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1. Financial Markets:

¢ Definition: Financial markets are platforms where buyers and sellers trade financial
securities, commaodities, and other fungible items at prices determined by market forces.

e Types of Financial Markets: a. Money Market: Deals with short-term debt securities and
liquid instruments. b. Capital Market: Involves long-term debt and equity instruments. c.
Derivatives Market: Trades financial contracts whose value is derived from an underlying
asset.

2. Functions of Financial Markets:

¢ Allocation of Capital: Channels savings into productive investments.

e Price Discovery: Determines asset prices based on supply and demand dynamics.
e Liquidity Provision: Facilitates easy buying and selling of financial instruments.

¢ Risk Management: Offers tools to hedge against financial risks.

3. Financial Instruments:

¢ Definition: Financial instruments are contracts that represent a claim to a set of cash flows
or ownership rights.

e Types of Financial Instruments: a. Equity Instruments: Represent ownership in a company
(e.g., stocks). b. Debt Instruments: Involve a loan agreement where the borrower promises
to repay the principal plus interest (e.g., bonds). c. Derivative Instruments: Derive their value
from an underlying asset (e.g., options, futures). d. Foreign Exchange Instruments: Involve
trading different currencies (e.g., forex, currency swaps).

4. Characteristics of Financial Instruments:

¢ Risk and Return: Different instruments offer varying levels of risk and return potential.

e Maturity: Instruments can be short-term (money market) or long-term (capital market).

e Transferability: Some instruments are easily tradable, while others may have restrictions.

e Liquidity: Refers to how quickly an instrument can be converted into cash without
significantly impacting its price.

5. Role of Financial Instruments in the Economy:



Financial Markets and Instruments

Facilitate Investment: Provide avenues for individuals and institutions to invest and grow

their wealth.

Raise Capital: Companies use financial instruments to raise funds for expansion and
operations.

Risk Management: Offer tools to manage and mitigate financial risks.

Price Discovery: Help establish fair market prices through trading activity.

By understanding financial markets and instruments, investors can make informed decisions to
achieve their financial goals and manage risks effectively.
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