
Chapter 3: The Financial System

The Financial System

This is an umbrella term which covers the following:

❖ Financial markets eg stock exchange, money markets.

❖ Financial Institutions eg banks, building societies, insurance 

companies, pension funds.

❖ Financial assets and liabilities eg mortgages, bonds, bills and equity 

shares.
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Financial Markets

Are divided into different types depending on the products being 

traded:

❖ Capital Markets – Stock markets for shares and bond markets.

❖ Commodity Markets – trading of commodities eg oil, metals.

❖ Derivatives Markets – instruments for the management of risk eg

options and future contracts.

❖ Insurance Markets – distribution of various risks.

❖ Foreign Exchange Markets – trading of foreign exchange.
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Financial Intermediaries

Within each sector in the economy there are times when there are 

cash surpluses and times when there are deficits.

Faced with a desire to lend or borrow, there are three choices:

❖ Lenders and borrowers to contact each other directly.

❖ Lenders and borrowers use an organised financial market.

❖ Lenders and borrowers use financial intermediaries.
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Roles of Financial Intermediaries

❖ Risk reduction

❖ Aggregation (pooling of small individual deposits)

❖ Maturity transformation

❖ Financial intermediation (brings together lenders and borrowers)
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Liquidity Surplus and Deficits

The lack of synchronisation between payments and receipts affects 

individuals, businesses and governments.

5



Households
Household’s income comes in many forms. The main ones being Wages and Salaries, Income from 
investments, property and savings and Social security and Pension fund. The flowing of these incomes 
tends to be regular but not continuous.

Short-term

Consumption tents to be continuous and irregular, however some payments match receipts.

Households can retain some cash to meet day to day expenditure, use credit cards, save in times 
when receipts exceed payments. (They do this through the services of financial intermediaries).

Medium-term

Infrequent purchase of expensive items such as consumer durables, holidays, medical bills. These are 
usually unrelated to the flows of income.

Households can either save before purchasing or borrow and repay over a period of time. (They will 
be using financial instruments as well).

Long-term

Even in the long run there may be a mismatch between payments and receipts. Long-term payments 
include housing property, savings for pensions.

The can make use of a different range of specialist mortgages or pension products (to generate 
income when they retire).
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Finance for Businesses

There is a wide range of financial instruments which businesses can 

choose from when they want to raise funds to finance their activities.

❖ Short-term instruments should be chosen to finance short term 
needs.

❖ Long-term instruments should be chosen to finance long term 

needs.

❖ When investing surplus funds a balance should also be there 

between profitability and the periods when the funds will not be 

needed.
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Short-term and medium-term 

Instruments

These are typically acquired from the money markets and they 

include:

❖ Short-term bank loans and overdrafts

❖ Bills of exchange (usually 3-6 months)

❖ Trade credit

❖ Leasing and hire purchase

❖ Commercial paper which are debt securities issued by companies
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Long-term instruments

There are basically 2 forms of long term finance.

❖ Equity finance (issue of shares)

❖ Debt finance (eg long term commercial paper, preference shares)

Its easy for listed companies to secure funding on financial markets but 

it is extremely difficult for small and starting businesses to secure funds 

as such governments in different countries are creating initiatives 

designed to meet the financial needs of these small businesses.
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Financial products

There are a wide range of contracts and financial instruments issued by 

financial institutions for lending/borrowing. Issues to consider when 

choosing the product to use are:

❖ Yield(Revenue)/Cost

❖ Risk (the main determinant of cost/yield)

❖ The amount involved/divisibility

❖ The time period the funds are required/available for

❖ Liquidity (how easy is it to sell the asset)

❖ Transaction cost
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Capital and Money markets

Time to maturity has been used to distinguish between capital and 

money markets.

❖ Capital Markets - matures after more than a year eg equities, bonds 

and mortgages.

❖ Money Markets – matures in less than a year eg Certificates of 

deposit, Bills of exchange.
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Ordinary Shares (Equity)

Ownership of a company is usually conveyed via ordinary shares. 

Ordinary shareholders have voting rights as well. Shares have a
nominal or par value which is usually different from the market value of 

the shares.  

❖ Returns – potentially high returns if company is profitable 
(dividends/increase in value of shares).

❖ Risk – carry a high risk.

❖ Timescales – long-term since companies usually do not have an 

intention of buying back shares.

❖ Liquidity – for unquoted companies hard to sell but for quoted 
companies they are liquid.
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Other types of financial products

❖ Bonds

❖ Certificate of deposit

❖ Mortgages

❖ Bills of exchange

❖ Credit agreements
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Yields on Financial Products

Equity

The total return to shareholders will include both dividends and growth 

in share price.

Dividend yield = dividends per ordinary share x 100/ market price of 
the shares
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Yields on Financial products

Bonds

There are different ways of calculating the yield on bonds:

❖ The bill rate (coupon rate)

This rate does not consider the market value or capital gains/loss on redemption.

❖ Running yield(interest yield)

= annual interest x 100/market value

This rate takes into account the market value of the bond but not the impact of 
capital gain/loss on redemption.

❖ The Gross redemption yield.

This gives the overall return to the investor and includes both the interest and 
capital gains/losses.
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The role of risk

The main determinant of the overall yield to an investor is the 

perceived risk.

Risk determines required return, which determines the market value.

Lenders in the financial markets normally demand higher interest rates 

on loans as the terms (length of time) to maturity increases. The longer 

the term of security, the higher the Gross Redemption yield.
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Term structure of interest rates

It is cheaper to borrow on a shorter term than on a long term. This is 

because the longer the period the higher the risk and as such the 

lender will ask for higher returns.

However most firms still borrow on a long term, the main reasons being:

❖ Risk – the long term borrowing can be arranged at a fixed rate for 

the whole term.

❖ The arrangement fees will be higher for short term borrowings.
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The role of credit rating agencies

Another way of linking risk and yield structures for bonds is through 

credit rating agencies.

If company wants to assess whether a firm that owes them money is 

likely to default on the debt, they make use of credit rating agencies. 

They provide this information to potential investors, regulators of 

investing bodies and the firm.
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Factors usually considered

❖ Magnitude and strength of the company’s cash flows.

❖ The size of the debt in relation to the asset value of the firm.

❖ The volatility of the firm’s value.

❖ The length of time the debt has to run.
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Understanding Interest rates

Though there are many different interest rates, there is a rate which the 

central bank would lend to the money market, based on the Treasury 

bill rates. It is called the base rate.
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Real and nominal interest rates

Real interest rate is the rate which is adjusted for inflation while the 
nominal or money rate is actual interest rate before allowing for 

inflation.

The real interest rate is the most important rate and the one used for 

decision making.

❖ When the nominal rate of interest is higher than the rate of inflation 
there will be a positive real rate. (borrowers will be losing in real 

terms but savers will be gaining).

❖ And the opposite is true.
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Financial intermediaries

They basically split into 2 types:

❖ Deposit-taking institutions (DTIs) eg banks and building societies

❖ Non-deposit-taking institutions (NDTIs) eg insurance companies, 

pension funds, unit trusts and investment trusts.

The deposits in DTIs forms bulk of a country’s money supply, thus DTIs 

are more important to the government and as such they are subject to 

more regulation.
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Banks 

There are 2 main activities for banks: Commercial banking done by 

retail or commercial banks and Investment banking done by 
wholesale or investment banks.
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Retail banks
Retail/Commercial banks

Their main activities are:

❖ Safeguarding customers’ monies – in Deposit (time) accounts, where 
depositors receive interest for storing their money and Current (sight)
accounts, where the interest rate is a bit low and customers can be 
given chequebook facilities.

❖ Transferring Money – Banks can move money between different 
branches or between different banks through the cheque clearing 
system. Each bank has an account at the central bank and there is a 
daily clearing system which is used to transfer net amounts to the 
different respective bank accounts.

❖ Lending money – Banks realises that a small proportion of the deposits 
was required daily; as such they decided to lend some of it and charge 
an interest.

❖ Facilitating Trade – modern banks provide services which facilitates 
easier trading eg accepting commercial bills, financial advisory to 
businesses and provision of foreign exchange.
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Wholesale Banks
The most common of these banks are merchant banks and overseas banks
operating in countries other than their own.

Merchant Banks:

❖ They bring together lenders and borrowers of large sums of money.

❖ They operate in high risk areas in industries and commerce, and can at times 
borrow from each other through the inter-bank market.

❖ Advise companies on money management.

❖ Negotiate bills of exchange.

❖ Underwrite the launching of new shares.

❖ Supervising company takeovers on the stock market.

❖ Guarantee commercial bills for companies.

Overseas banks:

❖ Finance overseas trade.

❖ International capital movements.

❖ International currency transactions.
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Non-bank financial intermediaries
These institutions are not officially authorised by the central bank although 
they are informally watched. They perform banking tasks eg Building 
societies (they tend to borrow short and lend long through mortgages

Most building societies have changed into banks in recent years.

There has been also a growth of financial conglomerates, where financial 
institutions are now branching into non-traditional lines of business and 
diversifying. As such the distinction between banks and building societies 
has become blurred.

Many other financial institutions exist:

❖ Investments and unit trusts – invest customers’ savings usually in 
company shares.

❖ Pension funds – accept savings to provide retirement pensions in the 
future.

❖ Insurance companies – invest income into assets such as shares and 
property.

❖ Finance companies – provide medium term credit for businesses and 
customers, others act as leasing companies.
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Credit creation
Banks create credit as a way of making profit. They can do this since not 
all of the cash that is deposited at the bank is regularly drawn, so they lend 
some of the cash deposited. Furthermore some of that lent out money is 
deposited back in the bank again, and this provides more cash reserves.

They discovered that at most 10% of the deposited money will be 
withdrawn leaving the rest for loans and investments (this percentage is 
known as the cash ratio).

The process of credit creation can continue as long as the ratio of 
cash/liquid assets to total deposits is maintained.

Deposit multiplier/Credit multiplier refers to the amount by which total 
deposits can increase as a result of the bank acquiring additional cash, 
this amount is the reciprocal of the cash ratio:

Change in total deposits = 1 x the initial cash deposit/cash ratio
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The amount of credit that banks 

can create depends on two 

factors:

❖ The cash and near cash liquid assets they hold.

❖ The size of the credit multiplier.
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Central banks

All countries have a central bank, and these are normally government 

owned organisations.

The main functions  of central banks vary a little from country to 

country, however thee are some common functions for these 

organisations.
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Main functions of Central Banks
❖ Banker to banks (lender of last resort, facilitates transfers between 

banks)

❖ Banker to the government (Accounts for gov dpts, debt management, 

monetary policy, runs reserves of foreign currency)

❖ Supervision of the banking system (Ensures banks have sufficient capital, 

ensuring that banks have day-to-day cash requirements)

❖ Note issue
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Central banks and monetary policy
The Central Bank can alter interest rates by selling or buying bank 

government stock.

The central bank buys and sells treasury bills and commercial bills, and 

government bonds in the money market.

This is known as Open Market Operations.

Through this activity the government can either restrict or increase the 

credit creating abilities of banks.
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Quantitative Easing

The government can control growth in an economy by raising or 
lowering interest rates.

But when interest rates are almost zero, central banks need to adopt 
different tactics – such as pumping money directly into the economy.

This is known as Quantitative Easing or QE

The central bank buys assets, usually government bonds, with the 
money it has printed or generate electronically. This will increase the 
amount of cash in the system. This will encourage financial institutions 
to lend more leading individuals and businesses to spend more, 
thereby increasing growth the economy.
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Financial Markets
❖ Money markets (Discount houses)

❖ Stock markets (Security markets, Alternative Investment Market, 

Bonds/Gilts market)
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