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Today’s Outline 
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 Overview of Financial System 

 Financial Markets 

 Function and Structure 
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 Classification of Financial Institutions 

 Function of Financial Institutions 
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Management, sponsored by Bangkok Bank 
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Introduction 

About You 

1. Form a group of no more than 11 members 

2. Select 2 positions: Group CEO and Secretary 

3. CEO leads the group to pick a company in SET100 which will represent 

your group. 

4. You are given 10 min to prepare a 2-min presentation. 

5. Within 2 min, CEO will introduce the company and its industry, and all the 

officers (Name, nickname, high school, and something unique about 

him/herself). Secretary can help. 

6. Take a group photo and submit towacharaphanart@gmail.com before next 

class, together with name list, IDs and emails. Extra credits for 2 groups 

with the most memorable picture! 
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Make it fun! 
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Recommended Textbooks 

 Mishkin and Eakins (2014),  

Financial Markets and Institutions,  

8th Edition, Pearson. 

  

 McMillan and Pinto (2011),  

Investments: Principles of Portfolio and Equity 

Analysis, 1st Edition, Wiley. 
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Grading 

Criteria 

 A  = 4.0 (90 – 100) Excellent 

 B+ = 3.5 (85 – 89) Very Good 

 B = 3.0 (80 – 84) Good 

 C+ = 2.5 (70 – 79) Fair 

 C = 2.0 (60 – 69) Adequate 

 D+ = 1.5 (55 – 59) Poor 

 D = 1.0 (50 – 54) Very Poor 

 F = 0.0 (<49) Fail 

Composition 

 Class Attendance  

and Participation 15% 

 Case Studies 20% 

 Midterm Exam 25% 

 Final Exam  40% 
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Financial Calculator 

Recommended Calculators: 

Texas Instruments BAII Plus or  

Texas Instruments BAII Plus Professional: 

 Highly recommended if you want to pursue your 
career in business or finance  

 These are 2 out of 4 required models to sit for the 
CFA exam.  

 The other 2 are HP12C and HP12C Platinum which 
are, for many people, more difficult to use. 

 Very practical, but quite expensive  
(Around 1,700 for ordinary model and 2,500 baht for 
professional model at B2S)  

 The Professional model has 5 more functions.  
I personally think that they do not justify a much 
higher price. 
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The World of Finance 

Companies Investors 

Banks 

Brokers 

Dealers  

Bond Market 

Stock Market 

$ $ 

FN 311 

Tools for 
CFOs 

FN 211 

Markets and 
intermediaries  

FN 312 

Tools for 
investors  
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Today’s Outline 

 Course Introduction 

 Overview of Financial System 

 Financial Markets 

 Function and Structure 

 International Financial Markets 

 Financial Institutions 

 Classification of Financial Institutions 

 Function of Financial Institutions 
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Overview of Financial System 

 The financial system is the collection of markets, institutions, 
laws, regulations, and techniques through which bonds, 
stocks, and other securities are traded, interest rates are 
determined, and financial services are produced and 
delivered around the world.  

 

 The primary task of the financial system is to move scarce 
loanable funds from those who save to those who borrow to 
buy goods and services and to make investments in new 
equipment and facilities, so that the global economy can 
grow and the standard of living can increase. 
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Circular Flow of Income, Payments, and 

Production in the Global Economic System 

Producing units 
(mainly business firms 

and governments) 

Consuming units 
(mainly households) 
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Functions Performed by the Financial System 

 Savings function. (= flow) The global 

system of financial markets and 

institutions provides a channel for the 

public’s savings.  

 

 Wealth function. The financial 

instruments sold in the money and 

capital markets provide an excellent 

way to store wealth (accumulated 

savings = stock) until funds are 

needed for spending.  
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Functions Performed by the Financial System 

Wealth function: 
Wt = Σi Ait 

 

 Wealth is the sum of the values of all individual assets 
held. Wealth is built up over time by a combination of 
current savings plus income earned on previously 
accumulated wealth. 

 

Δ Wt = St + (rt * Wt-1) 

 

 Δ Wt is the change in wealth in the current period 

 St is the volume of current savings 

 rt is the average rate of return on accumulated assets 

 Wt-1 is the initial value of all accumulated wealth held 
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Functions Performed by the Financial System 

Wealth function (Cont.) 
 

 The portion of wealth held by society in the form of financial 
wealth (stocks, bonds, deposits, etc.) is substantial. 
 

 Financial Wealth of US Households & Non-Profits in Q1, 2017 

 Total Financial Assets – Debt  = Net Financial Wealth 

           = USD 94.8 trillion 

 

 Wealth holdings represent stored purchasing power that will 
be used in future periods as income to finance purchases of 
goods and services and to increase society’s standard of 
living. => Pension Fund 
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Functions Performed by the Financial System 

Wealth function (Cont.) 
 

 Income is created by the rate of return (rt) that current 
wealth holdings (Wt-1) generate for their owners 
 

Yt = rt * Wt-1 

 

 In turn, that wealth-created income leads to both increased 
consumption spending (Ct) and to new savings (St); 
 

Yt = Ct + St 

 

 resulting in a higher standard of living for those who hold 
wealth in income-generating forms. 
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 Liquidity function. Financial markets provide 

liquidity for savers who hold financial 

instruments but are in need of money. 

 

 Credit function. Global financial markets 

provide credit to finance consumption and 

investment spending. 

 

 Payments function. The global financial 

system provides a mechanism for making 

payments for goods and services: checking 

account, credit cards, electronic payments, 

digital currency 

Functions Performed by the Financial System 
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 Risk protection function. 

The financial markets 

around the world offer 

businesses, consumers, 

and governments 

protection against life, 

health, property, and 

income risks. 

Functions Performed by the Financial System 
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The Creation of Financial Assets 

A financial asset is …  

 a claim against the income or wealth of a business 
firm, household, or unit of government, 

 represented usually by a certificate, receipt, 
computer record file, or other legal document,  

 and usually created by or related to the lending of 
money. 
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The Creation of Financial Assets 
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Characteristics of Financial Assets 

• Financial assets are sought after because they 
promise future returns to their owners and serve as 
a store of value (purchasing power). 

• Financial assets do not provide a continuing 
stream of services to their owners as a home, a car 
or washing machine would do. Their value rests on 
faith that their issuer will honor his or her 
contractual promise to pay. 
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Characteristics of Financial Assets 

• They do not depreciate like physical goods, and 
their physical condition or form is usually not 
relevant in determining their market value.  
• A stock certificate is not more or less valuable because of 

the size or quality of paper it is printed on. 

• Their cost of transportation and storage is low, such 
that they have little or no value as a commodity. 

• Financial assets are fungible – they can easily be 
changed in form and substituted for other assets.  
• A bond or a share of stock can be quickly converted into 

any other asset the holder desires. 
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Different Kinds of Financial Assets 

• is generally accepted in payment for the 
purchases of goods and services. Examples 
include currency and checking accounts. 

Money 

• is a debt security that promises to make 
payments periodically for a specified period of 
time. 

Bond 

• (or equities) represents a share of ownership 
in a corporation Stock 

• is a financial security whose payoff is linked to 
another, previously issued security.  Derivative 
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Savings and time deposits 
in the banking system 

 
Money Market Funds 

(MMFs) 
 

Negotiated Certificate of 
Deposit (NCD) 

 
Bill of Exchange (B/E) 

issued by banks 

+ 

Broad Money 

Transferable 

deposits  

in the 

banking 

system 

+ 

Narrow Money 

Currency 

(notes and 

coins) 

Source: Bank of Thailand 

*Transferable deposits = เงินฝากกระแสรายวนั 

Money 
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A Bond is a debt security that promises to make payments periodically for a 
specified period of time. 

 An interest rate is the cost of borrowing or the price paid for rental of funds. 

 Because different interest rates tend to move together, economists usually lump 
interest rates together and refer to “the” interest rate.  

 Other debt securities include bills, notes, accounts payable, credit card loans, 
mortgage loans and savings deposits.  

 

Bond 
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Stock 

• Stock or equities represent a share of ownership in 
a corporation. It is a security that is a claim on the 
earnings and assets of the corporation. 

• 2 types of equities: common stock and preferred 
stock. 

• Companies initially sell stock (in the primary 
market) to raise money. But after that, the stock is 
traded among investors (secondary market). 

• Of all the active markets, the stock market receives 
the most attention from the media, probably 
because it is the place where people get rich (and 
poor) quickly 
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Derivative is a financial security whose payoff is linked to 
another, previously issued security.  
• It generally involves an agreement between two parties to exchange 

a standard quantity of an asset or cash flow at a predetermined price 
and a specified date in the future. 

• Futures/Forwards are contracts to buy or sell an asset on or before a 
future date at a price specified today.  

• A futures contract is a standardized contract traded in an exchange,  

• A forward contract is a non-standardized contract written by the parties 
themselves. 

• Options are contracts that give the owner the right, but not the obligation, 
to buy or sell an asset. 

• Swaps are contracts to exchange cash (flows) on or before a specified 
future date based on the underlying value of currencies/exchange rates, 
bonds/interest rates, commodities, stocks or other assets. 

Derivative 
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The Foreign Exchange Market 

 Foreign Exchange Market is a worldwide, 

decentralized, over-the-counter market for the 

trading of currencies.  

 The primary purpose of the foreign exchange 

market is to assist international trade and 

investment, by allowing businesses to convert 

one currency to another currency. 

 It also helps determine the relative values of 

different currencies.  

 Average daily turnover in global fx markets is 

estimated at $4.0 trillion! 

 Top-3 most traded currencies are USD (87%), 

EUR (33%), JPY (23%)  

The quotation USD/THB = 

33.25  is the price of the US 

dollars expressed in Thai Baht, 

meaning 1 dollars = 33.25 

Baht. The market convention is 

to quote most exchange rates 

against the USD with the US 

dollar as the base currency 

(e.g. USDJPY, USDCAD, 

USDCHF).  

 

The exceptions are the British 

pound (GBP), Australian dollar 

(AUD), the New Zealand dollar 

(NZD) and the euro (EUR) 

where the USD is the counter 

currency (e.g. GBPUSD, 

AUDUSD, NZDUSD, EURUSD) 
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Today’s Outline 

 Course Introduction 

 Overview of Financial System 

 Financial Markets 

 Function and Structure 

 International Financial Markets 

 Financial Institutions 

 Classification of Financial Institutions 

 Function of Financial Institutions 
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Function of Financial Markets 

 Channels funds from person or business without 

investment opportunities (i.e., “Lender-Savers”) to 

one who has them (i.e., “Borrower-Spenders”)  

 Improves economic efficiency 

 
Borrower-Spenders 

1. Business firms 

2. Government 

3. Households 

4. Foreigners 

 

Lender-Savers 

1. Households 

2. Business firms 

3. Government 

4. Foreigners 
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Function of Financial Markets 

• Borrowers borrow directly from lenders in 
financial markets by selling financial 
instruments which are claims on the borrower’s 
future income or assets 

Direct 
Finance 

• Borrowers borrow indirectly from lenders via 
financial intermediaries (established to source 
both loanable funds and loan opportunities) by 
issuing financial instruments which are claims 
on the borrower’s future income or assets 

Indirect 
Finance 
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Function of Financial Markets 
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Borrowers 
(DBUs) 

Lenders 
(SBUs) 

Financial Claims 
(Equity and debt 

instruments) 

Cash 

Direct Finance – Direct lending gives rise to direct claims against 
borrowers. 

• Both borrower and lender must desire to exchange the same amount of funds at the 

same time.  

• The lender must be willing to accept the borrower’s IOU, which may be risky. 

• This incurs substantial information costs, simply to find each other. 

• Example: borrow money from a friend and give him or her your IOU, purchase 
stocks or bonds directly from the issuing company. 

The Evolution of Financial Transactions 
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Borrowers 
 
 

Investment 
banks 

 
 

Lenders 

Direct Claims 

(Equity and debt securities) 

Direct Claims 

(Equity and debt securities) 

Cash Cash 

Semidirect Finance – Direct lending with the aid of market makers 
who assist in the sale of direct claims against borrowers. 

• Brokers – match buyers and sellers 

• Dealers – acquire securities from sellers (take position of risk) with hope to sell to 

buyers later at better price. 
• Lower information (search) cost. Lenders must be willing to take risk. 
• Example – buy stocks and bonds from investment banks in primary markets 

The Evolution of Financial Transactions 
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Borrowers 
Asset 

Transformers 

(banks, finance 

companies, 

insurance 

company, 

pension funds) 

Lenders 

Direct Claims/Primary Sec. 

(Equity and debt securities) 

Indirect Claims/Secondary Sec. 

(Deposits and insurance policies) 

Cash Cash 

Indirect Finance – Financial intermediation of funds. 

• Asset transformers offering low risk, indirect claims with small denominations 

to lenders while granting higher risk, more illiquid investments (e.g., loans) to 

borrowers 

• Example: buy insurance policy, deposit money at a bank  

The Evolution of Financial Transactions 
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Direct, Semi-direct or Indirect Finance? 

Borrowing money from a bank Indirect 

Purchasing a life insurance policy Indirect 

Selling shares of stock through a broker Semi-direct 

Lend money to a friend Direct 

Selling shares of stock to a colleague at work Direct 
(Secondary) 

purchase stock from your investment banker Semi-direct 

Your corporation's contracting with an 
investment banker to help sell its bonds 

Semi-direct 
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 The financial markets are structures through which 

funds flow.  
 Financial markets make possible the exchange of current 

income for future income and the transformation of 

savings into investment so that production, employment, 

and income can grow. 

 The suppliers of funds to the financial system can expect 

not only to recover their original funds but also to earn 

additional income as a reward for waiting and for 

assuming risk. 

Structure of Financial Markets 
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Structure of Financial Markets 

Primary vs. Secondary 
 Primary markets are markets in which users of 

funds (e.g., corporations and governments) 

raise funds by issuing financial instruments 

(e.g., stocks and bonds).  
 Most transactions are arranged through 

investment banks and can be either 
 Public Offering (initial PO or seasoned PO) 

 Private Placement 

 

 Secondary markets are markets where 

financial instruments are traded among 

investors (e.g., Stock Exchange of Thailand, 

NYSE and NASDAQ) 
 Provide information about the current market 

value for the issuers. 
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Structure of Financial Markets 
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Structure of Financial Markets 

Exchange vs. Over-the-counter 

 Exchange markets are markets where trades are conducted 
in a central location. The market has a big computer system 
that match buy and sell orders.  
 We usually trade stocks + futures + options (secondary markets) in 

exchanges. 

 Examples are New York Stock Exchange (NYSE),  Chicago Board of 
Trade (CBT), the Stock Exchange of Thailand (SET), TFEX, AFET  

 

 Over-the-counter markets are markets where dealers at 
different locations. Buy and sell customers trade at price 
quoted by dealers. 
 We usually trade bonds + forwards + swaps + currencies  

(secondary markets) in OTC markets. 

 Examples are the NASDAQ, the secondary bond market in the US 
and the secondary bond market in Thailand 
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Structure of Financial Markets 

Money vs. Capital Markets 

 Money markets are markets that trade instruments with 
maturities of one year of less.  
 where individuals and institutions with temporary surpluses of funds 

meet the needs of those who have temporary shortages of funds.  

 Instruments include Treasury bills, repurchase agreements, 
interbank loans, commercial papers, and bills of exchange. 

 

 Capital markets are markets that trade instruments with 
maturities of more than one year.  
 These securities finance long-term investments (such as factories, 

highways, schools, homes, etc.) by businesses, governments, and 
households. 

 Instruments include mortgage loans, consumer loans, government 
bonds, corporate bonds and corporate stock. 
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Structure of Financial Markets 

Derivative Security Markets are markets in which derivative 

securities trade.  

 Futures and Options are traded on exchanges 
 Example: Thailand Futures Exchange (TFEX), Chicago Board of Trade 

(CBT), Chicago Mercantile Exchange (CME), New York Mercantile Exchange 

(NYMEX)  

 Forwards and Swaps, since they are not standardized, can 

be traded in OTC markets. 
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International Financial Markets 

• Sold in a foreign country and are denominated in that currency’s currency. 

• Example: Hana Bank (from Korea) issued bond in Thailand,  
denominated in Thai Baht.  

Foreign bonds 

• Denominated in one currency, but sold in a different market 

• Example: Toyota issued bonds in US Dollars and sold in London. 

• Over 80% of new bonds are Eurobonds. 

Eurobonds 

• Foreign currency deposited outside of home country 

• Eurodollars are U.S. dollars deposited in, say, London. 

• Gives U.S. borrows an alternative source for dollars. 

Eurocurrency Market 



FN 211 Financial Markets   49 

Primary or Secondary Market? 

Google issues $300 million of new common stock. Primary 

GE issues $500 million of 5-year bonds. Primary 

Mary sells $5,000 of GM stock through her broker. Secondary 

Linda buys 10 futures contracts from an exchange. Secondary 

ABC Pension Fund sells $10 million of Intel stock. Secondary 

Commercial Paper Money 

Treasury Bills Money 

Common Stock Capital 

Government Bonds Capital 

Repurchase Agreements Money 

Money or Capital Market? 
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Overview of Financial Institutions 

 Institutions that perform the essential function of 

channeling funds from those with surplus funds to 

those with shortages of funds. 

 Examples are banks, insurance companies, 

securities firms and investment banks, finance 

companies, mutual funds, pension funds, etc. 
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Classification of Financial Institutions 

 Depository institutions derive the bulk of their 
loanable funds from deposit accounts sold to the 
public.  

 Commercial banks, credit unions. 

 Contractual institutions attract funds by offering 
legal contracts to protect the saver against risk. 

 Insurance companies, pension funds. 

 Investment institutions sell shares to the public and 
invest the proceeds in stocks, bonds, and other 
assets. 

 Asset Management Companies who sell units of 
mutual funds, money market funds, etc. 
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Classification of Financial Institutions 
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Depository Institutions 

 Commercial Banks 

 depository institutions whose 

major assets are loans and major 

liabilities are deposits 
 

 Credit Unions 

 issue deposits as shares and are 

owned collectively by their 

depositors, most of which at credit 

unions belong to a particular 

group, e.g., a company’s workers 
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Contractual Savings Institutions 

 Life Insurance companies 

 Insure people against financial 

hazard following a death and sell 

annuities. 

 Property and Casualty 

Insurance companies 

 Insure policy holders against loss 

from theft, fire, accidents, etc. 

 Pension Funds 

 financial institutions that offer 

savings plans for retirement 

 

http://www.sso.go.th/
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Investment Institutions 

 Securities firms and investment 

banks 

 financial institutions that underwrite 

securities and engage in securities 

brokerage and trading 

 

 Mutual Funds 

 financial institutions that pool 

financial resources and invest in 

diversified portfolios 

 

http://www.kimeng.co.th/thai/index.asp
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Investment Institutions 

 Finance companies 

 financial institutions that make loans 

to individuals and businesses 

 

 Credit Foncier 

 financial institutions that make loans 

to real estate businesses. 

 

http://www.lynnphillips.co.th/
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A Financial Conglomerate consists of a bank, an asset 
management company, an insurance company, etc.  
Notice that, under each group, there is only one deposit-taking 
institution (which is a bank)  

Financial Conglomerates 
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Function of Financial Institutions 

Transactions Costs  

• Reduce transactions costs by developing expertise and economies of scale  
(One full-time banker can make loans to 10 companies) 

Risk Sharing 

• FIs create and sell assets with lesser risk to one party in order to buy assets with 
greater risk from another party. This process is referred to as asset transformation. 

• FIs also help by providing the means for individuals and businesses to diversify their 
asset holdings. 

Asymmetric Information 

• Adverse Selection (Before transaction occurs) 

• Potential borrowers most likely to produce adverse outcome are ones most likely 
 to seek a loan (Unhealthy people want their known medical problems covered) 

• Moral Hazard (After transaction occurs) 

• Hazard that borrower has incentives to engage in undesirable (immoral) activities  
making it more likely that won’t pay loan back  
(People may engage in risky activities only after being insured) 
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Services Performed by Financial Institutions 

 Monitoring Costs 

- FIs can hire employees with superior skills and training who will 

collect information and monitor the ultimate fund users on 

behalf of the fund suppliers. 

- This helps alleviate the free-rider problem that exists when 

small fund suppliers leave it to each other to collect information 

and monitor a fund user. 

- In an economic sense, fund suppliers have appointed FI as a 

delegated monitor to act on their behalf. 

 

 Liquidity and Price Risk 

- FIs act as asset transformer by issuing secondary securities 

which are very liquid, with low risk of default, to make loans or 

buy stocks and bonds which are less liquid and has higher risk 

of default. 
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Services Performed by Financial Institutions 

 Maturity Intermediation 
- FIs have ability to provide long-term loans while still 

raising funds with short-term liability contracts such as 
deposits. 

 
 Denomination Intermediation 

- FIs issue secondary securities which have small 
denomination for small savers and, in turn, make loans or 
buy stocks and bonds in large denomination. 

 
 Money Supply Transmission 

- Since bank deposits are a significant component of the 
money supply, FIs play a key role in the transmission of 
monetary policy from the central bank. 
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Services Performed by Financial Institutions 

 Credit Allocation 

- Policy makers may want to finance particular sectors 

(BAAC for farmers, GHB for home buyers, SME Bank for 

SMEs, etc.) 

 

 Intergenerational Wealth Transfers 

- life insurance companies and pension funds provide 

savers with the ability to transfer wealth from their youth to 

old age as well as from one generation to the next. 

 

 Payment Services 

- Check-clearing and wire transfer services 
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 Credit, the Common Commodity. Borrowers can switch from 

one market to another, seeking the most favorable credit 

terms wherever they can be found. This helps bring the 

credit costs in the different markets into balance with one 

another. 

 Speculation and Arbitrage.  

 Speculators are risk seekers who are willing to gamble their funds 

even when the probability of success is low. They help level out the 

prices of securities  

 Buy underpriced securities with hope that prices will go up 

 Arbitrageurs make profit when prices of securities in different markets 

appear to be out of line with each other. They help maintain 

consistent prices between markets.  

 Long underpriced securities and short overpriced securities with hope that 

prices will converge 

Factors Tying All Financial Markets Together 
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Bank-Dominated Versus Security-

Dominated Financial Systems 

 Lesser-developed financial systems are often bank-

dominated financial systems, in which banks and 

other similar institutions dominate in supplying 

credit and attracting savings. 

 

 The more mature systems today are becoming 

security-dominated financial systems, in which 

traditional intermediaries play lesser roles and 

growing numbers of borrowers sell securities to the 

public to raise the funds they need. 


