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Learning Module 1

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

Followings are major functions of a financial system;

Saving: Both individuals and companies set aside some amount of money to spend it later. Individuals may save during their working age to finance their retirements. Corporations may save for many different purposes like acquire other companies, install new plants, or to pay their lender or suppliers. This saved money can be invested into many types of investments from risk free T-bill to very risky corporate bonds. It is the financial system which transforms these savings into these investments. 

Borrowing: The individuals and corporations who have not sufficient funds to finance their projects or needs can borrow from the depository institutes. These funds are to be paid back in future. People can borrow as secured or unsecured loans. The interest rate is high on unsecured loans. Individuals may borrow to finance for houses, cars and college education.  Corporations may borrow to install new plant or to acquire other firms. Governments also borrow from domestic or international lenders. The lenders usually want collateral as a security to cover losses if the borrower defaults. The loans with collateral are called secured loans. There are some borrowings in which there is no collateral involved. These loans are called unsecured loans. The lender wants more interest rate as a premium as he is taking more risk. 

Liquidity: This is the most important function of financial market. The liquidity means any asset is liquid if it can be bought or sold quickly without loss of value. The financial market provides this function. All other functions can be achieved in a good manner if the market is liquid. 

Raising equity: For companies, instead of borrowing they can issue equity in exchange of future share in profits. The investment banks are involved to help the companies to issue the equity in market. The regulators regularize these offerings and perform a lot of other functions. In equities, the investor will not receive a fixed return but is promised to get return in form of dividends and capital gains.

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 market in which debt or equity securities with maturity of longer than one year are being traded.  

Traditional investment market: 

The market in which traditional investment instruments are trade. 

Alternative investment market: 

The market of hedge funds, real estate, rare assets etc. is called alternative investment market. In this market the securities are less liquid. 

3: Describe the major types of securities, currencies, contracts, commodities, and real assets that trade in organized markets, including their distinguishing characteristics and major subtypes.

Assets can be classified into securities, currencies, contracts, commodities, and real assets. 

Securities

Securities can be further classified into fixed income securities, equities and pooled investment securities. 

Fixed income securities: These are debt securities which promise to repay the borrowed money with interest with a schedule. Many corporations and governments issue fixed income securities to raise funds. These securities can be short term (maturing in less than a year), intermediate term (maturing in two to five years) and long term (maturing in more than five years). {The cutoff date is used loosely}. Following are some major fixed income securities.

Notes: These are fixed income intermediate term securities. 

Bonds:  maturity of more than ten years.

Convertible bond: Hybrid security because it can be converted into equity. 

Bills/Securities of Deposit/Commercial Paper: short-term securities. 

Repurchase Agreements: Short term fixed income securities in which the borrower sells these instruments with a promise to repurchase at higher price. 

Equity: These securities represent ownership in the corporation. Equity includes common stock, preferred stocks and warrants. 

Common stock: Holder of common stock has the right of dividend issued by the company, right to elect board of directors and other payments in case of liquidity of company. 

Preferred stock:  Holder of preferred stock has the priority to get dividends but has no voting rights. The preferred stock holders get dividends before the common stock holders. Cumulative preferred stocks give the right to get any omitted dividends to preferred stock holders before the common stock holders get any dividend. 

Warrant: Warrants gives the right to its holders to buy the equity (usually common stock) at a fixed price (called exercise price) before the warrants get expired. 

Pooled investment: These are the investment vehicles which deal with different investments. These vehicles include mutual funds, exchange traded funds, hedge funds and asset backed securities. 

Mutual funds: Mutual funds hold the securities of other companies. The investors can buy the securities of these funds directly from the funds (open ended funds) or from a secondary market (closed ended funds). 

Exchange traded funds: These are like close ended funds. The investors can buy the shares of these funds in secondary market. Depository receipts are also indeed in this category. 

Asset backed securities: These are the securities created (the process of creation is called securitization) from a pool of other securities. The pools of other securities can include car loans, mortgages, bonds and other credits. The income of asset backed securities is derived from pooled investment. These ABS have different priority claims.

Hedge funds: These are usually limited partnerships in which the mangers are general partners and the qualified investors are limited partners. These funds apply aggressive strategies to beat the market. These funds have two fee structures; management fee and incentive fee. Use of leverage is very common characteristic of these funds. 

Currencies

Currencies are issued by central banks. The central banks also hold some reserve currencies in which the major international trades take place. The primary reserve currencies are US dollar, and Euro. The secondary reserve currencies include British Pound, Swiss Franc and Japanese Yen. 

Contracts

These are the agreements to trade other assets in future. These assets can be currencies, commodities or other financial assets like shares. Contracts can be classified ad forwards, futures, swaps and options. 

Forward contracts: Forward contracts are the agreement to trade an asset (called underlying) in future at a predetermined price and date. For example, a contract to buy 100 kgs of Wheat in 90 days for $1/kg is forward contract. Forward contracts are tailor made. They can be tailored according to the need of both parties. These contracts are over the counter contracts; they do not trade in secondary market (stock exchange or dealers’ market). That’s why these contracts are considered illiquid. 
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