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Lecture 1 

I. Why study money,  banking and financial markets? 
  why study financial markets? 
   why study financial institutions and banking? 
   why study money and monetary policy? 
   why study international finance? 
 

II. An overview of  the financial system. 
   Function and structure of  financial markets 
   Financial markets instruments 
   International financial markets 
   Financial intermediaries 
   Regulation of  the financial market 

 
 

 



Why Study Financial Markets? 

    Financial markets are markets in which funds are transferred from 
people and firms who have an excess of  available funds to people and firms 
who have a need of  funds.  (stock markets and bond markets) 
 
    By allocating financial resources more efficiently, financial markets 
contributes to promote economic efficiency. (real estate vs shock market) 

 
    A well-functioning financial markets are key for high economic growth. 
( China’s treasury bonds trading resumed in 1981) 

 
    Activities in financial markets have direct effects on personal wealth, 
business and consumer behavior,  and the cyclical behavior of  the economy. 
(subprime mortgage crisis ) 
 
 



The Bonds Market and Interest Rate 

 An asset is a financial claim or a piece of  property that is subject to 
ownership. 

 
 A security (or financial instrument) is a claim on the issuer's future 

income or assets.  It includes bond and stock. 
 
 A bond is a debt security that promised  to make payments 

periodically for a specified period of   time. 
   An interest rate is the cost of  borrowing or the price paid for the 

rental of  funds. 
 

 A stock (or common stock) represents a share of  ownership in a 
corporation. It is a claim on the earnings and the assets of  the 
corporation. 
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Figure 1  Interest Rates on Selected Bonds, 
1950–2011 

Sources:   Based on Federal Reserve Bulletin 
              www.federalreserve.gov/releases/H15/data.htm. 



    Figure 2  Stock Prices as Measured by the Dow 
Jones Industrial Average, 1950–2011 

Source:   Dow Jones Indexes   https://www.djindexes.com 
 
                 



Why Study Financial Institutions and Banking? 

     Financial Intermediaries: institutions that borrow funds from 
people who have saved and make loans to other people: 

- Banks: accept deposits and make loans 
-Other Financial Institutions: insurance companies, finance companies, 
pension funds, mutual funds and investment companies 

     Financial Innovation: the development of  new financial products 
and services 

 - Can be an important force for good by making the financial system 
more efficient  

     Financial Crisis: major disruptions in financial markets that are 
characterized by sharp declines in asset prices and the failures of  many 
financial and nonfinancial firms. 

 



       Why Study Money and Monetary Policy? 

  Money plays an important role in generating business cycles 

          - Recessions (declining output) and expansions affect all of  us  

 

  Data shows a connection between the money supply and the 
price level 

          -  The aggregate price level is the average price of  goods and 
services in an economy       

          - A continual rise in the price level (inflation) affects all economic 
players 

 

  Money supply is also closely related to interest rates. 

 

 

 



Figure 3  Money Growth (M2 Annual Rate) and 
the Business Cycle in the United States 1950–2011 

Source:    Federal Reserve Bulletin                     
            www.federalreserve. gov/releases/h6/hist/h6hist1.txt. 



Figure 4  Aggregate Price Level and the Money Supply in the 
United States, 1950–2011 

Sources: www.stls.frb.org/fred/data/gdp/gdpdef;                               
               www.federalreserve.gov/releases/h6/hist/h6hist10.txt. 



Figure 5  Average Inflation Rate Versus Average Rate of  Money 
Growth for Selected Countries, 2000-2010 

                  Source:   International Financial Statistics. www.imfstatistics.org/imf. 



Figure 6  Money Growth (M2 Annual Rate) and Interest 
Rates (Long-Term U.S. Treasury Bonds), 1950–2011 

Sources: Federal Reserve Bulletin 
          www.federalreserve.gov/releases/h6/hist/h6hist1.txt. 
 



                 Monetary Policy and Fiscal Policy 

   Monetary policy is the management of  the money supply and 
interest rates   

-  Conducted by the central bank ( the Federal Reserve in US, the People’s 
Bank of  China in China) 
 
 

   Fiscal policy deals with government spending and taxation 
- Budget deficit is the excess of  expenditures over revenues for a particular 
year 
- Budget surplus is the excess of  revenues over expenditures for a particular 
year 
- Any deficit must be financed by borrowing (treasury bonds, national loans) 



Figure 7  Government Budget Surplus or Deficit as a 
Percentage of  Gross Domestic Product, 1950–2010 

Source: www.gpoaccess.gov/usbudget/fy06/sheets/hist01z2.xls. 



                   Why Study International Finance  

   The foreign exchange market is where funds are converted from 
one currency to another.  

-  The foreign exchange rate is the price of  one currency in terms of  
another; 
-  It is mostly determined by  the foreign exchange market (Renminbi 
excluded) 
 
 

  The international financial system has tremendous impact on 
domestic economies: 

- How a country’s choice of  exchange rate policy affect its monetary policy? 
- How capital controls impact domestic financial systems and therefore the 
performance of  the economy? 
- Which should be the role of  international financial institutions like the IMF? 
 



                                   Function of  the financial markets 

    Perform the essential function of  channeling funds from economic 
players that have saved surplus funds to those that have a shortage of  
funds 

         - Promotes economic efficiency by producing an efficient allocation of  
capital, which increases production ( e.g.  Google,  high-speed-railway in China) 

         - Directly improve the well-being of  consumers by allowing them to time 
purchases  better (e.g.  Housing mortgage,  care mortgage, student loan) 

 
      Direct finance:  borrowers borrow funding directly from lenders 
in financial markets 
          - indirect finance: borrowers borrow through financial intermediaries 
           



Figure 8  Flows of  Funds Through the Financial System 



Structure of  Financial Markets 

   Debt and Equity Markets 

•   Debt instruments : bond or mortgage   

      - maturity  is the number of  years(terms) until the 
instrument’s expiration date     

•    Equities: common stocks  

              - dividends are periodic payments made by (long 
term) equities to their holders 

   Primary and Secondary Markets 

•   Primary markets:  where new issues of  securities are sold   

      - investment banks underwrite securities here 

•    Secondary markets: where previously issued securities being 
resold 

              - Brokers and dealers work here 



Structure of  Financial Markets 

    Exchanges and Over-the-Counter (OTC) Markets 

-  Exchanges: trade in a central location (NYSE, Chicago 
Board of  Trade for commodities ) 

-OTC Markets: dealers hold securities for sale at a preset 
price (Foreign exchange, Federal funds) 

 

    Money and Capital Markets 
-   Money markets deal in short-term debt instruments 
-   Capital markets deal in longer-term debt and  
equity instruments 



Money Market Instruments 

  US treasury bills:  bonds issued by the US government,    

                   - most liquid and almost risk-free 

 Certificate of  deposit:  bonds sold by a bank to depositors 

                   - pays interest annually and the original purchase price at maturity 

 Commercial Paper:  short term bonds issued by large banks or 
corporations 

 Repurchase Agreement (repos):  short term (usually < 2 weeks) 
loans use treasury bills as collateral. 

 Federal funds:  inter-bank overnight loans of  their deposits in the 
Federal Reserve.  (SHIBOR in  China and LIBOR in UK) 

         - federal funds rates measure the stance of  monetary policy 

 

                    

 



Table 1  Principal Money Market Instruments 



Capital Market Instruments 

  Stocks:  equity claims on the net income and assets of  a corporation            

  Mortgages: loans used to purchase real structures(housing, landing)                     

  Corporate bonds: issued by corporations with strong credit rating 
(convertible corporate bonds) 

 US government securities  issued to finance  the federal deficit 

 US government agency securities:  issued by government agencies(e.g. 
Fannie Mae) to finance mortgages, farm loans, or power generating equipment. 

  State and local government bonds (municipal bonds): issued by 
municipal government to finance expenditures on schools, roads and so on. 

  Consumer and bank commercial loans: loans made by banks or 
financial companies  

 

                    

 



Table 2  Principal Capital Market Instruments 



Internationalization of  Financial Markets 

   Foreign Bonds: sold in a foreign country and denominated in that 
country’s currency 

   Eurobond: bond denominated in a currency other than that of  the 
country in which it is sold (NOT necessarily denoted in Euro) 

   Eurocurrencies: foreign currencies deposited in banks outside the home 
country 

-  Eurodollars: U.S. dollars deposited in foreign banks outside the U.S. or in foreign 
branches of  U.S. banks 

   World Stock Markets 
       - stock markets indices: Dow Jones, S&P 500, FTSE 100, Nikkei 300, Hang Seng, 
Strait Times. 



Function of  Financial Intermediaries: Indirect Finance 

   Lower transaction costs (time and money spent in carrying out financial 
transactions)  

-  Economies of  scale (transaction cost reduces as transaction size 
increases) 
-  Liquidity services (e.g. checking accounts) 

   Reduce the exposure of  investors to risk 
-  Risk sharing (asset transformation): sell low risk assets to customers and 
purchase high risk (high return) assets  
-  Diversification: investing in a collection (portfolio) of  assets that hedging 
each other’s risk 



                                         Asymmetric Information 

   Adverse selection:  (before transaction)   
           - potential borrowers that most likely produce bad credit are most 
actively seeking loans and thus most likely to get the loans 
           - financial intermediaries are better equipped to screen out bad 
credit risks 
 

   Moral hazard: (after transaction) 
   - the borrowers engage in activities that make the loan less likely 
to be paid back 
   - financial intermediaries develop expertise in monitoring the parties 
they lend to and thus reduce the risk of  moral hazard 



Table 3  Primary Assets and Liabilities of  Financial 
Intermediaries 



Table 4  Principal Financial Intermediaries and Value 
of  Their Assets 



                      Regulation of  the Financial System 

   Increasing information available to investors 
           - Reduce adverse selection and moral hazard problems 

                   - Reduce insider trading (SEC). 

   Ensuring the soundness of  financial intermediaries 
           - Restriction on entry (Office of  the Comptroller of  the Currency) 
           - Disclosure 
           - Restrictions on Assets and Activities (control holding of  risky 
assets).  
           - Deposit Insurance (avoid bank runs). 
           - Limits on Competition (mostly in the past): 

•  branching, restrictions on interest rate 
             

     Financial Regulation Abroad 
          -  The major differences between financial regulation in 
the US and abroad relate to bank regulation (branching, holding 
of  commercial firms) 



Table 5  Principal Regulatory Agencies of  the U.S. 
Financial System 


	Money and Banking
	幻灯片编号 2
	幻灯片编号 3
	幻灯片编号 4
	幻灯片编号 5
	幻灯片编号 6
	幻灯片编号 7
	幻灯片编号 8
	幻灯片编号 9
	幻灯片编号 10
	幻灯片编号 11
	幻灯片编号 12
	幻灯片编号 13
	幻灯片编号 14
	幻灯片编号 15
	幻灯片编号 16
	幻灯片编号 17
	幻灯片编号 18
	幻灯片编号 19
	幻灯片编号 20
	幻灯片编号 21
	幻灯片编号 22
	幻灯片编号 23
	幻灯片编号 24
	幻灯片编号 25
	幻灯片编号 26
	幻灯片编号 27
	幻灯片编号 28
	幻灯片编号 29
	幻灯片编号 30
	幻灯片编号 31
	幻灯片编号 32

