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MACROECONOMICS - CLUTCH
CH. 14 - THE FINANCIAL SYSTEM
CONCEPT: FINANCIAL SYSTEM DEFINITIONS
● Households ____________ some of their money, while firms need money to ____________ in long-term assets.

□ Financial System – the group of financial markets where firms acquire funds from savers
□ Financial Markets – Markets for the purchase and sale of financial securities, such as ____________________

□ Investment – current resources are devoted to _____________ future output
> The term investment is different in economics from the definition you are used to:
Financial Investments are made by ___________________

Economic Investments are made by __________________

□ Financial Intermediaries – Firms that act as a middleman between savers and borrowers
> Example: Banks, mutual funds, pension funds, and insurance companies
● The financial system accomplishes three main goals:

□ Reducing Transaction Costs
> Transaction Costs – the ________________ of negotiating and executing a deal
> Example: Business wants to raise $1B, but no individual investor would be willing to give $1B

□ Reducing Financial Risk
> Financial Risk – ________________ involving future gains or losses
> Example: Diversifying investments or buying insurance

□ Providing Liquidity
> Liquidity – how easy it is to ______________ a financial asset to cash
> Example: You own 10 shares of Apple stock, but need cash; you can sell it to another investor easily!
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CONCEPT: SAVINGS EQUAL INVESTMENT
● Savings – current consumption is _____________ current output
● Investment – current resources are devoted to _____________ future output

□ The term investment is different in economics from the definition you are used to:
Financial Investments are made by ___________________

Economic Investments are made by __________________

● Time to do some algebra! Recall that we used the ________________ approach to calculate GDP (Y)
> The total __________________ must equal the total _________________ for an economy
𝑌 = ______________________________
An open economy trades with other countries, leading to the net exports (NX) variable.
A closed economy _____________ trade with other countries, thus net exports (NX) would be equal to ___________.
𝑌 = ______________________________
In a closed economy, all output sold is either ______________, _______________ or ______________ by government.
We can rewrite the equation to solve for Investment (I).
______________________________ = 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 (𝐼)
National Savings – the total income remaining after paying for consumption and government purchases
𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝑆𝑎𝑣𝑖𝑛𝑔𝑠 (𝑆) = ______________________________
𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝑆𝑎𝑣𝑖𝑛𝑔𝑠 (𝑆) = ______________________________
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● National Savings can be broken up into: private savings and public savings

□ Private Savings – The amount of income that households have left after paying for consumption and ________
□ Public Savings – The amount of ________ revenue the government has left after paying for its spending
𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝑆𝑎𝑣𝑖𝑛𝑔𝑠 (𝑆) = _____________________________

If we add the effect of taxes:
𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝑆𝑎𝑣𝑖𝑛𝑔𝑠 (𝑆) = (_____________________) + (_____________________)
𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝑆𝑎𝑣𝑖𝑛𝑔𝑠 (𝑆) = 𝑃𝑟𝑖𝑣𝑎𝑡𝑒 𝑆𝑎𝑣𝑖𝑛𝑔𝑠 + 𝑃𝑢𝑏𝑙𝑖𝑐 𝑆𝑎𝑣𝑖𝑛𝑔𝑠

□ Budget Surplus –

When the government’s tax revenue ______________ its spending

□ Budget Deficit –

When the government’s tax revenue ______________ its spending

● In an open economy, the effect of international trade must be included in the Savings = Investment identity:

□ Money borrowed is repaid with ______________
> Net Capital Inflow – Investment spending financed by funds borrowed from foreigners
> Investment spending financed by foreign money comes at a national cost

𝑁𝑒𝑡 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐼𝑛𝑓𝑙𝑜𝑤 (𝑁𝐶𝐼) = ____________________________________
In an open economy:
𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 𝑖𝑛 𝑎𝑛 𝑂𝑝𝑒𝑛 𝐸𝑐𝑜𝑛𝑜𝑚𝑦 = 𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝑆𝑎𝑣𝑖𝑛𝑔𝑠 + ______________
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CONCEPT: THE MARKET FOR LOANABLE FUNDS
● We can simplify the financial system to one market called the market for loanable funds

□ Loanable Funds – income that households have chosen to save rather than spend on consumption
□ Just like any market, there are suppliers and demanders:
> Supply

 _____________________

> Demand

 _____________________

> “Price”

 _____________________
Market for Loanable Funds

□ Firms compare the rate of return of new projects with the available interest rate on the market
> Firms will fund projects that have a rate of return higher than the equilibrium interest rate
> At lower interest rates, the demand for funds naturally increases (more projects are worth funding)

□ Households will save based on the “reward” they can receive for lowering their consumption today
> At lower interest rates, the supply of funds naturally decreases (less “rewarding” to save)

□ Recall the difference between nominal interest and real interest:
> Nominal Interest Rate – The stated rate of interest on a loan
> Real Interest Rate – The nominal interest rate ____________________________
> Since both savers and investors are concerned with inflation, the equilibrium rate is the ______________
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CONCEPT: SHIFTS IN THE MARKET FOR LOANABLE FUNDS
● The demand for loanable funds is dependent on the borrowing needs of firms and government. Shifts in demand occur:

□ Firms: Changes in __________________ of future profits
> Example: An increase in available technology increases business opportunities

□ Firms: Changes in corporate tax rates
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□ Government: Changes in government’s need for funds

PRACTICE: The scientists at University of Coloralabaska have discovered an insanely efficient teleportation device useful
that revolutionized the shipping and delivery industry. How would this invention affect the market for loanable funds?
a) Demand for loanable funds would increase, leading to a higher equilibrium interest rate
b) Demand for loanable funds would increase, leading to a lower equilibrium interest rate
c) Demand for loanable funds would decrease, leading to a higher equilibrium interest rate
d) Demand for loanable funds would decrease, leading to a lower equilibrium interest rate
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● The supply of loanable funds is dependent on the ability to save of households and government. Shifts in supply occur:

□ Households: Changes in savings incentives
> Example: tax benefits from 401(k) retirement accounts increase the incentive to save

□ Government: Changes in the government’s budget deficit or surplus
> Budget Surplus – When the government’s tax revenue ______________ its spending
> Budget Deficit – When the government’s tax revenue ______________ its spending
> Public Savings – The amount of tax revenue the government has left after paying for its spending
> If the government is running a budget deficit, it is not contributing to national savings
- Savings are the supply of loanable funds
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CONCEPT: STOCKS, BONDS, AND MUTUAL FUNDS
● Bonds are financial securities that promise to repay a fixed amount of principal, generally along with _____________

□ Coupon Payment – an interest payment on a bond at the bond’s stated interest rate
□ Interest – the cost of borrowing funds, usually stated as a percentage of the amount borrowed
> The interest rate that must be paid is aligned with the amount of _________ involved in lending
> Rating agencies, such as Moody’s and S&P, will rate company bonds for credit quality

● Stocks are financial securities that represent partial ___________________ of a firm

□ Shareholders are entitled to their portion of a corporation’s profits
> The corporation doesn’t pay out all profits, it keeps some as retained earnings to fund future projects
> Dividends – Payments by a corporation to its shareholders
> Capital Gains – increases in the market value of the stock over the purchase price

□ Stocks do not have a maturity date because a corporation is assumed to continue indefinitely
● Mutual Funds – an institution that sells shares to the public, using the money raised to crease a portfolio

□ Shareholders purchase shares of the mutual fund, not of the stocks in the portfolio
> Actively-managed mutual funds have portfolio managers constantly buying and selling stocks
> Passively-managed mutual funds follow a specific stock index and hold more constant portfolios

□ Diversification – reducing risk by replacing a single large risk, with smaller, unrelated risks
> “Don’t place all your eggs in one basket”

Page 9

MACROECONOMICS - CLUTCH
CH. 14 - THE FINANCIAL SYSTEM
CONCEPT: RISK AND INSURANCE
● Risk – uncertainty regarding the amount of future gains or losses

□ Risk occurs because the future is ___________________
Pop Quiz!
Would you choose…?
a) $0 right now and you can just walk away
b) Receive $1,000 if you flip a coin and get heads or pay $1,000 if you get tails

□ Risk Averse – a general dislike for ___________________
> People generally dislike bad things happening ________ than they like good things happening

□ Utility – a measurement of satisfaction
> Marginal Utility – the _______________ satisfaction from consuming ________________ of a good
- Follows the law of __________________ returns!

> Insurance guards users from uncertain losses
- Insurance is usually used to guard from unlikely, but catastrophic, losses (i.e. fire)

Page 10

MACROECONOMICS - CLUTCH
CH. 14 - THE FINANCIAL SYSTEM
CONCEPT: DIVERSIFICATION, FIRM-SPECIFIC RISK, AND MARKET RISK
● Risk – uncertainty regarding the amount of future gains or losses

□ Diversification – reducing risk by replacing a single large risk, with smaller, unrelated risks
> How to diversify? Hold a large number of different investments, rather than just one.
Firm-specific Risk

Market Risk

Risk that only affects __________________

Risk that affects __________________

Examples:

Examples:

Firm-specific risk _____________ be diversified

Market risk _____________ be diversified

□ A riskier investment must pay a _____________ rate of return
> Risk-free rate of return – the return on an investment that has ________ risk
- Example: ____________________________

𝑅𝑎𝑡𝑒 𝑜𝑓 𝑅𝑒𝑡𝑢𝑟𝑛 =

𝐼𝑛𝑐𝑜𝑚𝑒
𝑃𝑟𝑖𝑐𝑒

● How can we be sure of the price of an asset on the market?

□ Efficient Market Hypothesis – current asset prices reflect all publicly available ______________ about its value
> Under this hypothesis, markets are said to exhibit informational efficiency
> Stock prices change when new information becomes available
- New information must be unpredictable, otherwise it wouldn’t be new
- Random Walk – the path of a variable whose changes are impossible to predict

□ Are people completely rational in the market?
> Example: Dot-com bubble of the late 1990s, real estate bubble of 2008
> People speculate on assets that appear to be increasing in value
- FOMO
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CONCEPT: TIME VALUE OF MONEY EQUATIONS
PRE-TEST: It’s my money and I want it _______!

a) Now

b) Some other time

● A dollar today is worth more than a dollar tomorrow. The two main concepts in Time Value of Money (TVM) are:

□ __________________: Taking current money and earning _____________ as time passes into the future
□ __________________: Taking a future sum of money and removing _____________ to find its value today
● Timelines are a helpful tool to visualize the timing of cash flows at different points in time:
EXAMPLE: Today, you invest $100 at Clutch Bank at a 10% interest rate for three years.

The Time Value of Money Equation:
𝐹𝑉 = 𝑃𝑉 ∗ (1 + 𝑟)𝑛
● FV = ____________________ = The value of a current amount of money at a future date
● PV = ____________________ = The current value of a sum of money (i.e. the PV of $1,000 today is $1,000)
●r

= ____________________ = The ___________ interest rate expressed as a decimal

● n = ____________________ = The amount of time passing between the PV and FV
PRACTICE: The formula 𝐹𝑉 = 𝑃𝑉 ∗ (1 + 𝑟)𝑛 is best used for:
a) Compounding
b) Discounting
c) Rebounding
d) Converting
PRACTICE: You invest $4,545 in Clutch Bank today earning a juicy 10% annual interest. What is the value of your
investment in one year? What is the value of the investment after two years?
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● Using a little bit of algebra, we can rearrange the time value of money formula:
𝐹𝑉 = 𝑃𝑉 ∗ (1 + 𝑟)𝑛

𝐹𝑉

PRACTICE: The formula 𝑃𝑉 = (1+𝑟)𝑛 is best used for:
a) Compounding
b) Discounting
c) Rebounding
d) Converting
PRACTICE: You are saving up $12,000 for a luxurious European vacation two years from now. How much money would
you need to invest today at Clutch Bank, earning their juicy 10% annual interest, to have enough for your vacation?

How much would you need to invest today, if instead you could only earn 6% interest?

Page 13

MACROECONOMICS - CLUTCH
CH. 14 - THE FINANCIAL SYSTEM
CONCEPT: CALCULATING BOND AND STOCK PRICES
● The value of an investment can be thought as the ____________ value of ____________ cash flows

□ A bond will pay Interest Payments over the life of the bond, and a final Principal Payment
Timeline:

𝐵𝑜𝑛𝑑 𝑃𝑟𝑖𝑐𝑒 =

𝐶𝑜𝑢𝑝𝑜𝑛 𝐶𝑜𝑢𝑝𝑜𝑛
𝐶𝑜𝑢𝑝𝑜𝑛 𝑃𝑟𝑖𝑛𝑐𝑖𝑝𝑎𝑙
+
+ ⋯+
+
2
(1 + 𝑖)𝑛
(1 + 𝑖)𝑛
(1 + 𝑖) (1 + 𝑖)

□ A stock pays dividends, but there is no principal repayment. However, it can be assumed the dividends will grow
Timeline:

𝑆𝑡𝑜𝑐𝑘 𝑃𝑟𝑖𝑐𝑒 =

𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑
(𝑖 − 𝑔)

Where i = discount rate and g = dividend growth rate

PRACTICE: A stock currently pays a dividend of $1 per share. Dividends are expected to increase at a rate of 5% per year,
while the discount rate is 8%. What is the current price of the stock?
a) $12.50
b) $20.00
c) $33.33
d) Cannot be determined
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