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Financial Market Instruments: Equity, Debt,
Derivatives & More

Financial market instruments allow the smooth functioning of the financial system. They are used for
lending, borrowing, investment, and hedging risk. Cheques, shares, stocks, bonds, futures, and options
contracts are all financial instruments. They allow firms, governments, and individuals to manage their
money efficiently. Financial markets and instruments play an important economic role by facilitating
capital movement. |IFRS 9 financial instruments offer an umbrella for categorizing and accounting for
financial liabilities and assets. Financial instruments on the capital market promote effective trade and
investment. Instruments in international financial markets enable cross-border trading and investment.

Financial instruments help with economic stability, investment development, and proper fund allocation.
Governments, businesses, and investors apply financial instruments to enable easy financial
transactions. An understanding of financial instruments is critical when investing, managing risk, or
participating in financial markets. These instruments not only generate wealth but also contribute to the
financial stability of an economy. The effective use of these instruments results in strong financial markets
and economic development.

Financial instruments are contracts that provide entitlement to receive or obligation to pay money.
Financial instruments comprise equity, debt, and derivatives. Financial instruments assist individuals and
companies in dealing with risks and investments.

Definition of Financial Instruments

Financial instruments are contracts between parties that involve money transactions. They are priced on
the basis of the underlying asset. They are used for investment, raising capital, or hedging risk.
Businesses, governments, and individuals utilize financial instruments to facilitate smooth financial
processes.

Financial instruments are different contracts, agreements, and securities that specify financial
transactions between two or more parties. They may be straightforward cash transactions or
sophisticated financial derivatives. Financial instruments enable businesses to raise capital, investors to
gain returns, and governments to fund public projects. The traceability of financial instruments increases
market liquidity and efficiency.

Characteristics of Financial Instruments

Financial instruments have certain key characteristics that make them essential for financial transactions:

1. Monetary Value — Financial instruments have a specific financial value. They represent claims

to financial resources.
2. Tradability — Most financial instruments can be bought or sold in financial markets. They

ensure liquidity in the economy.
3. Risk & Return — They involve different levels of risk and potential returns. Investors choose

instruments based on their risk appetite.
4. Maturity Period — Some instruments mature in the short term, while others take years. Maturity

defines the investment horizon and potential earnings.
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5. Legal Framework — Financial instruments operate under specific legal and regulatory
frameworks. Compliance with these rules ensures fair and efficient financial transactions.

6. Market Dependence — The value of financial instruments depends on market conditions. Price
fluctuations impact investment returns and risks.

Financial market instruments fall into different categories depending on their nature and function. They
each have a distinct financial purpose. Proper categorization of financial instruments enables investors
to make better choices and select appropriate investment options.

Equity Instruments

Equity instruments are ownership in a business. Shareholders have dividends and voting rights. Equity
financing enables businesses to raise capital without incurring debt. Investors buy equity instruments for
capital gains and dividend payments.

e Common Stocks — Give rights of ownership and dividends. Investors gain profits depending on
the performance of the company.

o Preferred Stocks — Yield fixed dividends and seniority to common stocks. These stocks give a
sure income but restricted voting rights.

e Convertible Securities — Bonds or preferred stocks that are convertible into common stock.
Investors like these instruments for flexibility and growth opportunities.

Debt Instruments

Debt instruments enable borrowing funds with an undertaking to pay later. They play a key role in funding
business activities and government projects. Debt securities are liked by conservative investors who
desire steady returns.

e« Bonds — Government or corporate issues to raise money. Bonds provide fixed interest and are

classified as safe investments.
e Debentures — Company-issued unsecured loans. They involve more risk but have good

returns.
e Loans & Credit Facilities — Banks extend organized debt instruments to individuals and
companies. Examples are term loans, credit lines, and mortgage-backed securities.

Derivative Instruments

Derivatives derive value from underlying assets such as stocks, bonds, or commodities. They are used
for hedging risks and speculative trading. Derivatives help investors manage price fluctuations and
uncertainties in financial markets.

e Futures — Agreements to purchase or sell an asset in the future. Futures contracts are
commonly used for commodities and stock indices.

e Options - Give the option, but not the obligation, to buy or sell an asset. Trading in options
makes flexibility and low-risk exposure possible.

e Swaps — Contracts to exchange cash flows among two counterparties. Swaps are employed to
manage interest rates and foreign currencies.
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Money Market Instruments

Short-term tools for the management of liquidity. These tools assist firms and governments in meeting
short-term capital requirements. They facilitate smooth finances by allowing speedy access to finances.

e Treasury Bills — Government securities with low maturities. They are safe investments with
fixed returns.

e Commercial Paper — Short-term corporate unsecured debt. Companies utilise commercial
paper for short-term financing.

o Certificates of Deposit — Fixed-maturity and fixed-interest bank-issued savings certificates.
These are safe investment vehicles with certain returns.

It is simpler to understand financial instruments with examples. Financial instruments and markets are
applied worldwide for investment, financing, and hedging risk. Some real-world examples are:

Equity Instrument Examples

o Purchasing Reliance Industries shares on the stock market. Investors become part of the
company and earn dividends.
e Buying Apple Inc.'s preferred shares. The shares provide fixed dividends and certainty.

Debt Instrument Examples

e Buying a U.S. Treasury bond with 10 years until maturity. Bonds offer safe investment
opportunities with set interest payments.

e Investment in Tata Motors' corporate bonds. Corporate bonds provide good returns but carry
greater risks.

Derivative Instrument Examples

e Speculating on market trends by trading Nifty 50 futures. Investors employ futures contracts for
profit and risk management.

e Purchasing options contracts of Tesla shares. Options enable traders to benefit from price
fluctuations with limited risk.

Money Market Instrument Examples

o Keeping commercial paper of HDFC Bank. Short-term debt instruments assist firms in fulfilling
liquidity requirements.

e Investing in Indian government treasury bills. Treasury bills provide a risk-free investment with
guaranteed returns.

Financial instruments is key to economic growth and stability. Financial instruments offer a formal method
for raising capital, investing, and risk management. Effective financial markets guarantee economic
progress and wealth accumulation.
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Role in Economic Growth

Offer capital to companies to extend business. Capital instruments facilitate the investment of funds in
sectors. Finance government infrastructure projects. Bond markets aid public sector development. Invest
in supporting startups and small businesses.

Risk Management

Provide investors with a way to hedge risks using derivatives. Hedging technigues minimize financial
uncertainty. Minimize financial uncertainty through fixed-income securities. Investors look for stability in
bond markets. Provide diversification opportunities to reduce the risks of investment.

Liquidity and Investment Opportunities

Make quick sale and purchase of securities. Market liquidity facilitates efficient exchange of finance. Offer
alternative investments for adventurous appetites. Investors choose securities based on risk tolerance.

Facilitation of International Trade

International financial market instruments facilitate the global operations of businesses. Cross-border
transactions are enabled by forex and derivative markets. Facilitate the exchange of currencies using
forex markets. Companies hedge against currency risks through financial instruments.

Financial market instruments are discussed in the Financial Management (FM) and Advanced Financial
Management (AFM) papers within the ACCA syllabus. These instruments are important for corporate
finance management, investment choices, risk management, and financial planning. ACCA candidates
must study how various financial instruments affect company valuations, financial reports, and business
funding choices.

Financial Market Instruments ACCA Questions

Q1: Which financial instrument represents ownership in a company and entitles the holder to a share of

the company’s profits?
A) Bonds
B) Preferred Shares
C) Common Stocks

D) Treasury Bills
Answer: C) Common Stocks

Q2: Which financial instrument is considered a short-term debt security typically issued by corporations

for funding working capital needs?
A) Corporate Bonds
B) Commercial Paper
03] Treasury Notes

D) Equity Shares

Answer: B) Commercial Paper
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Q3: What is the primary risk associated with derivative financial instruments?

A) Default Risk
B) Market Risk
C) Liquidity Risk

D) Counterparty Risk

Answer: D) Counterparty Risk

Q4. IFRS 9 classifies financial assets based on:
A) Their legal structure
B) The entity’s accounting policies
(03] Business model and cash flow characteristics

D) Historical cost measurement
Answer: C) Business model and cash flow characteristics

Q5: Which financial instrument allows investors to hedge against currency fluctuations?

A) Corporate Bonds
B) Futures Contracts
(03] Preferred Shares

D) Treasury Bills

Answer: B) Futures Contracts

CMA syllabus teaches financial instruments as part of financial decision-making and risk management
themes. Regarding investment appraisal and capital budgeting, US CMA professionals must be
conversant with bonds, equities, derivatives, and money market instruments. An understanding of
financial instruments assists in the analysis of financial risks and maximization of corporate financial
performance.

Financial Market Instruments CMA Questions

Q1: Which of the following financial instruments pays a fixed interest rate and has a maturity date?

A) Common Stock
B) Corporate Bonds
C) Derivatives

D) Money Market Funds

Answer: B) Corporate Bonds

Q2: What is the primary function of money market instruments?
A) Long-term capital investment
B) Short-term liquidity management
C) Equity valuation

D) Venture capital financing
Answer: B) Short-term liquidity management
Qs3: A forward contract is different from a futures contract because:

A) It is traded on an exchange
B) It is customized and privately negotiated
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C) It has a higher margin requirement
D) It can only be used by institutional investors

Answer: B) It is customized and privately negotiated

Q4: Which financial instrument provides periodic interest payments and repays principal at maturity?

A) Preferred Stock
B) Convertible Bonds
03] Common Equity

D) Treasury Bills

Answer: B) Convertible Bonds

Q5: In risk management, derivatives are used primarily for:
A) Speculation
B) Hedging
(03] Increasing credit exposure

D) Liquidity management

Answer: B) Hedging

The US Certified Public Accountant (CPA) curriculum covers financial market instruments in Financial
Accounting and Reporting (FAR) and Business Environment and Concepts (BEC) modules. CPAs are
required to comprehend how financial instruments are accounted for, measured, and disclosed in
financial reports. Financial instruments are important for auditors, tax experts, and corporate finance
professionals who handle risk assessment and regulatory compliance.

Financial Market Instruments CPA Questions

Q1: How are financial market instruments reported under u.S. GAAP?
A) At fair value or amortized cost, depending on classification
B) Only at historical cost
(03] Only at fair value through profit and loss

D) Not recorded in financial statements
Answer: A) At fair value or amortized cost, depending on classification

Q2: Which financial instrument is backed by the U.S. government and considered virtually risk-free?

A) Corporate Bonds
B) Treasury Bills
03] Municipal Bonds

D) Preferred Shares
Answer: B) Treasury Bills

Q3: The key difference between a debenture and a secured bond is that:

A) A debenture has no collateral backing
B) A secured bond is riskier than a debenture
C) Debentures are issued by governments only

D) Secured bonds have higher yields than debentures
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Answer: A) A debenture has no collateral backing

Q4: Which of the following is an equity instrument that gives holders a right to receive fixed dividends?

A) Common Stock
B) Convertible Bonds
03] Preferred Stock

D) Treasury Notes
Answer: C) Preferred Stock

Q5: Under IFRS 9, how should an equity investment be classified if an entity plans to hold it for trading?

A) Amortized cost
B) Fair value through profit and loss
03] Fair value through other comprehensive income

D) Historical cost

Answer: B) Fair value through profit and loss

Chartered Financial Analyst (CFA) curriculum covers financial instruments under Investment
Management, Portfolio Management, and Derivatives. Candidates for the CFA program learn the
valuation, pricing, and risk of bonds, equities, derivatives, and money market instruments. There is a
fundamental need to have in-depth knowledge of financial instruments to make wise investment decisions
and administer financial portfolios.

Financial Market Instruments CFA Questions

Q1: Which financial market instrument provides exposure to a diversified portfolio of securities with lower

transaction costs?
A) Derivatives
B) Exchange-Traded Funds (ETFs)
03] Treasury Notes

D) Commercial Paper

Answer: B) Exchange-Traded Funds (ETFs)

Q2: A callable bond allows the issuer to:
A) Convert bonds into equity shares
B) Pay periodic interest payments
03] Redeem the bond before maturity

D) Increase the bond’s interest rate
Answer: C) Redeem the bond before maturity

Q3: What is the main purpose of a credit default swap (CDS)?

A) To hedge against credit risk
B) To trade interest rate fluctuations
03] To reduce transaction costs

D) To speculate on commodity prices

Answer: A) To hedge against credit risk
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Q4: What is the primary  feature of an asset-backed security (ABS)?

A) It is backed by tangible assets
B) It provides equity ownership
C) It offers government protection

D) It has variable interest rates

Answer: A) It is backed by tangible assets

Q5: A Zero-coupon bond differs from a traditional bond because it:
A) Pays interest semi-annually
B) Has a higher yield than coupon bonds
(03] Does not pay periodic interest payments

D) Is only issued by governments

Answer: C) Does not pay periodic interest payments
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