thenextweb.com/hardfork/2018/11/01/morgan-stanley-bitcoin-asset/
https://thenextweb.com/hardfork/2018/11/01/morgan-stanley-bitcoin-asset/


Types of markets
Transfer of funds
Primary market vs. Secondary market

Maturity of instruments
Money market vs. Capital market

Types of assets
Securities market, Currency market, Derivatives market, Commodities market

Organization
Organized versus Over-the-Counter Markets



Primary versus Secondary Markets

§ Bank-based or Market based systems
§ Primary markets - facilitate the issuance of new securities

§ Secondary markets - facilitate the trading of existing securities, which allows 

for a change in the ownership of the securities

§ Liquidity is the degree to which securities can easily be liquidated (sold) without 

a loss of value.

§ Pricing, if a security is illiquid, investors may not be able to find a willing buyer for 

it in the secondary market and may have to sell the security at a large discount 

just to attract a buyer.
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Types of Financial Institutions in Financial 
Markets
1.Role of Depository Institutions 

• Commercial Banks
• Savings Institutions
• Credit Unions

2. Role of Nondepository Financial Institutions
• Finance Companies
• Mutual Funds
• Securities Firms
• Insurance Companies
• Pension Funds
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Type of Financial Markets
Primary versus Secondary Markets

q New Issue of Securities
q Exchange of Funds for Financial Claim
q Funds for Borrower; an IOU (I owe you) 

for Lender

q Trading Previously Issued Securities
q No New Funds for Issuer
q Provides Liquidity for Seller (market 

makers, electronic networks, etc.)



Money market versus Capital Market 
Securities Markets

Money versus Capital Markets
q Short-Term, < 1 Year
q High Quality Issuers
q Debt Only
q Primary Market Focus
q Liquidity Market--Low Returns

q Long-Term, >1Yr 
q Range of Issuer Quality
q Debt and Equity
q Secondary Market Focus
q Financing Investment--Higher Returns



Capital Market Securities

Facilitate the sale of long-term securities by deficit units to surplus
units.
• Bonds - long-term debt securities issued by the Treasury, 

government agencies, and corporations to finance their
operations.

• Stocks - represent partial ownership in the corporations that
issued them.

• Alternative asset classes
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Debt Financing:

Advantages and Disadvantages: Debt vs. 
Equity in company financing process

Equity Financing

• Advantages:
• Tax-deductible interest.
• Maintains ownership and control of

the company.
• Fixed repayment schedule.

• Disadvantages:
• Obligation to repay with interest

regardless of business 
performance.

• Can affect the company's credit
rating.

• Increased financial risk due to 
leverage.

• Advantages:
• No obligation to repay investors.
• Access to funds without incurring

debt.
• Investors often bring additional

skills and resources.
• Disadvantages:

• Dilution of ownership and control.
• Potential for conflict with investors.
• Sharing of profits.



Derivative Securities

Derivative Securities - financial contracts whose values are 
derived from the values of underlying assets, traded in 
derivative market
Purpose:

§ Risk management - financial institutions and other firms can 
use derivative securities to adjust the risk of their existing 
investments in securities

§ Speculation - allow an investor to speculate on movements in 
the value of the underlying assets without having to purchase 
those assets.



Speculation and Hedging with an option



Dealers and brokers roles in the secondary
markets
Securities brokers and dealers are crucial to a well-functioning 
secondary market.

• Brokers
• Dealers 
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Dealers
̶ Market Making: Dealers act as market makers by buying and selling securities from their

own inventory. They provide liquidity to the market, which means they make it easier for

investors to buy and sell securities by always standing ready to buy (bid) or sell (ask) at

publicly quoted prices.

̶ Setting Bid-Ask Spreads: The difference between the price at which a dealer is willing to 

buy a security (bid price) and the price at which they are willing to sell it (ask price) is known

as the bid-ask spread. This spread is a source of profit for dealers and compensates them for

the risk of holding securities in their inventory.

̶ Price Discovery: Through their trading activities, dealers help in the price discovery process, 

contributing to more efficient markets by reflecting all available information in the prices of

securities.



Define footer – presentation title / department48

Brokers
• Acting as Intermediaries: Unlike dealers, brokers do not buy or sell securities from their

own accounts. Instead, they act as intermediaries between buyers and sellers, facilitating

transactions without taking on the risk of holding the securities themselves.

• Providing Access and Advice: Brokers provide investors access to the secondary markets

and often offer advice, research, and investment services to help their clients make informed

decisions.

• Executing Orders: Brokers execute orders on behalf of their clients, striving to achieve the

best possible execution prices. They may operate in various markets, including stock

exchanges and electronic trading platforms.

• Charging Commissions or Fees: Brokers typically earn revenue by charging commissions

or fees for the transactions they facilitate. These fees can be structured in various ways, 

depending on the services provided.



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.

q Stock Exchange
q Visible Marketplace
q Members Trade
q Securities Listed
q New York Stock Exchange
q NASDAQ (2006)

q OTC
q Wired Network of Dealers
q No Central, Physical Location
q All Securities Traded off the 

Exchanges
q Forex



5 p.m. EST on Sunday until 5 p.m. EST on 
Friday



Thank you for your attention


