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FINM1001 EXAM NOTES 
FINANCIAL MARKETS – LECTURE 1 
A financial market is a mechanism that facilitates the purchase and sale (“trading”) of 
financial instruments including equity, debt instruments, derivatives and foreign 
currencies. The main roles of financial markets include:  

− The bringing together of lenders and borrowers, aiding in the transfer of funds 
from people who wish to lend them to people who wish to borrow them 
(capital raising) – Mechanism to enable the buying and selling of financial 
assets 

− The transference of risk between parties 
− International trade 

LENDERS'
The main characteristics of lenders can be summarized as follows:  

− Lenders have more than they wish to consume now;   
− Lenders loan funds that are excess to their consumption to other market 

participants (ie to borrowers); and, 
− In exchange for loaning their excess funds to others, lenders receive a 

positive rate of return (interest) on these funds from the people they lend to. 
− Positive rate of return essential for lender as incentive 

BORROWERS'
The main characteristics of borrowers can be summarized as follows: 

− Borrowers have less than they want to consume or invest now; 
− Borrowers borrow funds that are required to meet their current consumption 

or investment requirements; and, 
− In exchange for borrowing the excess funds of lenders, borrowers pay a 

positive rate of return on these funds to the people they lend from.   

SUMMARY'*'

 

 
 
 
 
  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Lenders: Have surplus funds and 
lend these funds to others via the 
financial markets.  Examples 
include: 
 
• Individuals (Foreign and 

Domestic);  
• Companies (Foreign and 

Domestic); and, 
• Governments (Foreign and 

Domestic) 

Borrowers: Have deficit funds 
and obtain funding from lenders 
via the financial markets.  
Examples include: 
 
• Individuals (Foreign and 

Domestic);  
• Companies (Foreign and 

Domestic); and, 
• Governments (Foreign and 

Domestic) 
 

 
Financial Markets 

Lend $ Receive financial instruments  Issue financial instruments   Borrow $ 
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− Financial intermediary: An institution whose business is to bring together 
individuals and institutions with money to invest or lend with other firms or 
individuals that need money – Brings borrowers and lenders together 

o Eg. Banks, building societies, credit unions, life insurance companies 
and trust funds 

o Financial intermediaries offer their own financial claims, called indirect 
securities, to those with excess savings – Intermediaries are 
essentially borrowing money 

o Money intermediaries gain by selling their financial claims is then able 
to be redirected towards investing in other economic units, known as 
direct securities – Intermediaries are investing the borrowed money 

o By pooling many small and short-term deposits, from individual 
investors and transforming these deposits into larger and longer term 
loans, financial intermediaries add value in a process called asset 
transformation (size and maturity) 

TYPES'OF'FINANCIAL'MARKETS'
Can differentiate between financial markets based on the financial instruments traded 
within them.  

4 main markets: 

− Money markets, through which lenders and borrowers are introduced; 
− Capital markets, through which lenders and borrowers are also introduced; 
− Derivatives markets, which facilitate the transference of risk between parties 

and, in doing so, support the money and capital markets; and, 
− Foreign exchange markets, which facilitate international trade and, in doing 

so, also support the money and capital markets.   

Money&Markets&

Money markets are markets that facilitate short-term borrowing and lending.  More 
specifically, the term money markets describes all the financial markets where debt 
instruments that mature in 1 year or less are traded.  

Specific examples of money market submarkets include, but are not limited to: 

− The Short-Term Government Debt Market: Governments commonly manage 
short-run liquidity problems by issuing short-term debt instruments.  For 
example, treasury notes are short-term discount securities* issued by the 
Australian government to manage its short-term liquidity problems.  

− The Interbank Market: Banks engage in very short-term borrowing and 
lending with one another so as to satisfy their short-term liquidity 
requirements; 

− The Bills Market: Bills are bank or non-bank issued short-term discount 
securities.  The commercial bill market, which involves the trading of these 
instruments, represents the largest part of the money market; 

− The Commercial Paper Market: Commercial paper, which are also known as 
a promissory notes, are short-term discount securities that are issued by 
companies with a strong credit rating. The commercial paper market, where 
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these instruments are traded, represents another important component of the 
money markets; 

− The Negotiable Certificates of Deposit (CD) Market: Negotiable certificates of 
deposit are short-term discount securities issued by banks, who satisfy their 
short-term liquidity needs via the issuance of these instruments.  

− Intercompany Market: Companies with surplus funds will lend these funds to 
companies with deficit funds – ie. A company purchases shares in another 
company. Regarded as a money market as maturity is less than 1 year. – 
Direct lending between companies. 

Capital&Markets&

Capital markets are markets that facilitate medium-to-long term borrowing and 
lending. More specifically, the term capital markets describes all the financial markets 
where debt and equity instruments originally maturing in more than 1 year are traded, 
and refers to all markets that trade the following instruments: 

− Medium-to-long term debt instruments, including: 
! Medium-to-long term corporate debt; and, 
! Medium-to-long term government debt. 

− Equity. 

Note: Equity = Stock/Companies – Theoretically should never mature ∴ Capital 

The'Corporate'Debt'Market'
While short-term debt instruments issued by corporations are classified as forming 
part of the money markets, company issued medium-to-long term instruments are 
traded in the capital markets. Examples of instruments in this category include term 
loans, debentures, unsecured notes and subordinated debt.   

The'Government'Debt'market'
While governments manage short-term liquidity problems via the issuance of 
instruments such as treasury notes, which are traded in the money markets, budget 
expenditures are often funded by issuing longer-term debt instruments.  For example, 
if the Australian government requires longer-term funding, the Reserve Bank may 
issue instruments known as treasury bonds.  While these bonds have varying 
maturities, they are invariably in excess of 1 year, meaning they are traded in the 
capital markets.   

The'Equity'Market'
Providers of equity finance receive a share in the ownership of the business in which 
they have purchased shares, providing the businesses with a source of long-term 
funding for use across a number of activities.  Further: 

− Types of equity include ordinary shares and preference shares 
− Equity finance is sought by both public and private companies:   

! Public companies are those who have issued shares through 
an initial public offering (“IPO”) and these shares are now 
traded on at least one stock exchange (eg the Australian Stock 
Exchange, ASX, and the New York Stock Exchange, NYSE) or 
over-the-counter (“OTC”); and, 


