PREVIEW

An Overview of the
Financial System

Inez the Inventor has designed a low-cost robot that cleans house (even does win-
dows), washes the car, and mows the lawn, but she has no funds to put her wonder-
ful invention into production. Walter the Widower has plenty of savings, which he
and his wife accumulated over the years. If we could get Inez and Walter together so
that Walter could provide funds to Inez, Inez’s robot would see the light of day, and
the economy would be better off: We would have cleaner houses, shinier cars, and
more beautiful lawns.

Financial markets (bond and stock markets) and financial intermediaries (banks,
insurance companies, pension funds) have the basic function of getting people like
Inez and Walter together by moving funds from those who have a surplus of funds
(Walter) to those who have a shortage of funds (Inez). More realistically, when 1BM
invents a better computer, it may need funds to bring it to market. Similarly, when a
local government needs to build a road or a school, it may need more funds than local
property taxes provide. Well-functioning financial markets and financial intermedi-
aries are crucial to economic health.

To study the effects of financial markets and financial intermediaries on the econ-
omy, we need to acquire an understanding of their general structure and operation.
In this chapter, we learn about the major financial intermediaries and the instruments
that are traded in financial markets as well as how these markets are regulated.

This chapter presents an overview of the fascinating study of financial markets
and institutions. We return to a more detailed treatment of the regulation, structure,
and evolution of the financial system in Chapters 8 through 13.

Function of Financial Markets

Financial markets perform the essential economic function of channeling funds from
households, firms, and governments that have saved surplus funds by spending less
than their income to those that have a shortage of funds because they wish to spend
more than their income. This function is shown schematically in Figure 1. Those who
have saved and are lending funds, the lender-savers, are at the left, and those who
must borrow funds to finance their spending, the borrower-spenders, are at the right.
The principal lender-savers are households, but business enterprises and the govern-
ment (particularly state and local government), as well as foreigners and their gov-
ernmients, sometimes also find themselves with excess funds and so lend them out.
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FIGURE 1 Fiows of Funds Through the Financial System

The most important borrower-spenders are businesses and the government (particu-
larly the federal government), but households and foreigners also borrow to finance
their purchases of cars, furniture, and houses. The arrows show that funds flow from
lender-savers to borrower-spenders via two routes.

In direct finance (the route at the bottom of Figure 1), borrowers borrow funds
directly from lenders in financial markets by selling them securities (also called finan-
cial instruments), which are claims on the borrowers future income or assets.
Securities are assets for the person who buys them but liabilities (I0Us or debts) for
the individual or firm that sells (issues) them. For example, if General Motors needs
to borrow funds to pay for a new factory to manufacture electric cars, it might bor-
row the funds from savers by selling them bonds, debt securities that promise to make
payments periodically for a specified period of time.

Why is this channeling of funds from savers to spenders so important to the econ-
omy? The answer is that the people who save are frequently not the same people who
have profitable investment opportunities available to them, the entrepreneurs. Let’s
first think about this on a personal level. Suppose that you have saved $1,000 this
year, but no borrowing or lending is possible because there are no financial markets.
If you do not have an investment opportunity that will permit you to earn income
with your savings, you will just hold on to the $1,000 and will earn no interest.
However, Carl the Carpenter has a productive use for your $1,000: He can use it to
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purchase a new tool that will shorten the time it takes him to build a house, thereby
earning an extra $200 per year. If you could get in touch with Carl, you could lend
him the $1,000 at a rental fee (interest) of $100 per year, and both of you would be
better off. You would earn $100 per year on your $1,000, instead of the zero amount
that you would earn otherwise, while Carl would earn $100 more income per year
(the $200 extra earnings per year minus the $100 rental fee for the use of the funds).

In the absence of financial markets, you and Carl the Carpenter might never get
together. Without financial markets, it is hard to transfer funds from a person who has
no investment opportunities to one who has them; you would both be stuck with the
status quo, and both of you would be worse off. Financial markets are thus essential
to promoting economic efficiency.

The existence of financial markets is also beneficial even if someone borrows for
a purpose other than increasing production in a business. Say that you are recently
married, have a good job, and want to buy a house. You earn a good salary, but
because you have just started to work, you have not yet saved much. Over time, you
would have no problem saving enough to buy the house of your dreams, but by then
you would be too old to get full enjoyment from it. Without financial markets, you
are stuck; you cannot buy the house and must continue to live in your tiny apartment.

If a financial market were set up so that people who had built up savings could
lend you the funds to buy the house, you would be more than happy to pay them some
interest in order to own a home while you are still young enough to enjoy it. Then,
over time, you would pay back your loan. The overall outcome would be such that you
would be better off, as would the persons who made you the loan. They would now
earn some interest, whereas they would not if the financial market did not exist.

Now we can see why financial markets have such an important function in the
economy. They allow funds to move from people who lack productive investment
opportunities to people who have such opportunities. Thus financial markets are crit-
ical for producing an efficient allocation of capital, which contributes to higher pro-
duction and efficiency for the overall economy. Indeed, as we will explore in Chapter
8, when financial markets break down during financial crises, as they have in Mexico,
East Asia, and Argentina in recent years, severe economic hardship results, which can
even lead to dangerous political instability.

Well-functioning financial markets also directly improve the well-being of con-
sumers by allowing them to time their purchases better. They provide funds to young
people to buy what they need and can eventually afford without forcing them to wait
until they have saved up the entire purchase price. Financial markets that are operat-
ing efficiently improve the economic welfare of everyone in the society.

Structure of Financial Markets

Deb: and Equi
Markets aulty

Now that we understand the basic function of financial markets, let’s look at their
structure. The following descriptions of several categorizations of financial markets
illustrate essential features of these markets.

A firm or an individual can obtain funds in a financial market in two ways. The most-
common method is to issue a debt instrument, such as a bond or a mortgage, which
is a contractual agreement by the borrower to pay the holder of the instrument fixed
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dollar amounts at regular intervals (interest and principal payments) until a specified
date (the maturity date), when a final payment is made. The maturity of a debt
instrument is the number of years (term) until that instrument’s expiration date. A
debt instrument is short-term if its maturity is less than a year and long-term if its
maturity is ten years or longer. Debt instruments with a maturity between one and ten
years are said to be intermediate-term.

The second method of raising funds is by issuing equities, such as common
stock, which are claims to share in the net income (income after expenses and taxes)
and the assets of a business. If you own one share of common stock in a company that
has issued one million shares, you are entitled to 1 one-millionth of the firm’ net
income and 1 one-millionth of the firm assets. Equities often make periodic pay-
ments (dividends) to their holders and are considered long-term securities because
they have no maturity date. In addition, owning stock means that you own a portion
of the firm and thus have the right to vote on issues important to the firm and to elect
its directors.

The main disadvantage of owning a corporation’s equities rather than its debt is
that an equity holder is a residual claimant; that is, the corporation must pay all its
debt holders before it pays its equity holders. The advantage of holding equities is that
equity holders benefit directly from any increases in the corporations profitability or
asset value because equities confer ownership rights on the equity holders. Debt hold-
ers do not share in this benefit, because their dollar payments are fixed. We examine
the pros and cons of debt versus equity instruments in more detail in Chapter 8,
which provides an economic analysis of financial structure.

The total value of equities in the United States has typically fluctuated berween
$1 and $20 trillion since the early 1970s, depending on the prices of shares. Although
the average person is more aware of the stock market than any other financial mar-
ket, the size of the debt market is often larger than the size of the equities market: The
value of debt instruments was $20 trillion at the end of 2002 while the value of equi-
ties was $11 trillion at the end of 2002.

A primary market is a financial market in which new issues of a security, such as a
bond or a stock, are sold to initial buyers by the corporation or government agency
borrowing the funds. A secondary market is a financial market in which securities
that have been previously issued (and are thus secondhand) can be resold.

The primary markets for securities are not well known to the public because the
selling of securities to initial buyers often takes place behind closed doors. An impor-
tant financial institution that assists in the initial sale of securities in the primary mar-
ket is the investment bank. It does this by underwriting securities: It guarantees a
price for a corporation’ securities and then sells them to the public.

The New York and American stock exchanges and NASDAQ, in which previously
issued stocks are traded, are the best-known examples of secondary markets, although
the bond markets, in which previously issued bonds of major corporations and the
U.S. government are bought and sold, actually have a larger trading volume. Other
examples of secondary markets are foreign exchange markets, futures markets, and
options markets. Securities brokers and dealers are crucial to a well-functioning sec-
ondary market. Brokers are agents of investors who match buyers with sellers of secu-
rities; dealers link buyérs and sellers by buying and selling securities at stated prices.

When an individual buys a security in the secondary market, the person who has
sold the security receives money in exchange for the security, but the corporation that
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issued the security acquires no new funds. A corporation acquires new funds only
when its securities are first sold in the primary market. Nonetheless, secondary mar-
kets serve two important functions. First, they make it easier and quicker to sell these
financial instruments to raise cash; that is, they make the financial instruments more
liquid. The increased liquidity of these instruments then makes them more desirable
and thus easier for the issuing firm to sell in the primary market. Second, they deter-
mine the price of the security that the issuing firm sells in the primary market. The
investors that buy securities in the primary market will pay the issuing corporation
no more than the price they think the secondary market will set for this security. The
higher the security’s price in the secondary market, the higher will be the price that
the issuing firm will receive for a new security in the primary market, and hence the
greater the amount of financial capital it can raise. Conditions in the secondary mar-
ket are therefore the most relevant to corporations issuing securities. It is for this rea-
son that books like this one, that deal with financial markets, focus on the behavior
of secondary markets rather than primary markets.

Secondary markets can be organized in two ways. One is to organize exchanges,
where buyers and sellers of securities (or their agents or brokers) meet in one central
location to conduct trades. The New York and American stock exchanges for stocks
and the Chicago Board of Trade for commodities (wheat, corn, silver, and other raw
materials) are examples of organized exchanges.

The other method of organizing a secondary market is to have an over-the-
counter (OTC) market, in which dealers at different locations who have an inven-
tory of securities stand ready to buy and sell securities “over the counter” to anyone
who comes to them and is willing to accept their prices. Because over-the-counter
dealers are in computer contact and know the prices set by one another, the OTC
market is very competitive and not very different from a market with an organized
exchange.

Many common stocks are traded over-the-counter, although a majority of the
largest corporations have their shares traded at organized stock exchanges such as the
New York Stock Exchange. The U.S. government bond market, with a larger trading
volume than the New York Stock Exchange, is set up as an over-the-counter market.
Forty or so dealers establish a “market” in these securities by standing ready to buy
and sell U.S. government bonds. Other over-the-counter markets include those that
trade other types of financial instruments such as negotiable certificates of deposit,
federal funds, banker’s acceptances, and foreign exchange.

Another way of distinguishing between markets is on the basis of the maturity of the
securities traded in each market. The money market is a financial market in which
only short-term debt instruments (generally those with original maturity of less than
one year) are traded; the capital market is the market in which longer-term debt
(generally those with original maturity of one year or greater) and equity instruments
are traded. Money market securities are usually more widely traded than longer-term
securities and so tend to be more liquid. In addition, as we will see in Chapter 4,
short-term securities have smaller fluctuations in prices than long-term securities,
making them safer investments. As a result, corporations and banks actively use the
money market to earn interest on surplus funds that they expect to have only tem-
porarily. Capital market securities, such as stocks and .long-term bonds, are often








