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Introduction


In the financial industry, banks represent very important sectors where the level of benefit has a great importance in the global economy. The Banking sector is one of the most important sectors in the economy. In the first part of  this coursework, we will analyze the importance of tier 1 capital for HSBC bank and Lloyds bank. For calculation and examination of tier 1 capital we have collected data from financial statements of HSBC and Lloyds bank.  Through the liquidity coverage ratio we will look at  liquidity requirements for these two banks and how the banks meet their liquidity needs. In this part we will cover also even the importance of regulatory policy in the banking sector. 

The second part of this coursework will focus on the  theoretical review of financial markets. It will discuss the importance of financial markets in the financial sector and in the economy. In this part we will look at the theories about EMH and their three main forms. 
We will describe and explain what are commercial banks,investments banks,mutual funds and hedge funds. We will explain also their importance in the financial markets. The aim of this coursework in the second part is to explain the financial derivatives and how investors use them to protect from price movement or for speculation. 


















[bookmark: _Toc503118496]	Literature Review

According to (S.Mishkin & Serletis, 2011) ,Financial markets are markets in which funds are transferd from people who have a surplus  to people who have a shortage of resources. Financial markests are important for both individuals and businesses. Without financial markets,we could not have an efficient allocation of funds. Furthermore, financial markets help to enhance liquidity between businesses and individuals. The prices in finanacial markets reflect both demand and supply.In a financial markets  individuals,businesses and government can trade commodities and financial securities. “The objective of Tier 1 capital is to ensure the existence of the financial institution on a going concern basis and to limit the risk of a shortfall of the creditors” (Liang, 2014). 

In their study Barrel et al.,(2011) have shown that the bank’s behavior change considerably when they have high tier 2 ratio evenin the case when total capital does not have a high value. This shows the advantages of tier 2 capital (additional capital) which can lead to increase of moral hazard and a poor management against ofbanking stress.Goddard et al.,(2004) in their empirical study analyzed the profitability’s determinants in Europian Banks. They concluded that the level of profit is sustainable and existence of a positive between  relation capital, total assets,and profitability.

“Companies with external growth strategies may need to hold extra capital for unpredictable acquisition opportunities” (Berger, et al., 2008).The study   also argued that a low rate of capital will put a bank in a dangerous position which can affect negatively the bank’s profitability.The argument above  emphasized the importance of capital requirements policy by central bank because a strong capital structure will allow them to reduce the cost of capital and increase the profitability during financial crises.
	
According to Molyneux & Thornton (1992) banks with  the high level of capital can reduce their cost of capital and this can affect positively the profitability . Basel II and Basel III accept that the majority of bank insolvency is caused by loan losses. To solve this issue  the Basel policy aim is  that commercial banks have high capital requirement ratio that can use during stress situation
[bookmark: _Toc503118497]Analyse of Tier 1 Capital HSBC

Tier 1 ratio is a capital reserve that banks hold in their account and use as fund source. Tier 1 capital ratio is equal to risk -weighted assets multiple tier one ratio .Under Basel III Tier 1 Capital is divided into two components : Common Equity Tier 1 and Additional Tier 1 Capital.Common Equity Tier 1 ratio shows the amount of money that bank has to cover any loss that might occur in the future. 

Table 1: The analyse of Tier 1 Capital

	Year 
	Core Tier 1 Minimum
	Common Equity Tier 1 Ratio
	Tier 1 Ratio 
	Common Equity Tier 1 Capital
	Additional Tier 1 Ratio

	2016
	4.5  %
	13.6 %
	16.1% 
	$ 116,552 
	$ 21,470

	2015
	4.5  %
	11.9 %
	13.9%
	 $ 130,863
	$ 22,440

	2014
	4.0 %
	10.9 %
	12.9 %
	$ 133,200
	$ 19,687

	2013
	3.5 %
	10.8 %
	12. 5 % 
	$ 149,051
	$ 16,110

	2012
	2.0 % 
	9.5 %
	13.4 % 
	$ 138,789
	$ 17,301



Source: HSBC Annual report 2012-2016
From the above data, we can see that HSBC has sufficient capital to cover its unexpected losses. Forbes (2017) on its website argues that “HSBC now has the highest  CET1 ratio figure of 14.3% among major European banks .From the information above we can conclude that HSBC is able to fulfill their costumers need because its Tier 1 Ratio is higher than minimum requirements. Common Equity Tier 1 Ratio has  increased with $ 10,262bn (149,051-138,789) between 2012 and 2013. From 2013 to 2016 Common Equity Tier 1 Ratio decreased with $ 324,499bn (149,051-116,552). The lowest amount was in 2016 with only $116,552bn. According to HSBC Annual Report (2017) the possible reason for this decrease in CET1 are :
1. Unfavourable movements in foreign currency which caused a decrease of  $7.8bn in CET1.
2. The fall from the change in the treatment of BoCom caused a decrease with $5.6bn in Common Equity Tier 1 Ratio. 
3. Share payback led to a fall with  $2.5 bn in CET1
4. Sales of HSBC  operations in Brasil contributed with $2.4bn decrease in CET1. 
5. The decrease in RWAs ( $245.8bn) as result of  the  implementation  of Risk Weighted Assets  Reduction initiatives. 



Graph 1 : Comparison between minimum tier 1 and Tier 1 Ratio 

The graph above compares the Tier 1 Minimum and Tier 1 Ratio. In 2012 tier 1 minimum ratio was 2 % while tier 1 ratio was 13.4% . In 2013 tier 1  minimum is increased  to 3.5 % while tier 1 ratio has decreased to 12.5% . From 2013 both tier 1 minimum and tier 1 ratio has increased steadly. For HSBC the highest value of tier 1 ratio was in 2016 (16.1%) while the lowest was in 2013 (12.5 %). HSBC is a strongly capitalised bank ,common Equity Tier 1 ratio increased steadily from 2012 to 2016. According to (Padberg, 2017) HSBC was ranked the best bank regarding  market capital among 45 European banks in 2015. 
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Liquidity in a bank reflects bank’s ability to meet their demands upon it. “The objectivity of Liquidity cover ratio is to promote the short - term resilience of the liquidity risk profile of banks “ (Basel Committee on Banking Supervision, 2013). The main aim of this ratio is to show that banks have sufficient funds  to meet their liquidity needs. Liquidity Coverage Ratio applies to all large banks which have a capital more than $250bn . Basel Committee introduced the LCR in January 2015. In 2015 the minimum of Liquidity Coverage Ratio was 60 % while in 2019 it will be 100 %. Now all large banks are subject to liquidity Coverage ratio under Basel Committee . 



Table 2: LCR minimum requirement under Basel III
	
	
1 January 2015
	
1 January 2016
	
1 January 2017
	
1 January 2018
	
1 January 2019

	
Minimum LCR
	
60%
	
70%
	
80%
	
90%
	
100% 



Source : Basel Committee on Banking Supervision 

Liquidity Coverage Ratio =  ≥ 100


HQLA : high- quality liquid assets are those assets which have the ability to convert quickly into cash. High - quality liquid assets are divided into three categories ,Level 1,Level 2A assets and Level 2B assets . The liquidity level of those assets decreases from level 1 to level 2B. This means that Level 1 assets are more liquid than Level 2A and Level 2B and Level 2A asset is more liquid than 2B assets. 
· Level 1 assets :  0% haircut is applied to the  Level 1 assets . This category includes Central Bank Reserves, Coins, and Bank Notes.

Table 3: Liquidity Coverage Ratio 2012-2016

	
Year 
	
LCR 
	
Level 1
	
Level 2a
	
Level 2b
	
Total

	2016
	123%
	$143,884m
	93.0%
	$2,085m
	1.35%
	$7,663m
	4.92%
	$153,632m

	2015
	107% 
	$118,193m
	64.0%
	$4,722m
	2.59%
	$59,378m
	32.57%
	$182,293m

	2014
	104%
	$131,756m
	65.0%
	$4,688m
	2.31%
	$66,011m
	32.60%
	$202,455m

	2013
	103%
	$168,887m
	73.34%
	$1,076m
	0.46%
	$63,509m
	27.20%
	$233,462m

	2012
	102%
	$138,212m
	82.84%
	$374m
	0.22%
	$27,656m
	16.57%
	$166,842m



Source: HSBC Annual Report 2012-2016

From the table above we can see that liquidity coverage ratio has increased from 2012 to 2016. The Liquidity coverage ratio is above 100 % this indicates that HSBC meets requirements under Basel III   regarding LCR. In 2016 the LCR for HSBC  was 123% this shows that HSBC has enough liquid assets to meet liquidity needs.This increase can be explained by new requirements introduced under Basel III  in 2015.In 2015 Basel III increased the minimum requirements regarding LCR.  Liquidity Coverage Ratio has 2 components Cash outflow and High- quality assets. Banks classified high- quality assets in three categories: level 1 ,level 2a and level 2b. From the table we can conclude that  level 1 assets represent the highest percentage of high- quality assets. In 2012 level 1 assets represented 82.84% of HQA. From 2013 to 2015 we have a decrease in the percentage of level 1. In 2016 it increased again and reached  93 %. 
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Table 4: Analyse of Tier 1 capital for Barclays
 
	Year 
	Core Tier 1 Minimum
	Common Equity Tier 1 Ratio
	Tier 1 Ratio 
	Common Equity Tier 1 Capital
	Additional Tier 1 Capita;

	2016
	4.5 % 
	12.4 % 
	15.6 %
	£45,204m
	£6,449m

	2015
	4.0%
	11.4 %
	14.7 %
	£40,741m
	£5,302m

	2014
	4.0  % 
	10.3 % 
	13.0 % 
	£46,057m
	£4,322m

	2013
	4.0 %
	13.2 %
	15.70 %
	40,800m
	£2,063 m

	2012
	4.5 %
	10.8 % 
	13.20 % 
	£42,121 
	£2,000m


[bookmark: _Hlk503117209]
Source: Barclays  Annual Report 2012-2016 

From the table, we can see that Common Equity Tier 1 Ratio has increased from 10.8% to 13.2 % between 2012 and 2013. In 2014 we have a decrease in CET1  ,it felt to 10.3 %. From 2015 to 2016 Common Equity Tier 1 Ratio increased with 1% (12.4 %- 11.4%). According to Barclays ‘s Annual Report,  this increase can be explained  mainly by :
1. Profit increase during this period, with £2.1bn
2. Favourable movements in the currency translation reserve ,during this period all other currency had an appreciation against the pound. 
Tier 1 minimum has decreased from 2012 to 2013. In 2012 it was 4.5% while in 2013 it decreased to 4.0% and remained stable for three years,till 2015. In 2016 it increased again and reached 4.5%. This increase was due to new regulatory introduced under Basel III  in 2013. As it is seen from the table above Barclays have a higher tier 1 ratio than its requirement. Barclays has increased its Tier 1 ratio gradually from 2013 to 2016.
[bookmark: _Toc503118500]Analyse of Liquidity Coverage Ratio Barclays 

Table 5 : Liquidity Coverage Ratio for Barclays Bank 2012-2016
	Year 
	LCR 
	Cash and Deposits at central Banks
	Government Bonds 
	Other Available Liquidity 
	Total

	2016
	131  %
	£62 bn 
	44.9%
	£50 bn
	36.2%
	£26 bn
	18.9% 
	[bookmark: _Hlk501019771]£138 bn

	2015
	133  %
	£48 bn
	33.1%
	£75 bn
	51.7%
	£22 bn
	15.2% 
	£145 bn

	2014
	124 % 

	£37 bn
	24.8%
	£85 bn
	57%
	£27 bn
	18.2%
	£149 bn

	2013
	96 %
	£43 bn
	33.8%
	[bookmark: _Hlk503096691]£62 bn
	48.8%
	£22 bn
	17.4%
	£127 bn

	2012
	126% 
	£85.5 bn
	57.0 %
	£46.5bn
	31%
	£18 bn
	12% 
	£158 bn



Source: Barclays Annual Report 2012-2016

[bookmark: _Hlk502862819]Liquidity Coverage Ratio shows the ability of a bank to meet its liquidity requirement LRC  decreased from 2012 to 2013. After 2013 it continued to increase till 2015 when reached the highest level (133%) while in 2016 it decreased again to 131 %. The reason for this decrease was the reduction in liquid assets in 2016. In 2016 the amount of liquid asset decrease from £145bn to £138bn to Barclays meets its  minimum Liquidity Coverage Ratio. In 2015  the minimum LCR introduced  by Basel Committee was 60% while the LCR for Barclays in 2015 was 133% . Even in 2016 Barclays managed to fulfill its liquidity requirement ,under Basel Committee minimum LCR was 70 % while from the table above we can see that LCR for Barclays in 2016 was 131 %. 






Graph 2 :  Liquidity Coverage Ratio and its components 2012 -2016
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In their empirical study Kadiougly et al. (2017) found that does not exist a relationship between asset quality and a bank profitability. Two are the factors that affect asset quality : (1) Loan and (2)Credit Administration. Asset Quality and Loan Quality are two concepts that have the same meaning.  Asset quality is an important issue for the banks. Banks are interested to have a good management of asset quality as they are related to bank’s performance. According to Adeolu (2014)  exist a relationship between asset quality and performance but do not exist a ralationship between loans and profitability. 
Asset Quality Ratio is calculated as follows :

Asset Quality Ratio = 

[bookmark: _Toc503118502]Barclays 
[bookmark: _Hlk502179334]Asset Quality Ratio 2016  =  = 0.38%
Asset Quality Ratio 2015  =  = 0.50%
Asset Quality Ratio 2014  =  = 0.50%
Asset Quality Ratio 2013  =  = 0.80%
Asset Quality Ratio 2012  = =0.78%

Table 6 : Asset quality versus Tier 1 Capital

	Year 
	Tier 1 Capital
	Impaired Loans
	Loans Past Due but not impaired
	Loans Advanced assessed as impared
	Asset Quality Ratio 
	Asset Quality

	2016
	£56,968m
	£4,614m
	£9,106m
	£12,040m
	0.38%
	£25,760m

	2015
	£52,632m
	£5,799m
	£8,435m
	£14,653m
	0.50%
	£28,887m

	2014
	£52,062m
	£6,799m
	£8,882m
	£17,869m
	0.50%
	£33,550m

	2013
	£55,820m
	£10,510m
	£6,435m
	£25,158m
	0.80%
	£42,103m

	2012
	£51,235m
	[bookmark: _Hlk502859132]£11,747m
	£6,713m
	£24,470m
	0.78%
	£42,930m



Source: Barclays Annual Report 2012-2016 

From the table above we can see that the level of impaired loan has decreased from 2012 to 2016. In 2012 the amount of impaired loans was £11,747m while in 2016 it decreased to £4,614m. We have an increase in the amount of loans past due but not impaired from 2015 (£8,435m) to 2016 (£9,106m). The amount of asset quality has decreased compared with tier 1 capital which has increased . In 2012 the level of tier 1 capital was £51,235m while the amount of asset quality was £42,930m. After 2013 the level of tier 1 capital has increased while after 2013 the level of asset quality has decreased. In 2016 tier 1 capital reached the highest level £56,968m,while asset quality in this year reached the lowest level £25,760m. 


Graph : Comparasion  between Loans Advanced Assessed,Loans Past Due and Impaired Loan from 2012-2016.

From the graph above it can be  concluded that the level of loans advanced assessed is higher than the level of loans past due and impaired loans. The level of loans advanced assessed has decreased from 2012 to 2016. Even the level of loans past due has decreased from 2012 to 2016. This indicates that HSBC is performing better now. 





Graph : Comparation between Asset quality and  Tier 1 Capital from 2012-2016


[bookmark: _Toc503118503]HSBC 
Asset Quality Ratio 2016  =  = 0.76%
Asset Quality Ratio 2015  =  = 0.98%
Asset Quality Ratio 2014  =  = 1.11%
Asset Quality Ratio 2013  =  = 1.36%
Asset Quality Ratio 2012  = = 1.44

Table 7 : Comparasion  Between Tier 1 Capital and Asset Quality 
	Year 
	Tier 1 Capital
	Impaired Loans
	Loans Past Due but not impaired
	Loans Advanced assessed as impared
	Asset Quality Ratio 
	Asset Quality

	2016
	$138,022m
	$18,228m
	$725m
	$12,840m
	0.76%
	$31,793m

	2015
	$153,303m
	$23,778m
	$2,143m
	$22,959m
	0.98%
	$48,880m

	2014
	$152,739m
	$29,330m
	$2,512m
	$12,386m
	1.11%
	$44,228m

	2013
	$158,155m
	$36,503m
	$3,947m
	$15,201m
	1.36%
	$55,651m

	2012
	$151,048m
	$38,776m
	$3,819m
	$16,887m
	1.44%
	$59,482m



Source:  HSBC  Annual Report 2012-2016 
The amount of tier 1 capital for HSBC in 2012 was $151,048m while in 2013 it increased and reached to $158,155m. The highest level of tier 1 capital was in 2015,during this year HSBC was ranked among the banks with highest tier 1 capital. In  2013 the level of tier 1 capital decresed ,the low level was in 2016 $138,022m. Regarding the impaired loans we can conclude that HSBC has improved its performance. The level of impaired loans has decreased from 2012 to 2016. The level of asset quality in 2012 was $59,482m while in 2013 it dropped to $55,651m this fall continued till 2014. 

 Graph : Comparation between Loans advanced assessed ,Loans past due and Impaired loans from 2012-2016


Graph: Comparation between tier 1 capital and asset quality 	

[bookmark: _Toc503118504]Net deposit drain 
Banks have the  obligation  to provide adequate  liquidity. Maintaining  enough liquidity is the first assumption for the bank that it may exist in the market financial  market therefore, the bank's liquidity describes its ability to meet all its liabilities in quantity and time. If the bank is not in able to meet its liquidity requirements this indicates for problems and can lead to negative consequences.Risk liquidity is always evident in banks because depositors  can withdraw  their money when they choose. “The conditional correlation between liquidity demanded from depositors and liquidity demanded by borrowers becomes negative during crises, thereby dramatically increasing the diversification benefit of combining these two products” (Gatev, et al., 2007).  Deposits are one of the main sources of funding for banks.Sometimes might happen that banks have a drain on their net deposit.  There are two main methods that a bank can use to increase liquidity in case of a net deposit drain: 

· Increasing liabilities  (Liquidity  purchases)
Banks will try to mitigate their liquidity risk by maintaining into their accounts cash assets reserves. “Cash-asset reserves are not sufficient if depositors withdraw simply because they are afraid that the bank will shut down due to a run by others on its deposits” (Bouwman, 2013). There are two ways in which a bank can increase liabilities : borrowing funds or issuing shares. Banks will use their securities as collateral when they borrow cash  in the money market. 

· Reduce Assets (Liquidity store management)
Banks always should have liquid assets on their balance  sheet to meet their cash  needs. In case that they will need  more liquidity, the banks can liquidate ( sell )  their pool of  assets such as treasury bills. 

[bookmark: _Toc503118505]The Role of Regulators
Different authors have argued that financial intermediation regulations are very important
because they contribute to the increase of  investment’s quality in the economy. The Banking industry  has an important role in the economy of a country and a bad management of this industry  can lead to negative effects on the banking system and the country's economy. The most important aim of  Regulatory Policy in banking is to guarantee stability and safety of banking industry. All commercial banks are subjects of regulatory provisions which help financial institutions to reduce risk. Most common instruments used to reduce risk in the  banking sector are : capital adequacy requirement ,deposit insurance and lender of last resort. According to (Pelizzon & Schaefer, 2003)  capital requirement restricts banks from taking risk in the future and this limit the possibility of investing in risky assets. Basel Committee  is a body for co-operation in the field of banking supervision internationally in order to improve banking supervision. The main aim of Basel  is on regulatory capital which is expected to be no less than 8% in relation to risk-weighted assets. Basel III  is an International regulatory which in 2009  introduced new Basel’s rules. The main aim of Basel III is to strengthen the bank’s transparency regarding their liquidity and leverage ratios.  Thus from introduce of regulatory policy benefit both banks and customers. The main benefits of banks and individuals from the regulatory policy are :

1. Systemic Risk in Banking Sector : the main aim of the Regulatory policy is to eliminate systemic risk of a bank failure . “Systemic risk impact extends from the individual level, affecting a single entity by a financial difficulty to the general affecting other institutions and can lead to the breakdown of the entire system” (Dragan, et al., 2013). There are many factors that can cause systemic risk in banking industry such as currency crises,bad managemnt of credit risk,counterparty risk in derivatives ,macroeconomics shocks etc. The failture of a bank can cause the failture of other banks. Regulatory institutions like Central Bank or Basel Committee with their regulatory policy such as capital requirements will try to avoid this risk. 

2. The Risk of Double Bank Runs : this risk is related to liquidity management risk . It is evident that during crisis depositors will go and withdraw their money.Bank run can happen as result of a negative information related to banking sector or any negative macroeconomic factor.The  Bank run happened in 2007 ,as result of the financial system crash during this period many depositors demanded their deposits back. In this case Regulatory Policy under Basel III for liquidity requirement heplps to solve this issue. In 2015 introduced new requirements for Liquidity Coverage Ratio. This will help banks to mitigate the risk of bank runs. 

3. The Risk of Moral Hazard : Banking industry is characterized by the problem of moral hazard which encourages banks to take more risk. “Debt-holder face moral hazard when the risk due to the firm’s choice of volatility is not observable as their future payoff is effected by such risk” (Acharya, 2007). The moral hazard risk can be reduced by government insures deposits. 

United Kingdom (UK) was the first country among  industrialized countries  that  applied the integrated model of financial regulatory authority in June year 2000 (Financial Services Authority ). In 2013 the UK government replaced FSA with two new regulatory authorities FCA and PRA. Financial Conduct Authority is an independent authority which has in focus the protection of costumers by providing them safe financial services . Thus FCA protects investors through policing the markets and promoting the competition. Prudential Regulation Authority (PRA ) is a conduct authority that oversees the large investments firms (that represent the risk for the economy as part of their business),insurance companies and banks. Prudential Regulation Authority is part of  Bank of England and it supervises if companies hold sufficient capital to meet their needs. 

                               PART  B
[bookmark: _Toc503118506] Financial markets
Financial markets play a significant role in the economy.Financial markets represent a link between individuals ,institutions and companies which provides the allocation of funds from savers to borrowers. “Financial Markets are  markets in which funds are transferred from people who have an excess of available funds to people who have a short- age” (Mishkin, 2010). Financial markets perform some important functions such as:
· It is a link between the demand and supply for capital
· Ensures that subjects have enough liquidity
· It helps borrowers and savers to reduce transaction’s costs.

Thus  the supervision and regulation of financial markets have a great  importance because they have a direct impact on the economy. In a financial market the buyers and sellers participate to trade their assets such as stock,bonds,derivates or currency. Thus we have stock markets,currency markets,bonds markets and securities markets.
Exist three primary ways in which capital is transferred from savers to borrowers . 
1. Direct Transfer 
2. Banking House 
3. Financial Intermediary

[bookmark: _Toc503118507]Benefits from Intermediation 
· Transaction Costs
According to Mishkin (2010) transaction costs are  money cost and time that investors spend in carrying out financial transactions. Markets with their financial intermediary function help borrowers and lenders to reduce transaction costs.

· Risk Sharing 
Borrowers and lenders are always exposed to risk. Another benefit from intermediation is risk management through risk sharing. The risk in a financial transaction will be distributed between all  participants in that trasaction. 

· Information Cost 
Intermedation helps investors reduce the information costs. 

[bookmark: _Toc503118508]Primary Markets Versus Secondary Markets
The primary Markets:The primary market referred   the financial market in which new securities are created initially (stock and bonds) and are sold the public. 
The secondary Markets:The secondary market is the financial market in which previously issued securities can be resold. The secondary market makes the primary market more efficient because it enables the continuously reallocation of financial assets between different investors by enabling one party to sell such assets while the other parties make use of their financial potentials to buy these financial instruments.The secondary market positively affects the sale of financial instruments, affects the liquidity of the financial business, significantly increases the number of stakeholders for financial transactions, then in these markets is formed the price of securities, etc. The secondary market is also called “stock market”. 
Secondary markets have two important functions: initially facilitating the sale of financial instruments to secure money,  financial instruments are more liquid due to them, and Secondly, secondary markets set the price of the securities issued by the issuing firm in the primary market.


[bookmark: _Toc503118509]Spot Versus Future Markets
The spot market is a segment of the public financial market  where investors can buy and sell  currency ,securities and commodity. A spot contract is a contract in which buyer and seller agree  on trading commodity or financial instruments (security or currency) in an immediate delivery and with payment in spot day. A spot day usually includes two business days.The  spot market is a segment of the public financial market and it is also called even cash market. A future contract is a contract in which buyer and seller agree  on trading commodity or  financial instruments (security or currency) at a future date.The main difference between spot contract and the future contract is the day of delivery and the day of payment . In a spot market transaction is immediate while in a future market transaction  will pertain to a future date. The purpose of a future contract is the risk reduction.




[bookmark: _Toc503118510]Money Versus Capital Markets
Money markets and capital markets are part of the financial markets. Instruments  have different maturities, different currencies, different lending risks, and various structures.
Capital Market, despite the complexity of the problems it poses, is essentially similar to any other market. Products issued in the capital market are called
securities. As a buyer in the capital market, there is the possibility of choosing between two securities groups. You can buy property securities  such as shares, which means that you are buying property ownership in the business. Or you can buy debt securities  such as bonds, which means that you have loaned businesses or government, which will pay you interest.Lending and borrowing of debt securities and equity-backed securities in the  capital market is for a long -term period,usually more than one year. 

· Ownership 
You become a business owner if you buy shares of it. This  gives you the right to participate in the firm's success. If the company is doing well, it can pay you a dividend. Most of the shares are ordinary shares. you own them, you are one of the owners of the company. Another type of shares is the preferred share. These shares give you the right to receive a fixed amount, the fixed dividend, before the ordinary shareholder is paid. Preferred stockholders, in the most typical case, do not have the same rights as ordinary shareholders. They have only one claim, that of the dividend and nothing more. This means that even if the company have a high profit, preferred shareholders will only receive the specified dividend amount. However, as a common stockholder, you can enjoy many benefits from the company's good performance. You can earn dividends and also sell your shares  if the business is going well. But if the company is not doing well, it is difficult for it to pay dividends. While there are no profits, there is nothing to distribute. Also, the fact is that the shares of the company will not have the same value as you have paid for them. You have to sell them with the loss.

· Lending 
The other way is to lend your money to a business or to the government. Most of us almost do so indirectly through savings accounts at a bank. Banks use the money we deposit to lend to businesses, benefiting from the highest interest rate spread on lending money versus what they pay us for deposited cash. The  direct way for you to become a lender in a capital market is to buy securities or debt instruments. In this case, the borrower - government or business - promises to pay you a loan at a certain date against the interest. The benefit of being a lender in a company rather than a proprietor happens when the company is bankrupt. In this case, being the lender or creditor of the company, you have the advantage of getting your money. If you own shares, you only have one right, get what you will remain after you've been paying the entire debt. In the case of bankruptcy the company has one ranking in the liquidation of liabilities at this time: creditors, bondholders, preferred shareholders and eventually ordinary shareholders. This means that often ordinary shareholders are left with nothing from liquidating the company.

The money market is a segment of the financial market in which highly liquid financial instruments and short - term maturities are traded. The stability of the money market and the ability to borrow funds  easily and quickly provide  different enterprises, financial institutions, central and local governments to create but also provide short-term liquid assets to overcome the current deficit.In a money market are traded financial instruments such as commercial papers,treasury bills,trade credit, Certificate of deposits. The risk in the  money market is low while the liquidity is high. 



[bookmark: _Toc503118511]Public Versus Private Markets
Securities can be traded in public markets or in  private markets. Public investments can be sold in secondary markets and they are very liquid while private investment are less liquid.In general investments in private markets offer investitors higher rate of return because they are more risky and less liquid. Investments in public market are effected from the movement of stock market price. A stock market crash would cause a loss for the investitors while private markets are protected from stock market crash. Public markets have access to public capital markets and investitors have an limited liability. 








[bookmark: _Toc503118512]The Importance of Financial Markets in Economic Growth 
The development of financial markets is closely related to the development of a country,sometimes it reflects its importance even in political and juridical development. It is important  to emphasize that the financial markets (the banking market and the securities market) finance the economic growth. The security market is one of the most important sectors of financial markets. The main purpose of securities  the transfering of savings towards important sectors in the economy , making it a great investment option for  investors's capital growth. Countries that have developed financial markets with attract more investors  that contribute to the economc growth.

Some empirical studies ,conducted by different authors have explained the relationship between financial markets and economic growth. King & Levine (1993) in their study collected data from 77 countries from 1960-1989 to analyse the importance of financial system and economic growth. Their empirical study showed that exist a positive relationship between economic growth and financial market development. The positive relationship between economic growth and financial market  development was concluded even in Goldsmith (1970) study . It is generally accepted among scholars that exist a positive relationship between economic growth and financial activities. But do not exist a theory or empirical study that show how much financial markets contribute in to economic growth. 


[bookmark: _Toc503118513]Derivatives 
Exchange rate movements (hedging) as result of increase  volatility in international markets  can cause investors losses in their capital. For this reason, it is necessary to develop the internal market of derivative financial products, which will enable all market participants to have  the desired protection.” Derivatives are risk management instruments,which derive their value from an  underlying asset” (Soniya, et al., 2013).  
The banking system acts as a market maker for most of the financial products and services, the role of banks in creating and developing the financial derivative market is very important.
The main reason that investors decide to buy or sell derivatives is: speculation,hedging and price discovery. 

Introduction to Option
“Option is a type of conctract between two persons where one grants the other the right to buy an underlying stock at a specific price within a specific time period” (Pandian, 2015). The  option has two main forms : call option and put option. Call and put option are derivatives this indicates that their price derivate from the price of other assets  , which we call underlying assets.
Call Option:  a call option  is a contract that give the holder  the right (but not the obligation) to buy an underlying asset with a strike price at a specified time. The holder will buy a call option if  expect /predict that the price of underlying asset will rise above  strike price and will sell a call option if predict that asset price will fall below the strike price. The option holder will perform the transaction if he believes that from this transaction will make profit . 

Put Option: Put option is a contract  gives the option holder ( investor ) the right to sell an underlying stock at a specified price (strike price)  . The seller of a put option has the obligation to buy the put option if the buyers would like to sell it . An investor can take a “short”position , he will buy a put option  because they predict that the market will move upward. In a  “long” position an investor will sell an put option ,in general these are investors are speculators

Strike price : the price that buyer and the seller agree to perform a transaction 
Expiration date: date in which the option becomes worthless
Premium : the price that investitor pay to hold a right to perform a transaction 



Introduction to Future Contracts

Future contracts are one of the most common forms of derivatives . “A futures contract essentially allows an investor to commit now to the purchase or sale of an underlying asset at a specified price, with delivery and payment delayed  until a specified settlement date” (Clarke, et al., 2013).
In a  Future Contract investors  agree to buy or sell commodities ,stock ,assets with a specified price with a future delivery and payment. The buyer in a future contract holds a long position while the seller in a future contract hols a short posistion . In a future contract investitors agree to trade stock,currency ,commodity or bonds. Future contract can be divided in three types:

Commodities: these contracts are used  by oil companies as protection from price movements.Farmers use commodites future contracts to buy or to sell their grain at  a fixed price in the future. Even hedge funds use commodities contracts to gain more leverage. 
Future option: it is similar tos options ,in this contract the holder has the right to buy or to sell this contract in a specified date and with a specified price. 
Forward Rate Agreement: this type of future contracts is used to trade currency. The seller of a forward rate agreement contract agrees to borrow the buyer a sum of money while the buyer agrees to pay a fixed interest rate the seller. Investors use this type of contrate to speculate with interest rates.  




[bookmark: _Toc503118514]Commercial Banks
Commercial banks are financial institutions that make profit by lending activities.Commercial banks accept deposits and give loans for individuals and companies. Banks use deposits to create enough capital for lending . In this way commercial banks play an intermediate role, transferring money from savers to borrowers. Borrowing and lending are the primary functions of commercial banks. Commercial Banks offer even secondary services  such as credit card,debit card ,purchase and sell currency etc. Banks can also invest their funds in government securities from which they can earn interest.
Deposits can be classified in three types:
· Current Account Deposits 
· Fixed Deposits 
· Saving Account Deposits
· 
Loans are the main source of profit for banks ,loans can be classified in :
· Cash Credit
· Demand Loans
· Short-term Loans


[bookmark: _Toc503118515]Investment Banks
The main purpose of  investment banks as financial institution is advising investors and government regarding their financial challenges.Investment banks offer buying and selling services. An Investment bank has three offices:
· Front Office Investment Bank 
· Middle Office Investment Bank
· Back Office Investment Bank 
An investment bank can help investors in raising capital equity or underwriting securities . 
[bookmark: _Toc503118516]Mutual Fund
The mutal funds can be describe as a pool of money collected by investitors that would like to invest these money in other securities.Investitors that invest their money in mutual funds ,can invest only in stocks or bonds market . 

Mutual Funds can be classified by :
1. Structure 
· Close Ended Fund
· Open Ended Fund
· Interval Funds

2. Nature 
· Equity Mutual Funds 
· Debt Mutual Funds
· Balanced Mutual Funds

Mutual funds are very liquid,meaning that investitors can convert their assets (bonds and stocks ) quickly into cash. Managers of mutual funds usually take long-term strategies to invest in derivatives. 

[bookmark: _Toc503118517]Hedge Funds
Hedge funds are partnership between investitors that invest their pool of money in different underlying securities. In difference from mutual funds hedge funds can invest their pool of money in real estate market,stock market,bonds market ,currency and land. Managers of hedge funds use different strategies to invest the money such as convertible arbitrage,deal arbitrage,hedged equity etc. Hedge funds are not subject of strict regulation  as mutual funds,pension funds etc. Hedge funds are less luquid compared with mutual funds,investitors can not convert quickly their assets into cash. 







[bookmark: _Toc503118518]Initial Public Offering (IPO)

In an Initial Public Offering shares or stocks are sold the public for the first time .In general companies issue shares to raise funds. Some empirical studies have shown that investors that buy shares or stock in the first day of offering will not keep them for a long time. Sometimes companies will offer their shares in a low price (underpricing) and according to Bateni &Asghari (2014) there are three  main reasons for this:
· Asymmetric  information between investors
· Asymmetric information between publishing companies and investment banks
· Asymmetric information between publishing companies and investors
· 
Once a private company issue shares it goes public and this gives the company more opportunity to expand and grow. Companies that goes public can raise capital with a low cost and also improve its image which can help the company the increase its profit.Furthermore companies that goes public have the opportunity to attract the best managers to run their business. Thus are many benefit for a company when it goes public.On the other hand when  companies goes public have more responsibility,so they have to disclose all necessary information for public regarding their financial statements ,accounting,tax etc.
[bookmark: _Toc503118519]Efficient Market Hypothesis 
The Efficient Market Hypothesis has been in the focus of different studies for more than 30 years. According to Shleifer (2000) the rational behavior do not exist because it is difficult to keep the idea that investors can make completely rational investments.  “In general, an efficient stock market is a market where stock prices reflect fundamental information about companies” (Degutis & Novickyte, 2014). 
According to (Clarke, et al., 2001) Efficient Market Hypothesis is the proposition that the market reflect all the relevant information about  the stock price and there is no opportunity to make profit over market all. Efficient Market Hypothesis assumptions:
· exist a perfect capital market which reflect all relevant information 
· Individuals and firms have the same information and can borrow at the same interest rate.
· In an efficient market do not exist tax or transaction casts. 
· Exist many buyers and sellers that have rational expectations 
These assumptions are not realistic because ,in a market exist transaction cost and tax.Furthermore not all subjects have the same information,for instance borrowers have more information than lenders,regarding their investments. 
The efficient Market Hypothesis ,popularly known as Random Walk Theory has three main forms:
Strong Form: The strong form suggest that the market reflects all relevant information,both public and private. The public information includes financial statements,(dividend announcements,profit,share price etc. ) macroeconomic information (inflation,interest rate ,unemployment etc.) .Private information is that information that investors can find through company’s employee (managers,auditors,directors etc.). 

Semi- Strong Form: The semi-strong form suggest that market incorporate fully public information. Difference between strong form and semi strong- form is that in semi strong form an investor can make arbitrary investments. In the semi- strong form investitors use both technical and fundamental techniques to analyse the stock price movements.

Weak Form: In the weak form it is assumed that market reflect all historical information and it is possible to make supernormal profit. In a weak form financial analyst to analyse the market use technical analyses. They will see in the past historical stock price movement to predict the stock price in the future. This method is in opposed to the Efficient Market Hypothesis ,because EMH assume that investors can not predict the future price stock.

[bookmark: _Toc503118520]Conclusions

All Europian Banks must follow rules and standards of Basel Committee,especially Basel II  for capital adequacy since 2008 ,and Basel III  for liquidity requirements since 2013. The main purpose of Basel II and Basel III was to build a well-organized structure regarding capital requirements and to improve further management of risk in banks.From the analyze of Tier 1 Capital and Liquidity Coverage Ratio for Barclays and HSBC bank it can be concluded that both of them meet the requirement under Basel III. From the analyze of Tier 1 capital we can see that tier 1 ratio for HSBC and Barclays is more than 10% while the minimum requirement under Basel III is 4.5%. The Tier 1 Capital increased from 2012 to 2016for both banks. Barclays and HSBC bank are two strong banks in terms of liquidity. The banks meet the minimum requirement under Basel III. Barclays has a higher LCR compared with HSBC,this indicates that Barclays has more liquid assets tom meet its liquidity needs. 
 
 
Financial markets play a significant role in the economy.Financial markets represent a link between individuals, institutions and companies which provides the allocation of funds from savers to borrowers.There are three main forms that funds can be transferred from savers to borrowers, direct transfer ,banking house and a financial intermediary. Investors use derivatives as result of volatility in financial markets. Options and Future contracts are the two main of derivatives that investors use to speculate or to protect from price movements. In this assignment we analyzed even the EHM and discussed three main forms of EHM ,strong form,semi-strong form and weak form.
References
Acharya, S., 2007. Save Banking to Avoid Moral Hazard. Journal of Risk Management in Financial Institutions, Volume 1, p. 300.
Adeolu, A. M., 2014. Asset Quality and Bank Performance: A Study of Commercial Banks in Nigeria. Research Journal of Finance and Accounting, V(18), pp. 39-44. 
Barrell, R., Davis, P., Fic, T., & Karim, D. (2001, July 19). Bank Capital Composition ,Regulation and Risk Taking. 
Basel Committe on Banking Supervizion, 2013. [Online] 
Available at: https://www.bis.org/publ/bcbs238.pdf
Bateni, L. & Asghari, F., 2014. Study Factors Affecting the Initial Public Offering (IPO) the price of shares on the Tehran Stock Exchange. Research in the World Economy, 5(2), pp. 68-73.
Berger, A. et al., 2008. Do Large Banking organizations Manage their capital ratios, s.l.: s.n.
Bouwman, H. C., 2013. Liquidity: How Banks Create it and How it should be Regulated. October. 
Clarke, G. R., De Silva, H. & Thorley, S., 2013. Fundamentals of Futures and Options, s.l.: Research Foundation of CFA Institute.
Clarke, J., Jandik, T. & Gershon, M., 2001. The Efficient Market Hypothesis. Expert Financial Planing :Advice From Industry Leaders, pp. 126-141.
Degutis, A. & Novickyte, L., 2014. The Efficient Market Hypothesis: Acritical Review of Literature and Methodology. Ekonomika, 93(2), pp. 1-17.
Dragan, R. O., Batrancea, I. & Bechis, L., 2013. Systemic Risk in Banking Sector. The USV Annals of Economics and Public Administration , XIII(1 (17)), p. 178.
 
Forbes. (2017, May 24). Retrieved from Forbes: https://www.forbes.com/sites/greatspeculations/2017/05/24/hsbc-reports-the-best-core-capital-ratio-among-european-banking-giant

Gatev, E., Schuermann, T. & Strahan, P., 2007. How do Banks Manage Liquidity Risk?Evidence from the Equity and Deposits Markets in the Fall of 1998. The Risk of Financial Institutions, January, p. 107.
Goldsmith, R., 1970. Financial Structure and Development. Economic Journal, 80(318), pp. 365-367.
 
Kadioglu, E., Telceken, N., & Ocal, N. (2017, May 30). Effects of the Asset Quality on the Bank Profitability. International Journal of Economics and Finance.

Kasavica, P. & Jovic, Z., 2015. Impact of Asset Quality in Bank Profitability, Case Study. 30 December. 
King, G. R. & Levine, R., 1993. Finance ,entrepreunership and growth. Journal of Monetary Economics, I(32), pp. 514-542.
Liang, M. J., 2014. The impact of Basel III Capital & Liquidity Requirements : Balance Sheet Optimization, s.l.: s.n.
Mishkin, S. F., 2010. The economics of Money,Banking and Financial Markets. s.l.:Pearson.

Molyneux, P., & Thorton, P. (1992). Determinants of European bank profitability :A note. Journal of Banking and Finance , 1173-1178.

Padberg, T., 2017. How to Analyse Bank Financial Statement ,A concise practical guide for analysts and investitors. 1st ed. Hampshire: Harriman House.
Pandian, R., 2015. A Study of Financial Derivatives (Futures and Options). International Journal of Research in Business Management , 3(3), pp. 1-14.
Pelizzon, L. & Schaefer, S., 2003. Do Bank Risk Management and Regulatory Policy Reduce Risk in Banking. June. 
S.Mishkin, F. & Serletis, A., 2011. The Economics of Money,Banking and Financial Markets. Toronto: Pearson.
Soniya, K., Mohanraj, G. & Karthikeyan, P., 2013. A Study of Financial Derivatives (Future and Options) with special refernces to ICICI&SBI. International Journal of Commerce & Business Studies, I(2), pp. 1-11.









LRC	
2016	2015	2014	2013	2012	131	133	124	96	126	Cash 	&	 Deposits 	
2016	2015	2014	2013	2012	44.9	33.1	24.8	33.799999999999997	57	Government Bonds	
2016	2015	2014	2013	2012	36.200000000000003	51.7	57	48.8	31	Other Liquidity	
2016	2015	2014	2013	2012	18.899999999999999	15.2	18.2	17.399999999999999	12	
%




Impaired Loans	
2016	2015	2014	2013	2012	4614	5799	6799	10510	11747	Loans Past Due	
2016	2015	2014	2013	2012	9106	8435	8882	6435	6713	Loans Advanced Assessed	
2016	2015	2014	2013	2012	12040	14653	17869	25158	24470	



Tier 1 Capital 	
2016	2015	2014	2013	2012	56968	52632	52062	55820	51235	Asset Quality	
2016	2015	2014	2013	2012	25760	28887	35550	42103	42930	



Impaired Loans	
2016	2015	2014	2013	2012	18228	23778	29330	36503	38776	Loans Past Due 	
2016	2015	2014	2013	2012	725	2143	2512	3947	3819	Loans Advanced Assessed	
2016	2015	2014	2013	2012	12840	22959	12386	15201	16887	



Tier 1 Capital 	
2016	2015	2014	2013	2012	138022	153303	152739	158155	151048	Asset Quality 	
2016	2015	2014	2013	2012	31793	48880	44228	55651	59482	



Minimum Tier 1 VS Tier 1

Tier 1 Minimum	
2016	2015	2014	2013	2012	4.5	4.5	4	3.5	2	Tier 1	
2016	2015	2014	2013	2012	16.100000000000001	13.9	12.9	12.5	13.4	
%




