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financial asset 

Part 1 The Global Financial System in Perspective 

2.1 	 Introduction: The Role of Financial Assets 
The financial system is the mechanism through which loanable funds reach borrow
ers. Through the operation of the financial markets, money is exchanged for financial 
claims in the form of stocks, bonds, and other securities. And through the exchange 
of money for financial claims, the economy's capacity to produce goods and services 
is increased. This happens because the global money and capital markets provide the 
financial resources needed for real investment. Although it is true that the financial 
markets deal mainly in the exchange of paper claims and computer entries evidencing 
the transfer of funds, these markets provide an indispensable conduit for the transfor
mation of savings into investment, accelerating the economy's growth and developing 
new businesses and new jobs. 

This chapter looks closely at the essential role la ed b the financial markets in 
c vertin savin s into investment and how that role has chan ed . Wee begin 

er and sel s involve 
mandai asset. oreover, 

financial assets possess a number of characteristics that the e among all 
assets held by individuals and institutions. In the next section, we consider the nature 
of financial assets and how they are created and destroyed through the workings of the 
global financial system. 

2.2 	 The Nature and Characteristics 
of Financial Assets 

What is a financial asset? It is a claim against the income or wealth of a business 
firm, household, or unit of government, represented usually by a certificate, receipt, 
computer record file, or other legal document, and usually created by or related to 
the lending of money. Familiar examples include stocks, bonds, insurance policies, 
futures contracts, and deposits held in a bank or credit union. 

Characteristics of Financial Assets 
Financial assets do not provide a continuing stream of services to their owners as a 
home, an automobile, or a washing machine would do. These assets are sought after 
because they promisefuture returns to their owners and serve as a store ofvalue (pur
chasing power). Their value rests on faith that their issuer will honor his or her con
tractual promise to pay. 

A number of other features make financial assets unique. They cannot be depreci
ated because they do not wear out like physical goods. Moreover, their physical condi
tion or form usually is not relevant in determining their market value (price) . A stock 
certificate is not more or less valuable, for example, because of the size or quality of 
paper it may be printed on, because it may be frayed around the edges, or because of 
the type and format of the computer file in which it may appear. 

Because financial assets are generally represented by a piece of paper (certificate 
or contract) or by information stored in a computer, they have little or no value as a 
commodity and their cost of transportation and storage is low. Indeed, the cost of the 
storage and transfer of funds and other bits of financial information declined sharply 
as the twenty-first century began due to rapid advances in computer and electronic 
technology, causing financial assets to grow faster than world trade and faster than 
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the economy as a whole. Finally, financial assets e fungible- ey can be easily 
changed in form and substituted for other assets. Th a bo share of stock often 
can be quickly converted into any other asset the holder desires. 

Types of Financial Assets 
Although there are thousands of different financial assets, they generally fall into four 
categories: money, equities, debt securities, and derivatives. 

Any financial asset that is generally accepted in payment for purchases of goods 
money 	 and services is money. Thus, checkable accounts and currency are financial assets 

serving as payment media and, therefore, are forms of money. In the modern world, 
money- even the forms of money issued by the government-depends for its value 

IIquities 	 only upon the issuer' s pledge to pay as promised. Equities (more commonly known 
as stock) represent ownership shares in a business firm and, as such, are claims against 
the firm's profits and against proceeds from the sale of its assets. We usually further 
subdivide equities into common stock, which entitles its holder to vote for the members 
of a firm's board of directors and, therefore, determine company policy, and preferred 
stock, which normally carries no voting privileges but does entitle its holder to a fixed 
share of the firm's net earnings ahead of its common stockholders . 

debt securities Debt securities include such familiar instruments as bonds, notes, accounts pay-
IJ 1k.., ~ able, and savings deposits. Legally, these financial assets entitle their holders to afl'. f11v~ priority claim over the holders of equities to the ~ d income of an individual, 

f cJ(J'/vMlv. J business firm, or unit of government. Usually , thatdaim-is fixed I amount and time 
, 0 I ~ (maturity) and, depending on the terms of the ;ndenture (contr / that accompanies 

V\ tfv./,(.O f .., most debt securities, may be backed up by the ~ci e of lfic assets era. 
vV/I~(L f) ,11. . Fina!lcial anal sts usually divide debt securities into two broad c1asse . ) negotiable,~ 

bL-- tltJ(lf~S which~sily be sferred from holder to holder as a marketab e " Jv 1 S (2) nonnegotiable, which cannot legally be transferred to another party. Passbook 
. . savings bonds are good examples of nonnegotiable debt 

secuntles. 
Finally, derivotives are among the newest kinds of financial instruments that are 

closely linked to financial assets. These unique financial claims have a market value 
that is tied to or influenced by the value or return on a financial asset, such as stocks 
(equities) and bonds, notes, and other loans (debt securities). Examples include fu
tures contracts, options, and swaps. As we will see in future chapters, these particular 
instruments are often employed to manage risk in the assets to which they are tied or 
related. 

2.3 How Financial Assets Are Created 
How are financial assets created? We may illustrate this process using a rudimentary 
financial system in which there are only two economic units: a household and a busi
ness firm. 

Assume that this financial system is closed, so no external transactions with other 
units are possible. Each unit holds certain assets accumulated over the years as a result 
of its saving out of current income. The household, for example, has accumulated 
furniture, an automobile, clothes, and other items needed to provide entertainment, 
food, shelter, and transportation. The business firm holds inventories of goods to be 
sold, raw materials, machinery and equipment, and other assets required to produce its 
product and sell it to the public. 
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Aslets 

Accumulated uses of funds: 

Cash 

Furniture 

Clothes 

Automobile 

Other assets 

Total assets 

Accumulated uses of funds: 

Inventories of goods 

Machinery and 
equipment 

Building 

Other assets 

Total assets 

$ 

$13,000 

1,000 

1,500 

4,000 

500 

$20,000 

Uabllltl.. and Nat Worth 

Accumulated sources of funds: 

Net worth (accu_mu!ated savings) 

Total liabilities and net worth 

BUSINESS FIRM 
Balance Sheet 

Accumulated sources of funds: 

10,000 Net worth (accumulated savings) 

25,000 

60,000 

5,000 

$100,000 Total liabilities and net worth 

$100,000 

$100,000 

The financial position of these two economic units is presented in the form of bal
ance sheets, shown in Exhibit 2.1. A balance sheet, of course, is a financial statement 
prepared as of a certain date, showing a particular unit's assets, liabilities, and net 
worth. Assets represent accumulated uses offunds made by an economic unit; liabili
ties and net worth represent the accumulated sources offunds that an economic unit 
has drawn upon to acquire the assets it now holds. The net worth (equity) account 
reflects total savings accumulated over time by each economic unit. 

A balance sheet must balance. Total assets (accumulated uses of funds) must equal 

el 

internal financing 

total liabilities plus net worth (accumulated sources of funds). 
The household in our example holds total assets currently valued at $20,000, in

cluding an automobile, clothes, furniture, and cash. Because the household's financial 
statement must balance, total liabilities and net worth also add up to $20,000, all of 
which in this instance happens to come from net worth (accumulated savings). The 
business firm holds total assets amounting to $100,000, including a building housing 
the firm's offices, equipment, and inventory. The firm's only source of funds currently 
is net worth (accumulated savings), also valued at $100,000. 

By today's standards, the two balance sheets shown in Exhibit 2.1 look very strange. 
Neither the household nor the business firm has any outstanding debt (liabilities). Each 
unit is entirely self-financed, because each has acquired its assets by saving and by 
spending within its current income, not by borrowing. In the terminology of finance, 
both the household and the business firm have engaged in internal financing: the 
use of current income and accumulated savings to acquire assets. In the case of the 
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household, savings have been accumulated by taking some portion of each period's 
income and setting money aside rather than spending all income on current consump
tion . The business firm has abstained from paying out all of its current revenues in 
the form of expenses (including stockholder dividends), retaining some of its current 
earnings in its net worth account. 

For most businesses and households, internally generated funds are still the most 
important resources for acquiring assets. For example, in the U.S. economy well over 
half of all investments in plant, equipment, and inventories carried out by business 
firms each year is financed internally rather than by borrowing. Households as a group 
may save substantially more than they borrow in a given year, with the savings flow
ing into purchases of real assets (such as homes and automobiles) and into purchases 
of financial assets (such as stocks, bonds, and bank deposits) . 

Suppose that the business firm in our rudimentary financial system wishes to pur
chase new equipment in the form of a drill press. Due to inflation and shortages of key 
raw materials, however, the cost of the new drill press has been increasing rapidly. 
Internal sources of funds are not sufficient to cover the equipment's full cost. What 
can be done? There are four likely alternatives: (1) postpone the purchase of the new 
equipment until sufficient savings can be accumulated, (2) sell off some existing as
sets to raise the necessary funds, (3) borrow all or a portion of the needed funds, or 
(4) issue new stock (equity). 

Time is frequently a determining factor here. Postponement of the equipment pur
chase probably will result in lost sales and lost profits. A competing company may 
rush ahead to expand its operations and capture some share of this firm's market. 
Moreover, in an environment of inflation, the new drill press surely will cost even 
more in the future than it does now. Selling some existing assets to raise the necessary 
funds is a distinct possibility, but this may take time, and there is risk of substantial 
loss, especially if fixed assets must be sold. The third alternative-borrowing-has 
the advantage of raising funds quickly, and the interest cost on the loan is tax de
ductible. 1 The firm could sell additional stock if it hesitated to take on debt, but 
equity financing is often more expensive than borrowing and requires more time to 
arrange. 

If the business firm decides to borrow, who will lend the funds it needs? Obviously, 
in this two-unit financial system, the household must provide the needed funds. The 
firm must engage in external financing by issuing to the household securities evi
dencing a loan of money. In general, if any economic unit wishes to add to its holdings 
of assets but lacks the necessary resources to do so, it can raise additional funds by 
issuing financial liabilities (borrowing)-provided that a buyer of those IOUs can be 
found . The buyer will regard the IOUs as an asset-a financial asset-that may earn 
income unless the borrower goes out of business and defaults on the loan. 

Suppose that the business firm decides to borrow by issuing a liability (debt security) 
in the amount of $10,000 to pay for its new dri II press. Because the firm is promis
ing an attractive interest rate on the new IOU, the household willingly acquires it as 
a financial asset. This asset is intangible: a mere promise to pay $10,000 at maturity 

I An added advantage associated with issuing debt is the leverage effect. If the firm can earn more from 
purchasing and using the new equipment than the cost of borrowing funds, the surplus return will flow to 
the firm's owners in the form of increased earnings, increasing the value of the company ' s stock. The result 

is positive financial leverage. Unfortunate ly , leverage is a two-edged sword. If the firm earns less than the 
cost of borrowed funds, the owners' losses will be magnified as a result of unfavorable (negative) financial 

leverage. 
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EXHIBIT 2.2 	 Unit Balance Sheets Following the Purchase of Equipment and 
the Issuance of a Debt Security (Financial Asset) 

HOUSEHOLD 
Bakm" Sheet 

AsSets UabiJItt.. and Net Worth 

$ 3,000 Net worth (accumulated savings) $20,000 
Financial asset 10,000 

Furniture 1,000 
Clothes 1,500 

Automobile 4,000 

Other assets 500 

Total assets $20,000 Total liabilities and net worth $20,000 

Inventories of goods 

Machinery and 
equipment 

Building 

Other assets 

Total assets 

$ 10,000 Liabilities 10,000 
35,000 Net worth 

60,000 

5,000 

$110,000 T otol liabilities and net worth 

100,000 

$110,000 

plus a promised stream of interest payments over time. The borrowing and creation 
of this financial asset will impact the balance sheets of these two economic units. As 
shown in Exhibit 2.2, the household has purchased the firm's IOU by using up some 
of its accumulated cash. Its 'total assets are unchanged. Instead of holding $13,000 in 
noninterest-bearing cash, the household now holds an interest-bearing financial asset 
in the form of a $10,000 security and $3,000 in cash. The firm's total assets and total 
liabilities increase due to the combined effect of borrowing (external finance) and the 
acquisition of a productive real asset. 

What would happen to the balance sheet shown in Exhibit 2.2 if the business firm 
in our small financial system decided to issue stock (equities), rather than debt, to 
finance the purchase of its new equipment? Selling stock is usually more expensive 
than borrowing and any dividend payments to stockholders are not usually a tax
deductible expense. While equity financing generally requires more time to arrange, 
it does have the advantage of making a business firm financially stronger because 
the owners (stockholders) are committing more of their funds to the firm, thereby 
gi ving it greater protection against failure. As Exhibit 2.3 shows, the household in 
our rudimentary financial system would record its purchase of the firm's newly 
issued stock as a financial asset in the amount of $10,000. And, on the business 
firm's balance sheet, net worth would rise to $110,000, from $100,000. There would 
not be a liability account on the business's balance sheet because the household in 
this particular case is not a creditor, but rather a shareholder (part owner) of the 
business firm. 
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Net warth (including the 
issuance of new stock in 
the amount of $10,000) 

Total liabilities and net worth 

Assets 

Financial asset 

Furniture 

Clothes 

Automobile 

Other assets 

Total assets 

Machinery and 

equipment 


Building 


Other assets 


Total assets 

$ 3,000 

10,000 

1,000 

1,500 

4,000 

500 

$20,000 

$ 10,000 

35,000 

60,000 

5,000 

$110,000 

Uabllities and Net Worth 

Net worth (accumulated savings) 

Total liabilities and net worth 

$20,000 

$20,000 

$110,000 

$110,000 

on 

As 2.4 Financial Assets and the Financial System

ne 
In This simple example illustrates several important points concerning the operation and 

set role of the financial system within the economy. First, the act of borrowing or of issu
,tal ing new stock simultaneously gives rise to the creation of an equal volume of financial 
the assets. In the foregoing example, the $10,000 financial asset held by the household 

lending money is exactly matched by the $10,000 liability of the business firm bor
rm rowing money. This suggests another way of defining a financial asset: Any asset held 
. to by a business firm, government, or household that ~is also recorded as a liability or 
ive claim on some other economic unit's balance sheet is a financial asset. As we have 
ax seen, many different kinds of assets satisfy this definition, including stocks, bonds, 
ge, bank loans, and deposits held with a credit union. 
use For the entire financial system, the sum of all financial assets held must equal 
~by the total of all financial liabilities (claims) outstanding. In contrast, real assets, such 
I in as automobiles, are not necessarily matched by liabilities (claims) somewhere in the 
Nly financial system. 
ess This distinction between financial assets and liabilities, on the one hand, and real 
uld assets, on the other, is worth pursuing with an example. Suppose that you borrow 
I in $10,000 from the bank to purchase an automobile. Your balance sheet will now con
the tain a liability in the amount of $10,000. The bank from which you borrowed the funds 

will record the transaction as a loan-an interest-bearing financial asset-appearing 
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on the asset side of its balance sheet in the like amount of $10,000. On the asset side 
of your balance sheet appears the market value of the automobile-a real asset. The 
value of the real asset probably exceeds $10,000 since most banks expect a borrower 
to supply some of his or her own funds rather than borrowing the ful\ purchase price. 
Let's say the automobile was sold to you for $15,000, with $5,000 of the cost coming 
out of your savings account and $10,000 from the bank loan. Then, your balance sheet 
wil\ contain a new real asset (automobile) valued at $15,000, a liability (bank loan) of 
$10,000, and your savings account (a financial asset) will decline by $5,000. 

Clearly, there are two equalities that hold not only for this transaction but whenever 
funds are loaned and borrowed in the financial system. First, 

Volume of financial Volume of liabilities 
assets created for lenders issued by borrowers 

In this case, a bank A borrower's IOU of (2.1 ) 
loan of $10,000 $10,000 

Second, 

Total uses of funds Total sources of funds 

Issuance of a $10,000 
Purchase of $15,000 
automobile 

borrower IOU + $5,000 
drawn from a savings (2.2) 

account 

Every financial asset in existence represents the lending or investing of funds trans
ferred from one economic unit to another. 

Because the sum of all financial assets created must always equal the amount of 
all liabilities (claims) outstanding, the amount of lending in the financial system must 
always equal the amount of borrowing going on. In effect, financial assets and liabili
ties (claims) cancel each other out across the whole financial system. We illustrate 
this fact by reference to the balance sheet of any unit in the economy-business firm, 
household, or government. The following must be true for all balance sheets: 

Total assets = Total liabilities + Net worth (2.3) 

Then, because all assets may be classified as either real assets or financial assets, it 
follows that 

Real assets + Financial assets = Total liabilities + Net worth (2.4) 

Because the volume of financial assets outstanding must always equal the volume 
of liabilities (claims) in existence, it follows that the aggregate volume of real assets 
held in the economy must equal the total amount of net worth. Therefore, for the 
economy and financial system as a whole: 

Total financial assets = TOlalliabilities (2.5) 

Total real assets = Net worth (i.e., accumulated savings) (2.6) 

This means that the value of all buildings, machinery, and other real assets in exis
tence matches lhe total amount of accumulated savings carried out by all businesses, 
households, and units of government. We are not made better off in real terms by the 
mere creation of financial assets and liabilities. These are only pieces of paper or blips 
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on a computer screen evidencing a loan or the investment of funds. Rather, society in
creases its wealth only by saving and increasing the quantity of its real assets, for these 
assets enable the economy to produce more goods and services in the future. 

Does this suggest that the creation of financial assets and liabilities-one of the key 
functions of the global financial system-is a useless exercise? Not at all. The mere 
act of saving by one economic unit does not guarantee that those savings will be used 
to build or purchase real assets that add to society's stock of wealth. In modern econo
mies, saving and investment usually are carried out by different groups of people. For 
example, most saving is usually carried out by households (individuals and families) 
and business firms account for the majority of investments in productive real assets. 
Some mechanism is needed to ensure that savings flow from those who save to those 
who wish to invest in real assets, and the system of money and capital markets is that 
mechanism. 

The financial system provides the essential channel necessary for the creation and 
exchange of financial assets between savers and borrowers so that real assets can be 
acquired . Without that channel for savings, the total volume of investment in the econ
omy surely would be reduced . All investment by individual economic units would 
have to depend on the ability of those same units to save (i.e., engage in internal 
financing). Many promising investment opportunities would have to be forgone or 
postponed due to insufficient savings. Society's scarce resources would be allocated 

l 
ss efficiently than is possible with a system of financial markets. Growth in society's 

·ncome, employment, and standard of living would be seriously impaired without a 
vibrant financial system at work. In short, the financial system matters in reducing the 
barriers to external financing, lowering the cost of capital, and accelerating economic 
growth. Nations with more fully developed financial systems tend to grow faster and 
enjoy a higher standard of living. 
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QUESTIONS TO HELP YOU STUDY 

1. 	 Exactly what do we mean by the term financial asset? 

2. ·How do financial assets come about within the functioning of the financial 
system? 

3 . 	Carefully explain why the volume of financial assets outstanding must always 
equal the volume of liabilities outstanding . 

4. 	What is the difference between internal finance and external finance? 

5 . 	When a business, household, or unit of government is in need of additional 
funding, what are its principal alternatives? What factors should these different 
economic units consider when they have to choose among different sources of 
funds? 

6. 	What is the relationship between the process of creating financial assets and 
liabilities and the acts of saving and investment? Why is that relationship 
important to your financial and economic well-being? 

(2.5) 

2.5 Lending and Borrowing in the Financial(2 .6) 
Systemexis

esses, Business firms, households, and governments playa wide variety of roles in modem 
Jy the financial systems. It is quite common for an individual or institution to be a lender of 
~ blips funds in one period and a borrower in the next, or to do both simultaneously. Indeed, 
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financial intermediaries, such as banks and insurance companies, operate on both sides 
of the financial markets, borrowing funds from customers by issuing attractive finan
cial claims and simultaneously maJdng loans available to other customers. Virtually 
all of us at one point or another in our lifetimes will be involved in the financial system 
as both a borrower and a lender of funds . 

A number of years ago, economists John Gurley and Edward Shaw [4] pointed out 
that each business firm, household, or unit of government active in the financial sys
tem must conform to the following identity: 

R - E 6.FA - 6.D 

Change in holdings of
Current income receipts (2.7)

financial assets 
- Expenditures out of 

Change in debt and 
current income 

equity outstanding 

If, on the one hand, our current expenditures (E) exceed our current income receipts 
(R), we usually make up the difference by (I) reducing our holdings of financial as
sets (MA < 0) such as by drawing money out of a savings account; (2) issuing debt 
or stock (W > 0); or (3) using some combination of both. For example, suppose our 

~t~ expenditures this month exceed our current income receipts by $200. We can make up 
~ J' ~'~ /lifh'l the difference by such steps as drawing down our savings account by $200, borrowing 

, ,w;"S'. nt , VI 1_ h 7~ an additional $200, or doing a bit of each to cover the financial gap. 
II~ Ii II) t1 / . 'J r' 0n I Q fs i< h. 

'~tJJ~ )J 1\ . vi f.t.,
1~1.~ ~((J~ /lj ,11 
,.~" J In/flV/ fI11/

(.211 t- . ~/d f1 I 
I[T" I t f1 t" -1 ~r r~nh~ . :f\ VI UVVl? 

n J J{1r'fl' 
I 

~A~ 

.--' 
deficit-budget unit 

surplus-budget unit 

balanced-budget unit 

If, on the other hand, our receipts (R) in the current period are larger than our cur
rent expenditures (E), we can (1) build up our holdings of financial assets (MA > 0), 
for example, by placing money in a savings account or buying a few shares of stock; 
(2) payoff some outstanding debt or retire stock previously issued by our business 
firm (W < 0); or (3) do some combination of both of these steps. For example, if our 
receipts this month tally up to $200 more than our expenditures we now have the op
portunity to increase our savings balance by $200 (perhaps because we are worried 
that next month will bring a budget deficit and we want to be ready), reduce any debt 
outstanding by $200, or elect to add some of the expected excess income to savings 
and the rest to debt repayment. 

It follows that for any given period of time (e.g., day, month, or year), the indi
vidual economic unit must fall into one of three groups: 

Deficit - budget unit (DB U) : E > R; and so 6.D > 6.FA 

(net borrower of funds) 


Surplus - budget unit (SBU): R > E; and thus 6.FA > 6.D 

(net lender of funds) 


Balanced - budget unit (BBU): R = E; and, therefore, 6.D = 6.FA 
(neither net lender nor 
net borrower) 

A net lender offunds (SBV) is rea he financial system. 
He or she accomplishes this function by assets, . g-eff-debt, 

re Ir equity (stock). In contrast, a net borrower offunds (DBV) ' a net demander 
offundsfr m the financial system, selling financial assets, issuing new de , 

to raise new mon~y . The business and government sectors of the economy """""':lU<.l>C-o>-K7'-'n. 
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tend to be net borrowers (demanders) of funds (DB Us) in most periods; the household 
sector, composed of all families and individuals, tends to be a net lender (supplier) of 
funds (SBU) in most (though not all) years. 

Net lending and borrowing sectors in the U.S. economy early in 2006 reflected 
some of the patterns discussed above, but there were some important exceptions as 
well. For example, £l~shown in Exhibit 2.4, households during 2006 were significant 
net borrowers of funds in the financ' s so. la their historic role 
as net lender. That is U.S. hou ds borrowed an amount 

est borrowers in 2006 were overnme oc 
overnments et borrowers to the tune of $64 billion, while the federal govern

ment so d off nearly $14 billion in previously acquired financial assets to raise new 
money and then borrowed nearly $635 billion on top of that! Nonfinancial businesses 
also joined the borrowing parade, issuing liabilities that exceeded the financial assets 
they purchased by nearly $82 billion. 

If businesses, households, and governments were net borrowers in the money and 
1:. c,apital markets in 2006, who loaned them the money? f.s Exhibit 2.4 clearly shows, it 
7f' ~as foreign investors who supplied most of the funds these domestic borrowers were 

seeking. Foreign participants active in U.S. financial markets sought out U.S. dollar
denominated assets, buying up corporate stock, government bonds, and thousands of 
other American financial instruments, resulting in total net lending to U.S. domestic 
borrowers of more than $946.. billion. Many of these overseas lenders of funds saw the 
United States as a relatively safe haven for their money, in contrast to the turmoil that 
characterized many foreign markets at the time. 

Finally, if we look across all sectors in Exhibit 2.4 we note that early in 2006 total 
funds borrowed exceeded total funds loaned by about $393 billion. How could that 
be? Where did the extra funds borrowed come from? Some of those excess funds came 
from sectors not shown in the exhibit-for example, funds provided by the financial 
institutions' sector of the economy. Still other funds flowed in from "unrecorded trans
actions" (sometimes referred to as a "statistical discrepancy"). Many experts believe 
that some of these mysterious transactions probably reflect unreported money flows 
across national borders-money that is very hard to trace. 
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Major Seeton of ~ Economy 

Net Acquisitions of 
Financial Assets 
during the Yeor 

Net Increase 
in Uabilities 

during the Yeor 

Households $-546.0 
Nonfinancial business firms 599.0 

~-.~-

State and local go~ernments 80.0 ____144.0 


Federal ,~ 
 634 .....6____-13.6 
~arf<ils~  +946.6 

Foreign investors and borrowerss _.:::::..-  - --_ _ _ 
---~... 

ouree: Board of Governors of the Federal Reserve System, Flow of Funds Accounts. 

'Figures in the tables are for the first quarter of 2006. 

___$1,411.1 

680.5 
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Of course, over any given period of time, anyone household, business firm, Or 
unit of government may be a deficit-, surplus-, or balanced-budget unit. In fact, from 
day to day and week to week, many households, businesses, and governments fluctu
ate from being deficit-budget units (DB Us) to surplus-budget units (SBUs) and back 
again . Consider a large corporatioJl such as Ford or General Electric. Such a firm may 
be a net lender one week, supplying monies to deficit-budget units in the financial sys
tem for short periods of time through purchases of Treasury bills, bank Euro-deposits 
and CDs, and other financial assets. The following week, a dividend payment may 
be due company stockholders, bonds must be refunded, or purchases must be made 
to increase inventories and expand plant and equipment. At this point, the firm may 
become a net borrower of funds, drawing down its holdings of financial assets, secur
ing loans by issuing liabilities, or selling equity (stock) . Most of the large institutions 
that interact in the global financial marketplace continua]]y fluctuate from one side of 
the market to the other. One ofthe most important contributions ofthe global financial 
system to our daily lives is in permitting businesses, households, and governments to 
adjust their financial position from that of net borrower (DBU) to net lender (SBU) 
and back again, smoothly and efficiently. 

2.6 Money as a Financial Asset 

What Is Money? 
The most important financial asset in the economy is money--one of the oldest and 
most useful inventions in the history of the world . Metallic coins served as money for 
many centuries until paper notes (currency) first appeared in China during the Tang 
Dyna,sty overa.thousandyears ago (618-907 C.E.) and in Sweden in 1661 . The federal 
government of the United States did not issue paper money until 1861 in the form of 
"g.reenbacks," .named for the green ink on the back of each note. Many other assets 
besides currency and coin have served as money in earlier periods, including beads, 
seashells, cigarettes, and even playing cards. 

All financial assets are valued in terms of money, and flows of funds between lend
ers and borrowers occur through the medium of money. Money itself is a financial 
asset, because all forms of money in use today are claims against some institution, 
public or private. For example, one of the largest components of the money supply 
today is the checking account, which is the debt of a depository institution (although 
today check,writing volume is declining relative to electronic payments). Another im
portant component of the money supply is the sum of all currency and coin-pocket 
money- held by the public. The bulk of currency in use today in the United States, 
for example, consists of Federal Reserve notes, representing debt obligations of the 
12 Federal Reserve banks. In fact, if the Federal Reserve ever closed its doors (a 
highly unlikely event!), Federal Reserve notes held by the public would be a first 
claim against the assets of the Federal Reserve banks. Other forms of money that are 
growing rapidly in popularity include credit and debit cards to allow instant borrowing 
or the withdrawal of funds from a bank deposit; stored-value ("smart") cards that are 
encoded via computer with afixed amount of money available for spending; and digi
tal cash available through the Internet computer network from a variety of financial
service providers. As we will see in the accompanying box on alternative definitions 
of the money supply, some concepts of what money is today include savings accounts 
at banks, credit unions, and money market funds-all forms of debt to their issuers, 
giving rise to financial assets. 
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Money performs multiple functions in the financial sys
tem, serving as a medium of exchange, a store of value 
(purchasing power), a standard for valuing goods and 
services (unit of account), and a source of liquidity 
(spending power). These different functions of money 
have given rise to a variety of different definitions of 
the actual money supply available to tbe public, with each 
definition reflecting a different function that money per
forms for those who hold it. For example, in the United 
States the principal definitions of money in use today are: 

M 1 = 	 Currency and coin held by the public outside _ 
bank vaults, plus various kinds of payments 
accounts at depository institutions, such as 
checkable deposits and travelers' checks . ..M! 
emphasizes the role of money as a medium 
of exchange. In 2006, M 1 totaled close to 
$1.4 trillion in the United States. 

M2 = 	 M 1 plus small savings and time deposits 
(less than $100,000) and share accounts 
at retail money market mutual funds. Thus, 
M2 adds in primarily short-term household 
savings to the money supply: In 2006, M2 
amounted to just over $7 trillion. 

MZM (money, zero maturity) = M2 minus small
denomination time deposits plus institutional 
money market funds (excluded from M2l. 
In 2006 MZM, developed by the Federal 
Reserve Bank of St. Louis as a money 
measure close to the transactions demand 
for money, climbed in the vicinity of $7 
trillion. 

Clearly, each of the foregoing definitions reflects the 
many different roles money performs in the economy 
and financial system. 
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Key URLs: 
Wont to know more 
about the money 
supply and what 
makes it up? See 
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frbatlanta.org/publica 
and research.St Louisfed 
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system is 
further in 

The 	Functions of Money _~--

Money performs a wide variety of important services. It serves as a sr;;;;;;;d oivalue ~ 
(or unit of account) for all the goods and services we might wish to tr~WithoaL 
money, the price of every good or service would have to be expressed in terms of 
exchange ratios with all other goods and services-an enormous information burden 
for both buyers and sellers. We would need to know, for example, how many loaves 
of bread would be required to purchase a quart of milk, or what quantity of firewood 
might be exchanged for a suit of clothes. To trade just 12 different goods and services, 
we would have to remember 66 different exchan e ratios! In contrast, the existence 
of mone as a common standard of value us-to' ss the rices of all ooods 

the moneta unit the United States and 
~~~~~~~~~~~~~~~~~~~~~--

Canada that unit is the dollar; in Japan, t . a; the yuan; and in Europe, the 
euro. But whatever the monetary unit is called, it always has a constant price in terms 
of itself (e.g., a dollar always exchang a dollar). The prices of all other goods and 
services are expressed in m . es 6f1fie'mone unit. 

Money also serves as medium of exchange. I is usually the only financial asset 
that virtually every busines , nit of government will accept in pay
ment for goods and services. By itself, money typically has little or no use as a com
modity (except when gold or silver, for example, is used as the medium of exchange). 
People accept money only because they know they can exchange it at a later date for 
something else. This is why modern governments have been able to separate the mon
etary unit from precious metals (such as gold and silver) and successfully issue fiat 
money (i.e., pieces of paper or data stored in a computer file or on a plastic card) not 
tied to any particular commodity. Money's service as a medium of exchange frees us 
from the terrible constraints of barter, allowing us to separate the act of selling gooQ.s 
and services from the act of buying goods and services. With a medium of exchange, 
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buyers and sellers no longer need to have an exact coincidence of wants in terms of 
quality, quantity, time, and location. 

Money serves also as a store of value-a reserve of future purchasing power. 
Purchasing power can be stored in currency and coin, in a checking account, on a . 
plastic card, or in a computer file until the time is right to buy. Of course, money is not 
always a good store of value. The value of money, measured by its purchasing power, 
can experience marked fluctuations . For example, the prices of consumer goods 
represented in the U.S. cost-of-living index rose more than five times over between 
1960 and 2006 and jumped almost a third during the most recent decade, on average. 
Individuals and families purchasing the identical market basket of goods represented 
in the cost-of-Iiving index would have experienced a steep decline in their purchasing 
power unless their incomes rose rapidly enough to keep up with inflation. 

Money functions as the only peifectly liquid asset in the financial system. An asset 
is liquid if it can be converted into cash quickly with little or no loss in value. A lig
uid asset possesses three essential characteristics: price stability, ready marketability. 
and reversibility. An asset must be considered liquid if its price tends to be relatively 
stable over time, if it has an active resale market, and if it is reversible so investors can 
recover their original investment without loss. 

All assets-real and financial-differ in their degrees of liquidity. Generally, fi
nancial assets, especially bank deposits and stocks and bonds issued by major corpo
rations, tend to be highly liquid; on the other hand, real assets, such as a home or an 
automobile, may be difficult to sell in a hurry without taking a substantial loss. Money 
is .the most liquid of all assets because it need not be converted into any other form 
to be spent. Unfortunately, the most liquid assets, including money, tend to carry the 
lowest tates of return. One measure of the "cost" of holding money is the income for
gone by the owner who fails to convert his or her money balances into more profitable 
investments in real or financial assets. The rate ofinterest determined by the financial 
system is a measure of the penalty suffered by an investor for not converting money 
into income-earning assets. 

The Value of Money and Other Financial Assets 
and Inflation 

inflotion 	 The value of money-its purchasing power-<:hanges due to inflation, defined as a 
rise in the average price level of all goods and services. Inflation lowers the value or 
purchasing power of money and is a special problem in the money and capital markets 
because it can damage the value of financial contracts (such as a bond or a deposit). 
Financial loss due to inflation is particularly likely where the amount of price infla
tion has not been fully anticipated or if the people and institutions who agreed to a 
financial contract were simply not able to adjust fully to the inflation that subsequently 
occurred. 

deflation The opposite of inflation is deflation, where the average level of prices for goods 
and services actually declines. Less common than inflation, deflation benefits those 
whose income doesn't also decline with prices and, therefore, can buy more goods and 
services than they could in the past. Unfortunately, deflation may be accompanied by 
a troubled economy and loss of jobs so that, even though living costs are less, many 

l 
OPle may still find themselves with sharply reduced income (purchasing power). 

price indexes Today most economists measure inflation using popular price indexes, such as the 
Consumer Price Index (CPI) or the Gross Domestic Product (GDP) Deflator Index . 
The CPl, a cost of living index, measures the cost of a market basket of goods and 
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services normally purchased by an urban family of four people. To determine this 
measure of the cost of living, the actual prices of designated items are collected from 
thousands of stores in cities across the United States each month, averaged, and com
bined into one index number. The U.S. CPI is widely used to make cost-of-living 
adjustments (COLAs) in labor contracts, Social Security payments, and in other gov
ernment and private programs. A number of other nations, especially in Europe, have 
begun in recent years to compile their own CPIs in order to monitor the effects of 
inflation on their economies. An even broader price index is the GOP deflator series, 
which gathers both business and consumer prices on goods and services produced 
each year by labor and property inside the United States. 

We can use the foregoing indexes to measure percentage changes in price levels 
(and inflation) relative to some base year employing the following relationship: 

(2.8) 

where ~ P is the percentage change in prices or in the price index we are following 
between two time periods (t and t - I), PI, is the price or price index in period t, and 
PI, _I is the price index in some previous time period (t - I). 

For example, suppose the U.S . CPI rises from 100 to 125 over a five-year period. 
We know that this cost of living index has climbed 

(125 - 1(0) 
= 0.25 or 25 percent

100 

over the five-year period we are studying. Unless the value of our incomes and our 
investments in financial assets and other forms of wealth has al so gone up at least 
25 percent during the same time period, we would have suffered a decline in purchas
ing power and in the true value of our wealth in terms of the goods and services we 
can now buy. 

What else can a price index tell us? In 2006 the U.S. Consumer Price Index (CPI) 
averaged just over 200. This index value was based on the base period 1982-84 when 
the CPI was set at 100. This means that betweew 1982-84 and 2006 consumer prices 
in U.S. urban communities climbed an average of about 100 percent [that is, (200

, . 100)1100 times 100 percent]. We can use numbers such as these to help figure out 
what has happened recently to the purchasing power of the basic monetary unit. 

For example, suppose we wish to know what has happened to the purchasing power 
of the U.S. dollar recently. We could use this relationship: 

Purchasing power __=-__~l~~~__ X 100 
of the U.S. dollar Cost of living index 

where goods and services (2.9) 
are sold in U.S. dollars 

As an illustration, if the American CPI stood just above 200 in 2006 and was equal 
to 100 in 1982- 84, the U.S . dollar's relative purchasing power would have fallen to 

1 
- x 100 = 0.50 
200 
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between 1982-84 and 2006. In other words, in 2006, one dollar bought only about 
percent of what it would have purchased just over two decades earlier. 

These dramatic changes in the purchasing power of money, even in the Unite 
~tates wher~ inflat!on. is ~eJatively modest, giv,e us a stern warning. We should get 
Into the habn of thInking 10 terms of the real ( 'purchaSIng power adjusted") values 
of things- incomes, goods, services, financial assets such as bonds, stocks, bank de
posits, and so on-rather than only in terms of their nominal (or face) values, which 
can be highly misleading (sometimes referred to as a "money illusion") in periods of 
significant inflation or deflation. 

QUESTIONS TO HELP YOU STUDY 

7. What do the following terms mean? 

Deficit-budget unit (DBU) 

Surplus-budget unit (SBU) 

Balanced-budget unit (BBU) 

8. Which were you last year-a deficit-, surplus-, or balanced-budget unit? Why is 
it important to know? 

9. Explain what money is. What are its principal functions wi~hin the system of 
money and capitol markets? within the economy? 

10. Does money have any serious limitations as a financial asset? What are these 
limitations? 

II. Can you distinguish between inflation and deflation? What do they have to do 
with money, if anything? 

12. Would you expect to find a relationship between money supply growth and 
inflation or deflation? What kind of relationship? 

2.7 The Evolution of Financial Transactions 
Financial systems are never static. They change constantly in response to shifting de
mands from the public, the development of new technology, and changes in laws and 
regulations. Competition in the financial marketplace forces financial institutions to 
respond to public need by developing more convenient and more efficient financial 
services. Qver time, the global system of financial markets has evolved from simple to 
more complex ways of carrying out financial transactions. The growth of industrial cen
ters with enormous capital investment needs and the emergence of a huge middle class 
of savers have played major roles in the gradual evolution of the financial system. 

Whether simple or complex, all financial systems perform at least one basic func
tion . They move scarce funds from those who save and lend (surplus-budget units) to 
those who wish to borrow and invest (deficit-budget units). In the process, money is 

- exchanged for financial assets . However, the transfer of funds from savers to borrow
ers can be accomplished in at least three different ways . We label these methods of 
funds transfer: (I) direct finance, (2) semidirect finance, and (3) indirect finance . Most 
financial systems have evolved gradually over time from direct and semidirect finance 
toward greater reliance on indirect finance. 

Direct Finance 
With the direct financing technique, borrower and lender meet each other and ex
change funds in return for financial assets without the help of a third party to bring 
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['MU11:'1I'. 
Direct Finance 
(direct lending 
gives rise to direct 
claims against 
borrowers) 

direct finance 	 them together. You engag in direct finance hen you borrow money from a friend 
and give him or her your I or when rchase stocks or bonds directly from the 
company issuing them. We usually call the claims arising from direct finance primary 
sfcurities because they flow directly from the borrower to the ultimate lender of funds. 

Xhibit 2.5 illustrates the process of direct financing.) 
r Direct finance is the simplest method of carrying out financial transactions and 

probably the most efficient if conditions are right. Indeed, most financial systems in ~	history started out using direct finance . However, it has a number of serious limi
tations . For one thing, both borrower and lender must desire to exchange the same 
amount of funds at the same time. More important, the lender must be willing to ac
cept the borrower's IOU, which may be quite risky or slow to mature. Clearly, there 
must be a coincidence of wants between surplus- and deficit-budget units in terms of 
the amount and form of a loan. Without that fundamental coincidence, direct finance 
breaks down. 

Another problem is that both lender and borrower must frequently incur substantial 
information costs simply to find each other. The borrower may have to contact many 

--lenders before firidingthe one sUfplus~blldget unit (SBU) with just the right amount of 
junds and a willingness to take on the borrower's IOU. Not surprisingly, direct finance 

v' ~oon is joined by other methods of carrying out financial transactions as money and 
capital markets develop. 	 -

Semidirect "nance 
Early' i~~f most fin cial systems, a new form of financial transaction 
c ~~~·idi·;~~;·finance appe . Some individuals and business firms become secu
ritie rs and deale se essential function is to bring surplus-budget (SBU) 
and deficit-budget (DBU) units together, thereby reducing infonnation costs (see 
Exhibit 2.6). 

Semidirect Finance (direct lending with the aid of market makers who 
assist in the sale of direct claims against borrowers) 

....'Iuullln..' 

Borrowers 
( deficit-budget 
units, or DBUs) 

Flow of funds and other financial services 

(loans of spending power for an 
agreed-upon period of time) 

Lenders 
(surplus-budget 
units, or SBUs) 

Primary securities 

(stocks, bonds, notes, etc., evidencing 
direct claims against borrowers) 

I-...,.P...,.ri_m_ary...:.....-s_ec_u_ri_tie_s----i~ Security brokers, 
(direct claims dealers, and 

l-...,.p...,.ri_m_ary...:.....-s-:-ec_u_ri_tie_S----l~ Lenders 
(direct claims _ (surplus-budget 

against borrowers) investment bankers 

Proceeds of 
security sales 
(less fees and 
commissions) and 

against borrowers) units, or SBUs) 

Flow of funds 
(loans of 
spending 
power) and 

other financial other financial 
services services 
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indirect finance 

secondary securities 

primary securities 

We must distinguish here between a broker and a dealer in securities. A 
is merely an individual or financial institution who provides information COllCP:rni ,;'; 

possible purchases and sales of securities. Either a buyer or a seller of securities may 
contact a broker, whose job is simply to bring buyers and sellers together. A dealer 
also serves as a service channel between buyers and sellers, but the dealer actually 
acquires the seller's securities in the hope of marketing them to buyers at a later time 
at a favorable price. Dealers take a "position of risk" because, by purchasing securities 
outright for their own portfolios, they are subject to losses if those securities decline 
in value. 

Semidirect finance may have some advantages over direct finance if conditions are 
right. It lowers the search (information) costs for participants in the financial markets. 
Frequently, a dealer will split up a large issue of primary securities into smaller units 
affordable by even buyers of modest means and, thereby, expand the flow of savings 
into investment. In addition, brokers and dealers facilitate the development of second
ary markets in which securities can be offered for resale . 

Despite the important contribution of brokers and dealers to the functioning of the 
globaJ financial system, the semidirect finance approach is not without its limitations. 
The ultimate lender still winds up holding the borrower's securities, and, therefore, the 
lender must be willing to accept the risk and maturity characteristics of the borrower's 
IOUs. There still must be a coincidence of wants and needs between surplus-and 
deficit-budget units for semidirect financial transactions to take place. 

Indirect Finance a 

diaries. Financial-Ul[prmpo.i.afiesjncJude commercial banks, insurance companies, 
credit unions, finance companies, savings and loan associations, savings banks, pen
sion funds, mutual funds, and similar organizations. (See Exhibit 2.7.) Their funda
mental role in the financial system is to serve both ultimate lenders and borrowers 
but in a different way than brokers and dealers do. Financial intermediaries issue 
securities of their own-often called secondary securities-to ultimate lenders 
and at the same time accept lOUs from ultimate borrowers-primary securities 
(see Exhibit 2.8). 

The secondary securities issued by financial intermediaries include such familiar 
instruments as checking and savings accounts, life insurance policies, annuities, and 
shares in a mutual fund. For the most part, these securities share several common char
acteristics. They generally carry low risk ofdefault. For example, most deposits held in 
banks and credit unions are insured by an agency of government (in the United States, 
for amounts up to $100,000). Moreover, the majority of secondary securities can be 
acquired in small denominations, affordable by savers of limited means. For the most 
part, secondary securities are liquid and, therefore, can be converted quickly into cash 
with little risk of significant loss. Financial intermediaries in recent years have tried to 
make savings as convenient as possible through the mail and by plastic card, computer 
terminal, and telephone in order to reduce transactions costs to the saver. 

Financial intermediaries accept primary securities from those who need credit 
and, in doing so, take on financial assets that many savers , especially those with 
limited funds and limited knowledge of the market, would find unacceptable. For 
example, many large corporations require billions of dollars in credit financing each 
year-sums that would make it impractical to deal directly with thousands of small 
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Depository institutions: 

Commercial banks 

SavIngs and loon associations 

Savings bonks 

Credit unIons 

Money market funds 

Other financiallntennedlaries: 

Finance companies 

Govemment credit agencies 

Mortgage bonking companies 

Investment bonkers 

Other Finonciallnstltutions 

Security brokers Security dealers 

savers. By pooling the resources of scores of small savings accounts, however, a 
large financial intermediary frequently can service the credit needs of several large 
firms simultaneously. In addition, many primary securities are not readily marketable 
and carry sizable risk of borrower default-a situation usually not acceptable to the 
small saver. By issuing its own securities attractive to ultimate lenders (SBUs), and 
accepting primary securities from ultimate borrowers (OBUs), the financial interme
diary acts to satisfy the financial needs of both surplus-and deficit-budget units in 
the economy. 

To learn more about 
the role of financial 
intennediaries in the 
e C<.nnn"IV see nyJrb.org 

One of the benefits of the development of efficient financial intermediation (indirect 
finance) has been to smooth out consumption spending by households and investment 
spending by businesses over time, despite variations in income, because intermedia
tion makes saving and borrowing easier and safer. Financial intermediation permits 
~ given amount of saving in the global economy to finance a greater amount of invest
ment than probably would have occurred without intermediation. 

Indirect Finance (the financial intermediation of funds) 

Primary securities 

(direct claims against 
ultimate borrowers in 
the form of loan 
contracts, stocks, 
bonds, notes, etc.) 

Financial intermediaries' 
(banks, savings 
associations, insurance 
companies, credit unions, 
mutual funds, finance 
companies, pension funds) 

Secondary securities 

(indirect claims against 
ultimate borrowers issued 
by financial intermediaries 
in the form of deposits, 
insurance policies, 
retirement savings 
accounts, etc .) 

Ultimate 
lenders 
(surplus
budget units, 
or SBUs) 

------Flow of funds-----........ '------Flow of funds -------' 
(loans of (loans of 

spending power) and 
other financial services 

spending power) 
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Interestingly enough, finance theory suggests that in a perfect world with perfect 
competition and where the public has access to information at little or no cost, finan_ 
cial intermediaries probably would not exist. Rather, it is imperfections in the financial 
system (where, for example, some groups do not have access to relevant financial 
information or face prohibitive information costs) that help explain why there are fi
nancial intermediaries and why they have grown to be such huge and important insti
tutions within the financial system. Financial intermediaries overcome inefficiencies 
in the financial marketplace and reduce the cost to society of moving information and 
wealth among households, businesses, and governments, thereby providing access to 
economies of scale (information cost savings) that would otherwise not be available 
to smaller units in the economy. Financial intermediaries improve the real world effi
ciency of the money and capital markets in allocating the daily flow of capital toward 
its best possible uses. How well financial intermediaries work is a key determinant of 
which countries have the largest and strongest economies. 

2.8 	 Relative Sizes and Types of Major Financial 
Institutions . 

Comparative Sizes of Key Financial-Service Providers 
Financial intermediaries and other financial institutions differ greatly in their rela
tive importance within any nation's financial system. Measured by total financial as
sets, for example, commercial banks dominate the United States's financial system (as 
shown in Exhibit 2.9) and most other financial systems around the globe. The more 
than $9.5 trillion in financial assets held by U.S. banks represent about one-quarter of 
the total resources of all U.S. financial institutions. By some measures banks appear 
to have lost some of their market share to some nonbank financial institutions (such 
as mutual funds and credit unions), which may be less regulated or offer more flex
ible service options. In most countries, however, banks still represent the dominant 
financial institution. 

Lagging well behind banks are savings and loans associations- another deposit-type 
financial intermediary active primarily in the U.S. mortgage market, financing the build
ing and purchase of new homes. Very similar in sources and uses of funds to savings 
and loans are savings banks, which attract small savings deposits from individuals and 
families and make a wide variety of household loans. The fourth major kind of deposit
type financial intermediary, the credit union, was also created to attract small savings 
deposits from individuals and families and make loans to credit union members. 

When the assets of all four deposit-type intermediaries--commercial banks, sav
ings and loans, savings banks, and credit unions-are combined, they make up about 
one-third of the total financial assets of all U.S. financial institutions. The remainder 
of the sector's financial assets are held by a highly diverse group of nondeposit fi
nancial institutions. Life insurance companies, which protect policyholders against 
the risks of premature death and disability, are among the most important nondeposit 
institutions and rank fourth behind commercial banks in total assets. The other type 
of insurance firm-property-casualty insurers-offers a wider array of policies to re
duce the risk of loss ass.ociated with crime, weather damage, and personal negligence. 
Among the most specialized financial institutions are pension funds. which protect 
their customers against the risk of outliving their sources of income in the retirement 
years. Private pensions now rank third behind banks and mutual funds in total assets 
held within the U.S. financial system. (See again Exhibit 2.9.) 
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Financial intermediaries: 

Savings and loan associations 252 794 1,358 1,219 1,829 
and sovings banks 

Private pension funds 110 413 4,587 4,876 

State and local government 60 198 820 2,290 2,791 
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pension funds 

Property-casualty insurance 50 174 534 872 

Security brokers and dealers 16 36 262 1,221 

'Figures are for the first quarter of 2006, 

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts: FilUlncial Assets 
and Liabilities, selected years, 

1,280 

2,296 

Other important financial institutions include finance companies, investment com
panies (mutual funds), and real estate investment trusts. Finance companies lend 
money to businesses and consumers to meet short-term working capital and long-term 
investment needs. Investment companies pool the funds contributed by thousands of 
savers by selling shares and then investing in securities sold in the open market and 
are particularly important in holding and investing the public's retirement savings. 
A specialized type of investment company is the money market fund, which accepts 
savings (share) accounts from businesses and individuals and places those funds in 
high-quality, short-term (money market) securities. Also related to investment com
panies are real estate investment trusts, one of the smallest members of the finan
cial institutions sector, which invest mainly in commercial and residential properties. 
Finally, near the bottom of the list, size-wise, are mortgage banks, which facilitate the 
raising of credit to construct new businesses and homes. 

Classifying Financial Institutions 
Financial institutions may be grouped in a variety of different ways. One of the most 
important distinctions is between depository institutions (commercial banks, savings 
and loan associations, savings banks, and credit unions); contractual institutions 
(insurance companies and pension funds) ; and investment institutions (mutual 
funds and real estate investment trusts) , Depository institutions derive the bulk of 
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their loanable funds from deposit accounts sold to the public. Contractual insti 
attract funds by offering legal contracts to protect the saver against risk (such as 
insurance policy or retirement account). Some investment institutions, particu 
mutual funds , sell shares to the public and invest the proceeds in stocks, bonds, 
other assets in the hope of providing higher returns to their shareholders. Other invest 
ment institutions facilitate the buying and selling of securities and other assets as . 
the case of brokers and dealers. 

Portfolio (Financial-Asset) Decisions by 
Financial Institutions 
The management of a financial institution is calJed on daily to make portfolio 
decisions-that is, deciding what financial assets to buy or sell. A number of factors 
affect these critical decisions. For example, the relative rate ofreturn and risk attached 
to different financial assets will affect the composition of each financial institution' s 
portfolio. Obviously, if management is interested in maximizing profits and has mini
mal aversion to risk, it will tend to pursue the highest yielding financial assets avail
able, such as corporate bonds and stocks. A more risk-averse institution, on the other 
hand, is likely to surrender some yield in return for the greater safety available from 
acquiring government bonds and high-quality money market instruments. 

The cost, volatility, and maturity of incoming funds provided by surplus-budget 
units (ultimate savers) also have a significant impact on the financial assets acquired 
by financial institutions. Banks, for example, derive a substantial portion of their funds 
from checkable deposits, which are relatively inexpensive but highly volatile. Such an 
institution will tend to concentrate its lending activities in short- and medium-term 
loans to avoid an embalTassing shortage of cash (liquidity). On the other hand, a finan
cial institution such as a pension fund, which receives a stable and predictable inflow 
of savings, is largely freed from concern over short-term liquidity needs. It is able to 
invest heavily in long-term financial assets. Thus, the hedging principle-the approxi
mate matching of the maturity of financial assets held with liabilities taken on- is an 
important guide for choosing those financial assets that a financial institution wants to 
hold in its portfolio. 

Decisions on what financial assets to acquire and what financial assets to issue to 

reinter. 

the public are also influenced by the size of the individual financial institution. Larger 
institutions frequently can take advantage of greater diversification in their sources 
and uses of funds. This means that the overall risk of a portfolio of financial assets 
can be reduced by acquiring financial assets from many different deficit-budget units 
(DB Us or ultimate bOlTowers). Similarly, a larger financial institution can contact a 
broader range of surplus-budget units (SBUs or ultimate savers) and achieve greater 
stability in its incoming flows of funds. At the same time, through economies of scale 
(size), larger financial institutions can often sell financial services at a lower cost per 
unit and pass those cost savings along to their customers. 

Finally, regulations and competition, two external forces , play major roles in shap
ing the financial assets acquired and issued by financial institutions. Because they 
hold the bulk of the public's savings and are so crucial to economic growth, financial 
intermediaries are among the most heavily regulated of all business firms. Commercial 
banks are prohibited from investing in low-quality or highly volatile loans and secu
rities in many countries. Insurance companies and pension funds must restrict asset 
purchases to those a "prudent person" would most likely choose. Most government 
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regulations in this sector pertain to the assets that can be acquired, the adequacy of net 
worth, and the services that can be offered to the public. Such regulations are designed 
primarily to ensure the safety of the public's funds. 

2.9 The Disintermediation of Funds 
One factor that has influenced the financial assets selected by financial institutions for 
their portfolios from time to time is the phenomenon of disintermediation. Exactly 
opposite from the intennediation of funds, disintermediation means the withdrawal 
of funds from a financial intennediary by ultimate lenders (SBUs) and the lending of 
those funds directly to ultimate borrowers (DBUs). In other words, disintermediation 
involves the shifting of funds from indirect finance to direct and semidirect finance 
(see Exhibit 2.10). 

You engage in disintermediation when you remove funds from a savings account 
at the local bank and purchase common stock or other financial assets through a
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disintermediation 

Key URLs: 
To learn more about 
disintermediotion see, 
in particular, hHp:// 
en.wikipedia.org and 
answers.com/topic/ 
disintermediation 

broker. The phenomenon is more likely to occur during periods of high and rapidly 
rising interest rates, when the higher returns demanded by savers may outpace the 
interest rates offered by financial intermediaries. Disintennediation forces a financial 
institution to surrender funds and, if severe, may lead to losses of assets and ultimate 
failure. 

A good example of disintennediation was provided by banks and savings associa
tions which, during the 1980s and early 1990s, lost billions of dollars in assets due 
to massive withdrawals of funds by worried depositors who feared the loss of their 
savings. Although intermediaries are forced to be more liquid and reduce their credit
granting activities during periods of disintennediation, there is no evidence that the 
total flow of credit through the financial system is necessarily reduced during such 
periods. Moreover, particularly when interest rates are low or declining or the riski
ness of financial instruments appears to be rising in the marketplace, disintermedia
tion may reverse itself as funds flow back into the perceived "safe haven" of financial 
intermediaries-a process called reintermediation . 

New Types of Disintermediation 
Some authorities argue that new forms of disintermediation have appeared in recent 
years, some initiated by financial intermediaries themselves and some by their bor
rowing customers . For example, some banks in recent years have sold off some of 
their loans because of difficulties in raising enough capital. At the same time, some of 
their largest borrowing customers have learned how to raise funds directly from the 
open market (i.e., through direct and semidirect finance) rather than borrowing from a 
bank or other traditional financial intermediary. 

In recent years many traditional financial intermediaries, such as banks and credit 
unions, have been challenged by nonfinancial retail and industrial finns attempting to 
draw financial-service customers away. Prominent examples include General Electric, 

Financial 
intermediary 

Loanable funds 

Primary securities 
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General Motors, Target, and Toyota which recently set up industrial loan 
(ILCs) that offer services similar to those provided by smaller banks and finance 
panies. Recently the world ' s largest retailer, Wal-Mart, submitted an application 
a charter to the state of Utah and to the FDIC for deposit insurance (later withd 
in an effort to set up their own ILC, creating a storm of controversy that such a 
might weaken public confidence in the financial system and drive many tradi 
financial intermediaries out of business. 

These new forms of disintermediation have tended not only to slow the growth 
some financial institutions but also to gradually reduce the overall importance of tradi 
tional financial intermediaries within the global financial system. A substantial volume 
of funds today flow around traditional financial intermediaries toward other financial
service providers and through direct and semidirect financial market channels. 

2.10. 	 Bank-Dominated versus Market-Dominated 
Financial Systems 

bank-dominated 	 Many countries financial systems today are cal ed bank-dominated nanciol 
financial systems 	 systems because of the prominent role that banks play' . and attract

ing savings. Examples include China, Japan, and South Korea as well as Germany and 
other countries in Eastern and Western Europe where banks account for more than 
half the assets of all financial institutions. Bank-denominated systems tend to emerge 
where there is less protection for the rights of small investors and rules are not well 
defined or enforced, impeding the development of security markets for stocks and 
bonds. Without adequate investor protection and rules those in need of capital tend 
to avoid the open market and develop strong relationships with banks and other tradi
tional lenders. 

While ba inated systems emerged centuries ago, today a change is under
. ~ing numbe f financial systems appear to be gradually moving toward 

market-dominated market-dominated' ncial systems, in which traditional financial intermediar
financial systems ~WlJce..,gHllffi:l-an:y playing somewhat lesser roles and growing numbers of borrowers 

(particularly the largest corporations) are selling securities (e.g., stocks and bonds) 
in the open market to get the funds they need. Prominent examples of such systems 
include those in Great Britain and the United States. 

In short, early financial systems have tended to be bank-dominated. However, as fin
ancial sophistication grows and effective legal systems appear, financial systems 
tend to become more market oriented. Such a change is especially evident today 
in Western Europe where national financial systems are becoming more integrated 
with each other and debt and equity capital flow more smoothly across political 
boupdaries. ~ 

Is this emerging trend in financial-system architecture beneficial? No one knows 
for sure, but there is at least limited evidence that such a change in the structure of 
the financial system could be helpful to the public and especially, to those borrowing 

JlfIo-t1 money. With the emergence of market-dominated systems there may be greater com
'-L~1m IV! petition to attract the public's savings, higher returns for savers, increased competition 

12. I 'btnf . 'i I among lenders, and more funds available to loan. Some experts believe the financial 
D~1 (; y n~L1J ~yem may become more stable, so that troubles in the banking sector will have less 

{hA1 t Irt#·/Vt a negative impact on the system as a whole. On the other hand, if traditional finan 
~ ~ ho{ t1fl tAf !("'7J cial intermediaries begin to decline, they may become less efficient and more prone to 
~ /1 v " , j I.f(' failure. Hopefully the passage of time will reveal what the real benefits and costs are 
/IfI)Is VI · of less bank and more market domination of the financial system. 
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( web-Based Problems 	 ) 
1. 	The total volume of primary securities created by the banking system as a 

whole is referred to as bank credit. The total volume of secondary securities 
issued by the banking system is given by the banks' total liabilities minus 
any interbank lending, referred to as either "borrowings from other banks" or 
"federal funds purchased." 
a. Go to the Web site of the Federal Reserve System and find its H.B statistical 

release: federalreserve.gov/releaseslhS/Currentl. Identify the total volume 
of primary and secondary securities for the banking system as a whole for 
the most recent quarter. 

b. Compute the difference between the total amount of credit created by the 
banking system in the form of primary securities and the banking system's 
liabilities in the form of secondary securities. What does this difference 
represent? What is this difference expressed as a percentage of total assets in 
the banking system? 

c. See if you can find annual balance sheets for at least two of the largest U.S. 
banks-for example, Bank of America (BAC) and Wells Fargo (WFC). 
Identify the total amount of primary securities (investment securities plus 
loans, claims, and advances) and secondary securities (customer deposits 
plus short-term borrowings less federal funds purchased) for each bank. 
Perform similar calculations as in part (b) to determine what percentage of 
the total assets for each of these banks is the difference between primary and 
secondary securities on their books. Does this tell you anything about these 
very large banks relative to the banking industry as a whole? 

2. 	Most major security dealers houses engage in both semidirect and indirect 
financing in their roles asfinancial intermediaries . 

a. Identify which of these two types of financing should show up on the 
intermediary'S balance sheet and which should not. Explain. 

b. How would you expect these two different types of financial transactions to 
show up on the intermediary's income statement? 

c. Consult the World Wide Web for the annual balance sheet and income 
statement of a major dealer house such as Lehman Brothers (www.lehman. 
com) or Goldman Sachs (www.gs.com). 

d. Identify the semidirect and indirect finance activities of these or other dealer 
houses. 

Selected References to Explore 
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www.lehman
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3. 	Fitzgerald, Terry J. "Money Growth and Inflation," Economic Commentary, 

Federal Reserve Bank of Cleveland, August 1, ] 999, pp. 1-4. 


4. 	Gurley, John, and Edward S. Shaw. Money in a Theory of Finance. 

Washington, DC: Brookings Institution, 1960. 


S. 	Levine, Ross. "More on Finance and Growth: More Finance, More Growth?" 
Review, Federal Reserve Bank of St. Louis, July/August 2003, pp. 31-52. 

(6) Revell, Jack. The Recent Evolution of the Financial System. New York: 
MacMillan, May 1997. 
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States," Business Review, Federal Reserve Bank of Philadelphia, Third Quarter 
2005, pp. 1-8. 

info 
syst( 
who 
final 
reac 
parti 

• You 
. indi~ 

in th 
can 
finar 
and 

• 	 In or 
you \ 
of FL 
StatE 
mea 


	Money and Capital Markets 1
	Money and Capital Markets 2
	Money and Capital Markets 3
	Money and Capital Markets 4
	Money and Capital Markets 5
	Money and Capital Markets 6
	Money and Capital Markets 7
	Money and Capital Markets 8
	Money and Capital Markets 9
	Money and Capital Markets 10
	Money and Capital Markets 11
	Money and Capital Markets 12
	Money and Capital Markets 13
	Money and Capital Markets 14
	Money and Capital Markets 15
	Money and Capital Markets 16
	Money and Capital Markets 17
	Money and Capital Markets 18
	Money and Capital Markets 19
	Money and Capital Markets 20
	Money and Capital Markets 21
	Money and Capital Markets 22
	Money and Capital Markets 23
	Money and Capital Markets 24
	Money and Capital Markets 25
	Money and Capital Markets 26
	Money and Capital Markets 27
	Money and Capital Markets 28
	Money and Capital Markets 29
	Money and Capital Markets 30
	Money and Capital Markets 31
	Money and Capital Markets 32
	Money and Capital Markets 33
	Money and Capital Markets 34
	Money and Capital Markets 35
	Money and Capital Markets 36
	Money and Capital Markets 37
	Money and Capital Markets 38
	Money and Capital Markets 39
	Money and Capital Markets 40
	Money and Capital Markets 41
	Money and Capital Markets 42
	Money and Capital Markets 43

