Lesson 2: Economic Functions of International Financial Markets
Introduction:

International financial markets serve several economic functions, including
providing a platform for individuals, companies, and governments to trade financial
instruments across borders, facilitating cross-border investment and financing, and
managing risks associated with international financial transactions. In this lesson, we
will explore in more detail the economic functions of international financial markets.

1. Financing:

International financial markets provide a platform for companies and
governments to raise capital from investors around the world. This is achieved
through the issuance of securities such as stocks and bonds. Companies and
governments can use the proceeds from these securities to fund their operations,
invest in new projects, and repay debts. International financial markets offer
companies and governments access to a broader investor base, which may result
in lower borrowing costs.

2. Investment:

International financial markets enable investors to invest in securities
issued by companies and governments in different countries, providing them
with diversification opportunities. By investing in international financial
markets, investors can spread their investment risks across different countries,
sectors, and currencies. This can help to reduce the overall risk of their
investment portfolios.

3. Risk Management:

International financial markets offer investors and companies a range of
financial instruments that can be used to manage risks associated with
international financial transactions. For example, currency hedging instruments
such as forwards, options, and swaps can be used to manage currency exchange
rate risk. Interest rate swaps can be used to manage interest rate risk, while
commodity futures can be used to manage commodity price risk.

4. Price Discovery:

International financial markets provide a platform for buyers and sellers
to meet and determine the prices of financial instruments based on market
supply and demand. This price discovery process ensures that financial
instruments are priced efficiently, which helps to ensure that capital flows to the
most productive uses. Efficient pricing also promotes transparency and
accountability in financial markets.

5. Liquidity:

International financial markets offer investors a high degree of liquidity,
meaning that investors can easily buy and sell financial instruments at any time.
The presence of liquidity in financial markets ensures that investors can easily



exit their positions when necessary, reducing their exposure to risks. The
availability of liquidity also reduces the cost of capital for companies and
governments.

Conclusion:

In summary, international financial markets play a crucial role in the global
economy by providing a platform for financing, investment, risk management, price
discovery, and liquidity. These economic functions are essential for promoting
cross-border trade and investment, managing risks associated with international
financial transactions, and promoting global economic growth. Understanding the
functions of international financial markets is crucial for investors, companies, and
governments seeking to participate in these markets.



