Ch01: Role of financial systems in global economy

Financial systems  collection of markets, institutions, regulations and techniques through which financial assets are traded, interest rates are determined, financial services are provided and received.

The primary role of financial systems is to allocate scarce loanable funds from savers to borrowers.

Financial systems are a subset of economic systems.






The economic system








· The inner loop comprises the factor markets, e.g., labor, managerial skills.
· The outer loop comprises the product markets for goods and services.
· National defense and homeland security, as provided by the federal government, are public goods which citizens pay taxes for.
The circular flow of labor, income, expenditure, and good + services in the economic systems

Types of markets

3 types of markets are:

i. factor markets

ii. product markets

iii. financial markets






Types of markets in the economic system

In 2001, 99% of the $9 trillion total personal income was spent on goods and services; only 1% was set aside as savings.

Investment  expenditure on capital goods or on inventories of goods or raw materials that are used to produce other goods and services
Savings  amt of funds left over out of current income after current consumption are made.

The financial system



7 functions performed by the financial system:

i. savings function

ii. liquidity function

iii. payments function

iv. policy function

v. wealth function

vi. credit function

vii. risk function

Financial mkt is divided broadly into:




More dichotomies of mkts:

i. Open versus negotiated mkts

ii. Primary versus secondary mkts

iii. Auction versus dealer mkts

iv. Spot or cash versus forward, futures, option and swap (derivative) mkts

v. Perfect versus efficient mkts

Why need markets?

Compare efficiency of barter system versus centralized market of n agents.

Barter system: n(n-1)/2 trips needed to complete the trading
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Centralized market: only n trips are needed to complete the trading

Land, labor, capital, managerial skills





Goods and services to the public





Flow of production





Flow of payments





Producing units (mainly businesses and governments)





Consuming units (mainly households)





Product markets





Producing units





Financial markets





Consuming units





Factor markets





Suppliers of funds





Demanders of funds





savings





financial claims





Financial mkts





Money mkts


Examples: T-bills, CDs, banker’s acceptances, fed funds, commercial papers, 30-yr T-bond issued 29½ yrs ago.





Capital mkts


Examples: preferred and common stks, bonds, notes.





Factor inputs, e.g., labor





Incomes





Flow of goods and services





Flow of expenditures for consumptions + taxes





Central market place








Wheat farmer











House builder











Wheelwright











Weaver
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