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in the Global Economy 


Learning Objectives 

in This Chapter 
• 	 You will understand the functions 

performed and the roles played 
by the system of financial 
markets and financial institutions 
in the global economy and in our 
daily lives. 

• 	 You will discover how important 
the money and capital markets 
and the whole financial system 
are to increasing our standard 
of living, generating new jobs, 
and building our savings to meet 
tomorrow's financial needs. 

What's in This Chapter? 
Key Topics Outline 

How the Financial System Interfaces with the Economy 

The Importance of Savings and Investment 

The Nature of Financial Claims and Money and Capital 

Markets 

Functions of the Money and Capital Markets: Savings, 

Wealth, liquidity, Credit, Payments, Risk Protection, 

and Pursuing Public Policy 

Types of Financial Markets within the Global Financial 

System 

Factors Tying All Financial Markets Together 

The Dynamic Financial System: Key Emerging Trends 
Key URLs: 
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in following thE 
financial syster 
doily basis, cor 
following such 
as money.cnn .• 
markets; 
ftbusiness.com; 
and money.aol. 
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Key URLs: 
If you are interested 
in following the 
financial system on a 
daily basis, consider 
following such sites 
as money.cnn.com/ 
markets; 
ftbusiness.com; 
and money.aol.com/ 
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Chapter 1 Functions and Roles of the Financial System in the Global Economy 

1.1 	 Introduction to the Financial System 
This book is devoted to the study of the financial system-the coJlection of markets, 
institutions, laws, regulations, and techniques through which bonds, stocks, and other 
securities are traded, interest rates are determined, and financ ' . ces are produced 
and delivered around the world. The financial system is one e-most im tant cre
ations of modem society. Its primary task is to move sc ce loanable funds vm those 
who save to those who borrow to buy goods and servi and to ' Investments in 
new equipment and facilities so that the global economy can grow and increase the 
standard of living enjoyed by its citizens. Without the global financial system and the 
loanable funds it supplies, each of us would lead a much less enjoyable existence. 

The financial system determines both the cost and the quantity of funds available 
in the economy to pay for the thousands of goods and services we purchase daily. 
Equally important, what happens in this system has a powerful impact upon the health 
of the global economy. When funds become more costly and less available, spend
ing for goods and services falls. As a result, unemployment rises and the economy's 
growth slows as businesses cut back production and layoff workers. In contrast, when 
the cost of funds declines and loanable funds become more readily available, spend
ing in the economy often increases, more jobs are created, and the economy's growth 
accelerates. In truth, the global financial system is an integral part of the global eco
nomic system. We cannot understand one of these systems without understanding the 
other. 

1.2 	 The Global Economy and the Financial 
System 

Flows within the Global Economic System 
To better understand the role played by the financial system in our daily lives, we 
begin by examining its position within the global economy. 

The basic function of the global economic system is to allocate scarce resources
land, labor, management skill, and capital-to their most highly valued use, produc
ing the goods and services needed by society. The high standard of living most of 
us enjoy today depends on the ability of the global economy to turn out each day an 
enormous volume of food, shelter, and other essentials of modern living. This is an 
exceedingly complex task because scarce resources must be procured in just the right 
amounts to provide the raw materials of production and combined at just the right time 
with labor, management, and capital to generate the products and services demanded 
by consumers. In short, any economic system must combine inputs-land and other 
natural resources, labor and management skill, and capital equipment-to produce 
output-goods and services. The global economy generates a flow of production in 
return for a flo · of aments. 

We can de' el'lows 0 yments and production within the global economic 
syst s circular flow betw n producing units (mainly businesses and govern

ents) an onsumin . principally households). (See Exhibit 1.1.) In the mod
ern economy, households provide labor, management skill, and natural resources to 
business firms and governments in return for income in the form of wages, salaries, 
and other payments . Most of the national income that is generated by the economy
which averaged more than $11.6 trillion in 2006-is spent on consumption of goods 
and services. The remainder-nearly $2 trillion of the $11.6 trillion-is saved. The 

http:money.aol.com
http:ftbusiness.com
http:money.cnn.com
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Part 1 The Global Financial System in Perspective 

Producing units 
(mainly businesses 
and governments) 

Consuming units 
(mainly households) 

result of this spending is a flow of funds back to the producing units as income, which 
stimulates them to produce more goods and services by modernizing and expanding 
their production facilities. The circular flow of production and income is interdepen
dent and never ending. 

The Role of Markets in the Global Economic System 
Most economies around the world rely principally upon markets to carry out this 
complex sk of allocating scarce resources, making possible the production and sal~. 

ods an ervices that are in demand by businesses and households. What is a 
institution through which buyers and sellers meet to exchange goods, 

ervices, productive resources. This exchange determines what goods and services 
wil e produced and in what quantity. 

The marketplace is dynamic. It must respond continuously not only to changes in 
consumers' tastes, but also to the introduction of new goods and services, often as
sociated with new technology. Today, cell phones and DVDs are part of our everyday 
lives, yet they barely existed a few years ago. How did the resources of the economy 
get redeployed to produce those new goods? 

This shift in production was accomplished in the marketplace through changes in 
the prices of goods and services being offered. If the price of an item rises, for exam
ple, this stimulates business firms to produce and supply more of it to consumers. In 
the long run, new firms may enter the market to produce those goods and services ex
periencing increased demand and rising prices. A decline in price, on the other hand, 
usually leads to reduced production of a good or service, and in the long run some 
less-efficient suppliers may leave the marketplace. 

Markets also distribute income. In a pure market system, the income of an individual 
or a business firm is determined solely by the contribution each makes to producing 
goods and services demanded by the marketplace. Markets reward superior produc
tivity and sensitivity to consumer demands with increased profits, higher wages, and 
other economic benefits. Of course, in all economies, government policies also affect 
the distribution of income and the allocation of other economic benefits. 
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The Financial Markets and the Financial System: 
Channel for Savings and Investment 
Of course, households' consumption of goods and services seldom matches their factor 
income. In most years a portion of after-tax income received by households is earmarked 
for personal savings. However, households will sometimes have zero or even negative 
savings, in which case they must have either sold off some of their assets and/or gone into 
debt to maintain their standard of living. For example, personal savings for 2006 aver
aged a negative $102 billion. Historically, this negative figure for personal savings is very 
unusual and would be a major impediment to the economy's ability to invest in updating 
and expanding its production facilities to support continued economic growth if house
holds were the only source of savings in the economy. Fortunately, this is not the case. 
Businesses are also a major source of savings. For example, in 2006 U.S. corporations 
earned slightly more than $1.3 trillion on an annualized basis, of which about half (about 
$700 billion) was set aside (undistributed) for possible future needs as business savings. 

Three Types of Markets in the Global Economic System 

Product markets 

Financial markets 

Consuming units 
(mainly households) 

Flow of funds (savings) 

Flow of financial services, 

income, and financial claims 


Factor markets 
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financial market It is here that the third kind of market,~e financial market, performs a vital 
U AVltlAl iV'\t..t [5 functi?n :vi.thin the gl~bal . ec~nomic sy.stem. The financial mark~ts channel savings to 

1" , ,., L a~ those I.ndlvlduals. and InstItutIOns nee?Ing more funds for spendIng than are provided 
k} .w"'t· v by theIr current Income.§) The financlaJ markets are the heart of the global financial 

~ rV\I r (t.,.{t.s ~ Hl system, attracting and allocating savings and setting interest rates and the prices of 

d~..s'V1 ~ ts~ h~OJ~ financiaJ assets (stocks, bonds, etc.). 

LVM. t!'yidg tJ Nature of Savings The definition of savings differs depending on what type of 
j"Yu \ 1_ l. unit in the economy is doing the saving. For households, savings are what is left from 

f/ t>\ rim ' current income after current consumption expenditures and tax payments are made. 
Of 	 In the business sector, savings include current earnings retained inside business firms 

after payment of taxes, stockholder dividends, and other cash expenses. Government 
savings arise when there is a surplus of current revenues over current expenditures in 
a government's budget. 

Nature of Investment Most of the funds set aside as savings flow through the 
investment 	 global financial markets to support investment by business firms, governments, and 

households . Investment generally refers to the acquisition of capital goods, such as 
buildings and equipment, and the purchase of inventories of raw materials and goods 
to sell. .The makeup of investment varies with the particular unit doing the investing. Key URl: 

To leorn more For a business firm, expenditures on capital goods (fixed assets, such as buildings 
about savings and equipment) and inventories (consisting of raw materials and goods offered for 
and investment 

sale) are investment expenditures. In contrast to businesses, for households, currentsee Bankrate.com 
at bankrate.com/brm accounting procedures in the United States stipulate that only the purchase of a home 

may be counted as an investment. All other household expenditures on durable goods 
(such as autos and furniture), as well as expenditures on nondurable goods (for exam
ple, food and fuel) and services (such as having your hrur styled) are lumped together 
as consumption spending (i .e., expenditures on current account), rather than invest
ment spending. Government spending to build and mruntrun public facilities (such as 
buildings, monuments, and highways) is another form of investment. 

Modern economies require enormous amounts of investment to produce the 
goods and services demanded by consumers. Investment increases the productiv 
ity of labor and leads to a higher standard of living. However, investment often 
requires huge amounts of funds, fa b on ources available to a single indi
vidual or institution . By sellin financial clai such as stocks and bonds) in the 
financial markets, large amounts 0 s can be raised quickly from the pool of 
savings accumulated by households, businesses, and governments. The unit carry·g out the investment then hopes to repay its loans from the financial marketplace 

y generating future income. Indeed, the money and capital markets make possible 
Key URls: the exchange of current income for future income and the transformation of savingsAInformation about into investment so that production, employment, and income can ~ livingsavings and 

investment options in standards can improve. ---~
~ \ 
the money and Those who supply funds to the financiaJ markets receive 0 y promises iP'return 
capital markets may for the loan of their mone . These promises are packaged in the orm-otattractivebe found in such 
popular Web sites as financial clrums and fi ncial senti s stocks, bonds, deposits, and insurance 

[
businessweek.com; policies (see Exhibit 1. i7rancial claim omise the supplier of funds a future flow 
forbes.com; of income in the form of dividends, interest, or other returns. But there is no guarantee 
fortune.com; that the expected income will ever materialize. However, suppliers of funds to the
moneyline.com; 

financial system expect not only to recover their original funds but aJso to earn addikiplinger.com; and 

smart money .com tional income as a reward for wruting and for assuming risk. 


http:kiplinger.com
http:moneyline.com
http:fortune.com
http:forbes.com
http:businessweek.com
http:Bankrate.com
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Demanders of funds 
(mainly businesses 
and governments) 

Flow of loanable funds (savings) 

Suppliers of funds 
(mainly households) Flow of financial services, incomes, 

and financial claims 
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The Global 
Financial System 

The role of the financial markets in channeling savings into investment is abso
' lutely essential to the health of the economy. Ind~d, countries with better-developed 
\ • '1\ financial systems tend to grow faster. However, \if households set aside savings and 
~"tW. those funds are not returned to the spending stream through investment by businesses 

/ \, \) and governments, the economy will begin to contracj) The amount of income paid 
,,\'i\ \k out by business firms and governments will not be matched by funds paid back to 

~\fO\ those same sectors by households. As a result, income payments will decline, leading, 
~ 	) J\ in tum, to reduced consumption spending. The public's standard of living will fall. 

\{:) ~ 	 \\: )Moreover, with less spending, the need for labor will be curtailed, resulting in fewer 
1)\- ~~\ jobs and rising unemployment. 

\( ~\J'l 

QUESTIONS TO HELP YOU STUDYV 
1. Why is it importont for us to understand how the glabal financial system works? 

2. What are the principal links between the financial system and the economy? Why 
is each important to the other? 

3. What are the principal functions or roles of the global financial system? How do 
the money and capital markets fulfill those roles or functions? 

4. What exactly is savings? Investment? Are these terms often misused by people on 
the street? Why do you think this happens? 

5. How and why are savings and investment important determinonts of economic 
growth? Do they impact our standard of living? How? 

1.3 	 Economic Functions Performed by the Global 
Financial System and the Financial Markets 

The great importance of the financial system in our daily lives can be illustrated by re
viewing the different functions that it pe,lforms.{fhe global financial system has seven 
basic economic functions that create a nee·d for the money and capital marke~ 

Savings Function 
The global system of financial markets and institutions provides a conduit for the 
public's savings. Bonds, stocks, and other financial claims sold in the money and capi
tal markets provide a profitable, relatively low-risk outlet for the public's savings. By 
acquiring these financial assets, households may choose to forego consumption today 
in order to increase their consumption opportunities in the future. In the process, this 
flow of savings through the financial markets into investment allows the economy to 
increase production while raising productivity, thereby increasing the world's standard 
of living. In contrast, when savings decline, investment and Jiving standards begin to 
fall in those nations where savings are in short supply. 
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financial wealth 

net financial wealth 

Part 1 The Global Financial System in Perspective 

Wealth Function 

While current savings represent a flow of funds, accumulated S~ingS built up over 
time represent a stock of assets that we often refer to as wealth. or those businesses 
and individuals choosing to save, the financial instruments sol in the money and 
capital markets provide an excellent way to store wealth (i .e., preserve the value of as
sets we hold) until funds are needed for spendini]Although we might choose to store 
our wealth in "things" (e.g., automobiles), such Items are subject to depreciation and 
often carry great risk of loss. However, bonds, stocks, and other financial instruments 
do not wear out over time and usually generate income; moreover, their risk of loss 
often is much less than for many other forms of stored wealth. 

Incidentally, what specifically is wealth? For any individual, business firm, or 
government, wealth is the sum of the values of all assets we hold at any point in time. 
Thus, our wealth at the moment equals the combined value of the automobiles, homes, 
clothing, and hundreds or thousands of other assets we have managed to accumulate 
and hold up to the present day. 

Our wealth is built up over time (unless we make bad decisions and squander it 
away!) by a combination of current savings plus income earned from all our previ
ously accumulated wealth. The increase (or decrease) in the total wealth we own in the 
current time period equals our current savings plus the value of all previously accu
mulated wealth multiplied by the average rate of return on all previously accumulated 
wealth. For example, suppose our wealth (accumulated assets) at the end of the previ
ous period was $1,000. In the current time period we manage to save an additional $50 
and also earn an average rate of return on our previously accumulated wealth of 10 
percent or $100 (that is, $1,000 X 0.10). Then our wealth will increase from $1,000 in 
the previous period to.,' eriod (that is, $1,000 + $50 + $100). 

The portion of wea eld by society in the form of stocks, bonds, and other 
financial assets-that s, financial wealth . created by the financial system and the 
money and capital mar ystem. The volume of financial wealth is huge 
and growing nearly every year. For example, in 2006 nearly $60 trillion in securities, 
deposits, and other financial assets were held by domestic nonfinancial businesses, 
households, and governments in the United States, while foreign investors held just 
over $12 trillion in financial instruments issued inside the United States during the 
same year. Individuals and families (households) alone held more than $42 trillion in 
st~s, bonds, and other financial assets. 

l.!! we subtract total debts owed by U.S. nonfinancial businesses, households, and 
governments, which~ounted to about $37 trillion in 2006, we obtain what is called 
net financial weal~The total net financial wealth (Financial assets - Debts) held 
by U.S. individuals and nonfinancial institutions was about $22 trillion in 2006. 

Wealth holdings represent stored purchasing power that will be used in future 
periods as income to finance purchases of goods and services and to increase soci
ety's standard of living. Therefore, income is generated from the wealth function of 
the global financial system. Income emerges from the average rate of return that our 
current wealth holdings (including any marketable skills-human capital-we have) 
generate for us times the amount of our current wealth. For example, if our wealth 
totals $1,000 at the moment and yields an average rate of return of 10 percent, we can 
expect our current wealth holdings to generate $100 in income in the current period. In 
turn, wealth-created income leads to both increased consumption spending and to new 
savings, resulting in a higher standard of living for those who hold wealth in income
generating forms. 



On September 11, 2001, the United States experienced 
one of the most devastating tragedies in its history 
when hijackers took control of four commercial airlin
ers and crashed two of the four into the World Trade 
Center in New York City and on; into the Pentagon in 
Washington, D.C. ·More than 3,000 people lost their 
lives . 

The assault on the World Trade Center was on attock 
on a key trading center within the financial system-o 
place where major dealers in securities, large bonks, 
and other financial-service institutions served clients 
around the globe. When the trade center collapsed, sev
eral financial firms faced severe disruption, losing their 
communications links and suffering death or serious in
jury to their employees. 

Still the flexibility and resilience of the money and 
capitol markets in adjusting to this terrible tragedy 
proved to be remarkable. Within a handful of days the 
New York Stock Exchange was reopened and major se
curity, banking, and insurance firms found ne-.v space 
from which to serve their customers. 

Of course, even with the remarkable "bounce back" 
of the financial system from terror, significant damages 
to the economy and ,financial system were felt. Lenders 
and investors became more concerned about risk. Stock 
prices around the globe fell for a time as investors sold 
riskier securities and fled into government bonds and 
insured bonk deposits. Insurance companies braced for 
on unprecedented volume of financial claims related 
to deaths and destruction. Layoffs of workers rose and 
business sales fell. 

These tragic events remind us of several key points. 
First, the economy and the financial system are intimately 
connected to eoch other-on external shock that affects 
one affects the other. Second, though a great institution, 
the money and capital markets are fragile and need the 
support of governments and the confidence of the public 
to operate efficiently and perform their essential functions. 
Third, the financial marketplace is now unquestionably 
global rather than belonging to a single notion-significant 
events in any nation, either good or bod, quickly spread 
around the world and eventually affect all markets. 

Also on the rise are stored-value cards that many workers now receive on payday 
instead of a payroll check; direct deposits in which funds are transferred electronically 
from the payor's account to the account of the payee (now representing close to two
thirds of all payments to employees in the United. ~tates); ATM cards that give the 
holder access to cash machines and the ability to che!f:k account balances and transfer 
funds to cover any payments due; contactless paym~~t devices that communicate pur
chases an_d payments through radio frequencies without physical contact; electronic 
bill presentment in which a purchaser is issued a bill online and can make payments 
online at the purchaser's convenience; and preauthorized debits, permitting a cus
tomer to authorize automatic funds transfers from his or her account on a specific date 
each month to pay recurring bills (including payments due on home mortgages, auto 
loans, and utility bills). 

If present trends continue, electronic means of payment, including computer ter
minals in homes, offices, and stores and digital cash (accessed by an encoded plastic 
card) eventually may completely replace checks and other pieces of paper as the prin
cipal means of paying in the future. Indeed, electronic means of payment are growing 
rapidly today (especially in Europe), while checks and other paper-based means of 
payment are declining in volume. 

Risk Protection Function 
The financial markets offer businesses, consumers, and governments protection 
against life, health, property, and income risks. This is accomplished, first of all, by the 
sale of insurance policies. Policies marketed by life insurance companies indemnify a 
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cbot.com 

Chapter 1 Functions and Roles of the Financial System in the Global Economy 11 

family against possible loss of income following the death of a loved one. Property-ca
sualty insurers protect their policyholders against an incredibly wide array of personal 
and property risks, ranging from ill health and storm damage to negligence on the 
highways. In addition to making possible the sale of insurance policies, the money and 
capital markets have been used by businesses and consumers to "self-insure" against 
risk; that is, holdings of wealth are built up as protection against future losses. 

The financial system permits individuals and institutions to engage in both risk shar
ing and risk reduction. Risk sharing occurs when an individual.or institution transfers 
ri sk exposure to someone willing to accept that risk (such as an insurance company), 
while risk reduction usually takes place when we diversify our wealth across a wide 
variety of different assets so that our overall losses are likely to be more limited. 

Overall, the risk protection business is huge. In the United States, for example, life 
insurance and pension fund reserves to protect individuals and families against loss 
due to death and old age tallied more than $13 trillion in 2006. : 

Policy Function 
Finally, in recent decades, the financial markets have been the principal channel 
through which government has carried out its policy of attempting to stabilize the 

. -economy and avoid inj7:ation. By manipulating iriterest rates and the availability of 
credit, government can affect the borrowing and spending plans of the public, impact
ing the growth of jobs, production, and'prices. As we will see later on, this task of 
economic stabilization has been given largely to central banks, such as the Federal 
Reserve System in the United States, the Bank of England, the Bank of Japan, and the 
new European Central Bank (the ECB). 
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QUESTIONS TO HELP YOU STUDY 

6 . 	 What seven vital functions does the financial system of money and capital 

markets perform? 


7. 	 Why is each function of the financial system importantto households, 
businesses, and governments? What kinds of lives would we be living today if 
there were no financial system or no finanti'al markets? 

8, 	What exactly do we mean by the term wealth? Why is it important? 

9. 	 What is net financial wealth? What does it reveal about each of us? 

10, 	 Can you explain what factors determine the current volume of financial wealth 
and net financial wealth each of us has? 

1.4 	 Types of Financial Markets within the Global 
Financial System 

The global financial system fulfills its various roles mainly through markets where 
financial claims and financial services are traded (though in some lesser-developed 
economies government dictation and even barter are used) . These markets may be 
viewed as channels through which moves a vast flow of loanable funds that is continu
ally being drawn upon by demanders of funds and continually being replenished by 
suppliers of funds. 

http:individual.or
http:cbot.com
http:Stondordondpoor.com
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money market 

capital market 

The Money Market versus the Capital Market 
The flow of funds around the world may be divided into different segments, depend
ing on the characteristics of financial claims being traded and the needs of different 
investors. One of the most important divisions in the financial system is between the 
money market and the capital market. 

The money market is designed for the making of short-term loans. It is the insti
tution through which individuals and institutions with temporary surpluses of funds 
meet the needs of borrowers who have temporary funds shortages (deficits). Thus, the 
money market enables econorrtic units to manage their liquidity positions. By conven
tion, a security or loan maturing within one year or less is considered to be a money 
market instrument. One of the principal functions of the money market is to finance 
the working capital needs of corporations and to provide governments with short-term 
funds in lieu of tax collections. The money market also supplies funds for speCUlative 
buying of securities and commodities. 

In contrast, the capitol market is designed to finance long-term investments by 
businesses, governments, and households. Trading of funds in the capital market 
makes possible the construction of factories, highways, schools, and homes. Financial 
instruments in the capital market have original maturities of more than one year and 
ranoe in size from small loans t dollar credits. 

Who are the prin~al pliers-ana demand s of funds in the money market and 
the capital market?~ e money market, c mercial banks are the most impor
tant institutional supplie of funds (len 0 both business firms and governments. 
Nonfinancial business corpo ns with temporary cash surpluses also provide 
substantial short-term funds to the money market. On the demand-far-funds side, 
the largest borrower in the U.S. money market is the Treasury Department, which 
borrows billions of dollars weekly. Other governments around the world are often 
among the leading borrowers in their own domestic money markets. The largest and 
best-known corporations and securities dealers are also active borrowers in money 
markets around the world. Due to the large size and strong financ' standing of these 
well-known money market borrowers and lenders, money market ins s are 
considered to be high-quality, "near money" IOUs. // 

In contrast,(ilie principal suppliers and demanders of funds i the capital marke e 

l 

more varied than those in the money market. Families and indivi p e, tap 
the capital market when they borrow to finance a new home. Governments rely on the 
capital market for funds to build schools and highways and provide essential services 
to the pUblic. The most important borrowers in the capitaJ market are businesses of 
all sizes that issue long-term debt instruments representing claims against their future 
revenues in order to cover the purchase of equipment and the construction of new 
facilities. Ranged against these many borrowers in the capital market are financial 
institutions, such as insurance companies, mutual funds, security dealers, and pension 
funds, which supply the bulk of capital market funds. 

Divisions of the Money and Capital Markets 
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loss of income or property in the event of 
death, disability, negligence, or other adverse 
developments. 

• 	 Credit services, providing loanable funds to 
supplement current income through borrowing in 
order to sustain current living standards. 

• 	 Hedging services, providing protection against 
loss due to unfavorable movements in market 
prices or interest rates through such devices as 
futures, options, and other hedging instruments . 

• 	 Agency services, acting on behalf of a customer 
in managing retirement funds or other property 
(as a bank trust department or security dealer 
might do). 

The financial system performs the economic functions • Insurance services, providing protection from 

Somewhat larger in volume is the mark t for certificates ofdeposit (CDs) is ed by 
banks and other depository institutions to raJ nds in order to carryon . r lending 
activities. Two other impo 
rations borrowing mone are a 
corner of the money markeN'rffl-Ir>rrrHtmd 
immediately transferable mom ed daily in huge volume. Another segment 
of the money market r~~ound the globe to encompass suppliers and demanders 
of sho - unOsTrl Europ~d the Middle East. This is the vast, largely un
regula d Eurocurrency market, in w . h deposits denominated in the world's major 
trading c' e, the dollar and the euro--~re loaned to corporations 

overnmen aroun e globe. 
:The capital market, to ,is divid~ctors, each having special char

acte . e, one of the __ . egments f the capital market is devoted 
to residential and commercial ortgage loan to port the building of homes and 
business structures, such as fa the United States, state 
and local governments sell their x-exempt (municipal) bond he 
capital market. Households borrow In gment, usin consumer 10 
make purclJ:~ses ranging from automobiles to home appliances. THt::fi~--i:tt:51.J.,.<I-Ji~ 
nat capi I rket for borrowing by large corporations represented b urobonds 

d Euronotes. ~. 
...--->-;$~MY the best-known segment of the capital market is the market f . corporate 

stock rep sented by the major exchanges, such as the New York Stock xc ange 
--HI/-Y-;'fI":Tand the Tokyo Exchange, and a vast over-the-counter (OTC) market, includ

ing electronic stock trading over the Internet. No matter where it is sold, however, 
each share of stock (equity) represents a certificate of ownership in a corporation, 
entitling the holder to receive any dividends paid out of current comp earnings and 
to lay claim to any residual value left in the s asse"ts a its ob Ig ions are 
met. Businesses also sell a huge quantity 0 corporate note and onds i e capital 
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described in this section by providing financial services to 
the public. Therefore, it can be viewed as a collection of 
financial-service firms (FSFs) that produce and sell those 
financial services most in demand by the public. Among 
the financial services most widely sought by the public 
and distributed by the money. and capital markets are: 

• 	 Payments services, providing payments accounts 
against which the customer can write checks, 
wire funds, or use encoded cards or cell phones 
to pay for purchases of goods and services. 

• 	 Thrift services, providing attractive financial 
instruments with adequate safety and yield to 
encourage people, businesses, a nd governments 
to save for their future financial needs. 
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Key URL: 
An interesting source 
of information on 
ongoing trends in 
financial services 
and the financial 
marketplace is The 
Economist from 
London at 
economist.com 

http:economist.com
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open markets 

negotiated markets 

Key URLs: 

For interesting 

and often useful 

information about 

corporate stocks and 

bonds, see such sites 

as finance.yahoo.com; 

wsj.com; 

financenter.com; 

and bloomberg.com 


primary markets 


secondary markets 


Key URLs: 

For further discussion 

of the importance of 

savings see bankrate. 
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org/publications/ 
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market each year to raise long-term funds. These securities, unlike shares of stock, are 
pure IOUs, evidencing a debt owed by the issuing company. Each of these financial 
instruments will be examined in detail in the chapters that lie ahead. 

Open versus Negotiated Markets 
Another distinction between markets in the global financial system focuses on open 
markets versus negotiated markets. For example, some corporate bonds are sold 
in the open market to the highest bidder and are bought and sold any number of times 
before they mature and are paid off. In contrast, in the negotiated market for corporate 
bonds, securities generally are sold to one or a few buyers under private contract. 

An individual who goes to his or her local banker to secure a loan for new furniture 
enters the negotiated market for personal loans. In the market for corporate stocks 
there are the major stock exchanges, which represent the open market. Operating at 
the same time, however, is the negotiated market for stock, in which a corporation 
may sell its entire stock issue to one or a handful of buyers. 

Primary versus Secondary Markets 
The global financial market ." s? may b divided into primary markets and 
secondary markets.t[he rimary mark . s for the trading of new securities. Its 
principal function is raisin~ financla capital to support new investment in buildings, 
equipment, and inventorie~ You engage in a primary-market transaction when you 

" purchase shares of stock' . ~ d by a company or borrow money through a new 
mortgage to purchase ome.-

In contrast,@te s condary market als in securities previously issued. Its chief 
function is to provide . .. ecurity investors-that is, provide an avenue for 
converting financial instruments into casEJIf you sell shares of stock or bonds you 
have been holding for some time to a friend or call a broker to place an order for shares 
currently being traded on the American, London, or Tokyo stock exchanges, you are 
p~cipating in a secondary-market transaction. 

l!'he volume of trading in the secondary market is far larger than in t~ primary mar
ket. However, the secondary market does not support new investmen.!J Nevertheless, 
the primary and secondary markets are closely intertwined. For example, a rise in 
security prices in the secondary market usually leads to a similar rise in prices on 
primary-market securities, and vice versa. This happens because many investors read
ily switch from one market to another in response to differences in price or yield. 

Spot versus Futures, Forward, and Option Markets 
We may also distinguish between spot markets, futures or forward markets, and 
option markets. A spot market is one in which assets are traded for immediate delivery 
(usually within one or two business days). If you pick up the telephone and instruct 
your broker to purchase Telecon Corporation stock at today's price, this is a spot mar- " 
ket transaction. You expect to acquire ownership of Telecon shares today. 

Afutures orforward market, on the other hand, is designed to trade contracts calling 
for thefuture delivery offinancial instruments. For example, you may call your broker 
and ask to purchase a contract calling for delivery to you of $1 million in government 
bonds six months from today. The purpose of such a contract would be to shift risk to 
some individual or institution willing to bear that risk by agreeing upon a delivery price 
today rather than waiting six months when government bonds might cost a lot more. 

http:bloomberg.com
http:financenter.com
http:finance.yahoo.com
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Saving is vital to support the growth of investment in 
new capital equipment and new technologies so that 
economies can grow and increase the standard of liv
ing of their citizens. Unfortunately, the United States 
(along with Australia and New Zealand) posts one of 
the lowest personal savings rates in the world, with a 
savings-to-gross-domestic-product ratio well below that 
of Germany, France, and Japan, for example. In 2005 
and 2006 the personal savings rate was negative for the 
first time in U.S. history since the Great Depression of 
the 1930s, and the percentage of U.S. families saving 
any funds at all dropped significantly. We should note 
too that several other notions (including Britain, Italy, 
Japan, and South Korea), while posting higher savings 
rates than the United States, are likewise experiencing 
declining personal savings ratios. 

One reason for these lower savings rates may simply 
be changing public attitudes toward saving itself. Older 
generations remember the Great Depression when 
millions of people were out of work. Younger savers, 
however, are more likely to have experienced extended 
periods of prosperity and low unemployment and see 
less need for the protection savings offer. At the some 
time the values of new homes-the principal asset of 
most individuals and families-hove risen substantially 
in recent periods, making homeowner households feel 
wealthier with less pressure to save. 

Then, too, the U.S . government's Social Security and 
Medicare systems promise workers at least a minimal 
level of retirement income, reducing the apparent need 
for maximizing personal savings, at least in the mind~ 

of many savers. Moreover, when inflation rises, many 
consumers prefer to buy now rather than odd to their 
savings. Further encouraging the "buy now" philosophy 
have been the comparatively low rewords for saving as 
nominal interest rates have recently been among the 
lowest in history. 

Unfortunately, the current low U.S. savings rate 
may come bock to haunt Americans in the future. For 
example, should a relatively low personal savings rate 
translate into a low investment rate in the economy, 
then the capacity to produce goods and services would 
be impaired and the living standards of individuals and 
families would likely grow more slowly in the future, or 
even decline. 

However, many economists believe our measures of 
savings foil to adequately capture the total volume of 
savings actually carried out by businesses, households, 
and governments. For example, the U.S. Deportment of 
Commerce derives personal savings of households by 
deducting personal consumption spending from after
tax disposable income. But this measure of household 
savings doesn't figure in any market-value appreciation 
in the public's holdings of securities or in its housing 
values. Yet, American business and household wealth is 
rising rapidly in value, indicating that total savings vol
ume in the United States may be more adequate than 
many realize. Then, too, some economists argue, the 
U.S. personal savings rate may rise in the future as the 
population ages because there will be more Americans 
concerned about building their savings for retirement. 
let's hope they are right! 

on 
ad-

Finally, options markets also offer investors in the money and capital markets an 
opportunity to reduce risk. These markets make possible the trading of contracts that 
give an investor the right to either buy designated securities from or sell designated 
securities to the writer of the option at a guaranteed price at any time during the life of 

and the contract. Options make it possible to lock in prices of assets no matter which way 
'ery those prices move before the options expire. We will see more clearly how and why 
ruct such transactions take place when we explore the financial futures and options mar
1ar- . kets in Chapter 9 and the forward markets for foreign currencies in Chapter 23. 

ling ----..----1.5 Factors--Tying.j\1I Financial Markets Together)ker 
1ent Each corner of the financial syste~nts..e market segment with its ow . 
k to characteristics. Each segment is insulated,from tlte others-to s d reby investor 
nice preferences and by rules and regulations. ~et whe . interest rate nd securi ty pric 
·e. change in one corner of the financial system, all of t w/llJe 

1t~11 ll\(1.. '11l~:'vtt}5
vf-t(\~~ ~\ rYO 
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~ffected. eventually. This implies that, even though the financial system is split up into I ~any dIfferent markets, there must be forces at work to tie all the financial markets 
together. _. _ _ _ 

Credit, the Common Commodity 

One um y odity being traded in most financial 
markets is credit. Borrowers can switch from one credit market to another, seeking 
the most favorable credit terms wherever they can be found. It is not uncommon, for 
example, for an oil company to finance the construction of a drilling rig through short
term loans from the money market when interest rates in the capital market are unusu
ally high, but to seek long-term financing of the project later on when capital market 
conditions are more favorable. The shifting of borrowers between markets helps to 
weld the parts of the financial system together and to bring credit costs in different 
markets into balance with one another. 

Speculation and Arbitrage 
Another unifying element is profit seeking. Speculators are continually on the lookout 
for opportunities to profit from their forecasts of future market developments. The 
speculator in the financial marketplace gambles that security prices or interest rates 
will move in a direction that will result in quick gains due to his or her ability to out
guess the market's collective judgment. Speculators perform an important function in 
the markets by leveling out the prices of assets, buying those they believe are under
priced and selling those thought to be overpriced. 

Still another unifying force in the financial markets comes from investors who 
watch for profitable opportunities to arbitrage funds-moving funds from one mar
ket to another whenever the prices of assets in different markets appear to be out of 
line with each other. Arbitrageurs often buy assets in markets where assets seem to be 
undervalued and sell in those markets where assets appear to be overvalued. They help 
to maintain consistent prices between markets, aiding other buyers in finding the best 

prices with minimal effort. 

1.6 The Dynamic Financial System 
There is an old saying: "You cannot step into the same river twice, for rivers are ever 
flowing onward." That statement can be applied to the global financial system-it is 
rapidly changing into a new financial system powered by innovation, as new finan
cial services and instruments continually appear to attract customers. Major trends 
are under way to convert smaller national financial systems into an integrated global 
system, at work 24 hours a day to attract savings, extend credit, and fulfill other vital 
roles. Satellites, computers, and other automated systems now tie together financial
service trading centers as widely dispersed as London, New York, Tokyo, Singapore, 
and Sydney. This process of integrating financial systems globally has been aided 
by gradual deregulation of financial institutions and services on the part of leading 
industrialized nations (such as the United States, Japan, and members of the European 
Economic Union). Many of these countries have begun to "harmonize" their regula
tions so that financial-service firms operate under similar rules no matter where they 
are located. Nonfinancial companies (such as Wal-Mart, GE, and Toyota) are invading 
the financial-services field in growing numbers, tying the performance of the eco
nomy even more closely to the performance of the financial marketplace. The results 

arbitrage 

KEY URL: 
For an overview of the 
concept of arbitrage, 
see especially finpipe. 
com/derivglossary.htm 
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customers were in shock, not really believing that their 
fund manager might take part in such questionable 

tougher rules will continue to unfold as a result of this 
recent scandal. 

have been increasingly intense competition for customers, the development of many 
new financial services, and a wave of mergers among financial firms, many of which 
extend beyond national boundaries. One of the purposes of this book is to help you 
understand why these global trends are occurring and what they are likely to mean for 
all of us in the future. 

13, What are some of the forces that 
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you distinguish between the following institutions? 

t versus negotiated market 

12, d capital markets around the world each day it soon 
becomes apparent that st rates and asset prices in different markets tend 
to move together, albeit wit s and lags, Why do you think this is so? 

ar to tie all the financial markets together 
a'nd often result in common moveme prices and interest rates across the 
whole financial system? 

14. What is meant by the dynamic financial syste 
reshaping the system? 

The Plan of This Book 
This text is divided into seven parts, each devoted to a particular seg 
cial system. Part One provides an overview of the global financial syst 
in the world's economy and basic characteristics. The vital processes of sa 

Unethical behavior-the violation of a written or unwrit
ten moral code-is nearly everywhere in our world, even 
in the money and capital markets, A prime example 
emerged recently among some prominent mutual funds 
that attract money from millions of investors and invest 
in stocks, bonds, and other assets having income or 
growth potential. They are among the simplest of busi
nesses, consisting of shareholders and a board of direc
tors and with most of their daily operations-portfolio 
management, record keeping, and the like-handled by 
outsiders, Sadly, this loose organizational structure can 
lead to unethical behavior. 

Mutual funds have a reputation for being "customer 
friendly," especially to small investors with limited 
knowledge of the financial marketplace. Recently, many 

games as "front running" (placing an order for stock 
just ahead of an order for the same shares from a 
customer, hoping to benefit from a price change) or 
"after hours trading" (allowing favorite clients to 
trade after the closing bell but at the previously estab
lished closing price-a privilege not available to most 
customers). 

In the wake of this kind of behavior, millions of cus
tomers suddenly realized that mutual funds are not as 
heavily scrutinized from stem to stern like banks, life 
insurers, and other financial intermediaries. Instead, 
the funds' principal regu lators (e.g., the states and the 
U.S. Securities and Exchange Commission) have limited 
control and few investigatory resources. Ethics are a 
powerful moral force, however, and it seems likely that 
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the financial resources of the World Wide Web, key in each firm's ticker 
symbol and find its most recent balance sheet and market capitalization. Are 
you surprised by how different these firms are in terms of the dollar value of 
assets required to create $1 of market value? 

2. A large share of household wealth is held in the form of corporate stock. How 
much wealth does the entire stock market represent? To find an approximate 
answer, go to the Web site for Wilshire Associates at www.wilshire.com 
and click Indexes from the menu. Locate the information that explains how 
the Wilshire 5000 Index is constructed. This index is weighted by the market 
capitalization of the firms included in it, such that if you add the right amount 
of zeros to the index, you obtain the total value of all the firms represented in 
the index. Why is this number a good approximation to the entire U.S. stock 
market? Now obtain a chart for the index. How much stock market wealth 

IS has been created or destroyed over the past 12 months? Determine how much 
stock market wealth was created or lost per person in the United States over 
this period. (Hint: You can find the U.S. population at census.gov/mainlwww/ 
popclock.html). Compare this with the average after-tax annual income per 
person in the United States. Use the disposable personal income figure that 
can be found under "Selected NIP A Tables: Table 2.1" at bea.gov/national! 
nipaweb/Index.asp to make the comparison. 

3. 	One of the world's most important financial markets that we will study 
throughout this book is the market for U.S. Treasury securities. It is important 
because it is one of the few default-free, highly liquid debt instruments 
available anywhere in the financial marketplace. To determine the size of this 
market go to the Treasury Department's Web site at publicdebt.treas.gov and 
find the Monthly Statement of the Public Debt. How much debt does the U.S. 
government owe per person in the United States? (See the previous problem on 
how to find the U.S. population figure.) How much of this debt is held by the 
public and how much by government agencies? Only a portion of this debt
termed "marketable"-is traded daily in the money and capital markets. The 
remainder is held by the buyer until it matures. How much of this public debt is 

IOU 	 "marketable"? 
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