Chapter 26:  Saving, Investment, And The Financial System
1. Introduction.

a. The financial system is the group of institutions in the economy that help to match one person’s savings with another person’s investment.

2. Financial Institutions In The U.S. Economy.

a. At the broadest level, the financial system moves the economy’s scarce resources from savers (people who spend less than they earn) to borrowers (people who spend more than they earn).

b. Financial Markets
i. Financial Markets are the financial institutions through which a person who wants to save can directly supply funds to a person who wants to borrow.

ii. The two most important financial markets in our economy are the bond market and the stock market.

iii. The Bond Market

1. A bond is a certificate of indebtedness that specifies the obligations of the borrower to the holder of the bond.

2. It identifies the time at which the loan will be repaid, called the date of maturity, and the rate of interest that will be paid periodically until the loan matures.

3. There are three important characteristics of bonds.

a. The first characteristic is a bond’s term—the length of time until the bond matures.

b. The second characteristic of a bond is its credit risk—the probability that the borrower will fail to pay some of the interest or principal.

i. Such a failure to pay is called a default.

c. The third characteristic of a bond is its tax treatment—the way in which the tax laws treat the interest earned on the bond.

iv. The Stock Market

1. Stock represents ownership in a firm and is, therefore, a claim to the profits that the firm makes.

2. The sale of stock to raise money is called equity finance, whereas the sale of bonds is called debt finance.

3. A stock index is computed as an average of a group of stock prices.

c. Financial Intermediaries

i. Financial intermediaries are financial institutions through which savers can indirectly provide funds to borrowers.

ii. The two most important financial intermediaries are banks and mutual funds.

iii. Banks

1. Besides being financial intermediaries, banks play a second important role in the economy:  They facilitate purchases of goods and services by allowing people to write checks against their deposits.

2. Banks help create a special asset that people can use as a medium of exchange.

a. A medium of exchange is an item that people can easily use to engage in transactions.

3. Stocks and bonds, like bond deposits, are a possible store of value for the wealth that people have accumulated in past savings, but access to this wealth is not as easy, cheap, and immediate as just writing a check.
iv. Mutual Funds

1. A mutual fund is an institution that sells shares to the public and uses the proceeds to buy a selection, or portfolio, of various types of stocks, bonds, or both stocks and bonds.

2. The primary advantage of mutual funds is that they allow people with small amounts of money to diversify.

3. A second advantage claimed by mutual fund companies is that mutual funds give ordinary people access to the skills of professional money managers.

4. Mutual funds are called index funds, which buy all the stocks in a given stock index, perform somewhat better on average than mutual funds that take advantage of active management by professionals money managers.

3. Saving And Investment In The National Income Accounts

a. Accounting refers to how various numbers are defined and added up.
b. Some Important Identities

i. A closed economy is one that does not interact with other economies.
1. A closed economy does not engage in international trade in goods and services, nor does it engage in international borrowing and lending.

ii. Actual economies are open economies—that is, they interact with other economies around the world.

iii. National savings, or just savings, is the total income in the economy that remains after paying for consumption and governmental purchases.

iv. Private saving is the amount of income that households have left after paying for taxes and consumption.

v. Public saving is the amount of tax revenue that the government has left after paying for its spending.

vi. A budget surplus is an excess of tax revenue over government spending.

vii. A budget deficit is a shortfall of tax revenue from government spending.

viii. For the economy as a whole, saving must be equal to investment.

4. The Market For Loanable Funds.

a. The market for loanable funds is the market in which those who want to save supply funds and those who want to borrow to invest demand funds.
b. The term loanable fund refers to all income that people have chosen to save and lend out, rather than use for their own consumption.

c. Supply and Demand for Loanable Funds
i. Saving is the source of the supply of loanable funds.

ii. Investment is the source of the demand for loanable funds.

d. Crowding out is a decrease in investment that results from governmental borrowing.

e. When the government reduces national savings by running a budget deficit, the interest rate rises, and investment falls.

f. A budget surplus increases the supply of loanable funds, reduces the interest rate, and stimulates investment.

