
  

 
• Financial system: consists of financial institutions, markets and instruments 

that together provide financial services for the economy 

• Financial innovation: the way in which financial services are provided 

changes and improves over time 

• Financial functions: the financial system’s major tasks; 

o The settlement of transactions 

o The flow-of-funds 

o Risk management 

o To overcome information asymmetry 

o To resolves incentive problems 

o To pool funds 

 

The settlement of transactions 

• Occurs when a buyer exchanges value (usually money) for a purchased item. 

• Performed by the payments system (comprising instruments used e.g. money 

or payment orders such as debt cards) 

 

The flow-of-funds 

• ‘Loanable’ funds.  

• The funds that everyone has that we don’t plan to spend today.  

• Come from surplus units and are lent to deficit units. 

•  E.g. you place funds in the bank (you are a surplus unit), your parents when 

they took out a housing loan (they are a deficit unit). 

•  Companies that raise funds to invest in a new factory are deficit units. 

• Two basic methods: 

o Direct financing: surplus units pay for securities issued by deficit units. 

Mainly arranged through financial markets 

o Indirect financing: financial institutions (mainly banks), raise funds 

from surplus units and supply funds to deficit units 

 

 

 

 

 

 

 

 



• The longer the loan period, the greater the risk 

• Contracting between surplus and deficit units have to overcome the 

differences in their preferences: 
Contractual Preference Surplus Units Deficit Units 
Return on (and cost of) 
funds 

As high as possible As low as possible 

Length of contract Flexible and short Inflexible and long 
Risk exposure Varies, but many are 

risk-averse 
Risk taker 

Amount of funds Usually small Usually large 
• In Australia, surplus units have supplied over $800 billion to deficit units who 

use the funds to buy a home. But in the USA housing loans were made to 

deficit units that were unable to meet their loan payments and this resulted in 

the global financial crisis (GFC) 

• The flow of funds is arranged mainly through contracts that set out the deficit 

unit’s agreed terms and conditions 

• The level of the returns promised by the deficit unit to the surplus unit will 

reflect: 

o The risks posed to the surplus unit 

o The ease with which the surplus units can get their funds back 

(liquidity) 

 

Risk Transfer System 

• Risk: the chance than an expected return will not be achieved 

o Default risk: the change that financial obligations will not be met 

o Market risk: the probability of loss arising from random movements in 

a market variable 

• Risk transfer contracts provide ways to manage risk exposure 

• E.g. a variable interest rate borrower faces the risk of an unexpected increase 

in interest rates à a forward interest rate contact can be used to fix the 

future rate, but this means the borrower gives up the chance to benefit from 

an unexpected fall in interest rates à such contracts will be used by 

borrowers that are more concerned about a higher rate than missing out on a 

lower rate 

 

 

 

 

Information Asymmetry 



• Arises when one party to a potential contract is better informed than the other 

party e.g. a potential borrower knows more about their capacity to repay than 

the lender does 

• Two problems can arise: 

o Loans are made that should not have been made 

o Loans are not made that should have been made 

• Therefore the flow-of-funds will work better when steps are taken to 

overcome information asymmetry, e.g.: 

o Including provisions in contracts (such as mortgages in home loans) 

that encourage truthful information disclosure 

o Restricting participation in the market to professional traders who are 

well informed about risks and potential returns 

o Through financial regulations that require the more informed party to 

provide relevant information to the less informed supplier of funds 

 

Incentive Problems 

• Arise when the terms of a financial arrangement provide one party (or both) 

with an incentive to act irresponsibly. They can pose moral hazards 

• Moral hazard: a situation where the ‘self-interest’ of a party in a financial 

arrangement is in conflict with moral or ethical values 

 

 

 

 

Pooling of Funds 



• Pooling: the process of raising small amounts from many suppliers of funds 

that are pooled for lending or investment purposes e.g. banks accept many 

small deposits (from savers) but make larger value loans (to borrowers), 

companies issue shares to many investors 

• Pooling increases the flow of funds 

 

Debt Finance 

• Usually arranged through a loan contract that specifies the interest to be paid, 

the repayment date and the security arrangements (if any) 

• Can be arranged as a loan from a bank or through issuing debt securities 

• The three commonly used loan structures are: 

o Pay back the loan with interest on the agreed date 

o Regular interest payments during the loan with the principal repaid a 

maturity (term loan) 

o Regular payments that cover interest and loan repayments (reducible 

loan) 

• Interest Rate: the return to the supplier of funds and the cost of debt funds 

to the borrower. It is the default-free rate plus a risk premium to compensate 

the risk of default. 

• Fixed-Rate: applies for the full term of a loan whereas a floating rate can 

change during a loan’s term (e.g. monthly or quarterly) 

• Risk 

o r = rdefault-free + rrisk premium 

 

Equity Capital 

• Equity: the funds invested in a firm by its owners. For companies it is 

shareholders’ funds 

• It is raised through a company issuing ordinary shares and can be increased 

through the company’s retained earnings 

• It is referred to as ‘risk capital’ because it has the lowest payment priority e.g. 

earnings are the residual after a company has met its financial obligations 

• As they face greater risks, equity holders generally require higher expected 

rates of return than debt holders 

 

Leverage 

• The use of debt to help finance assets 



• Equity funding is more expensive for a firm than debt because its required to 

give a higher propriety to its debt holders than to its shareholders. Also 

interest payments on debt are tax deductible 

• If the firm makes 15% return on assets and pays only 8% (after-tax) in 

interest it earns 7% on the use of debt that increases the firm’s return on 

equity. This is the main advantage 

• If the firm can only earn 5% on assets it may not be able to meet its debt 

payments, which would bankrupt the firm 

 

Financial Institutions 

• Banks 

o Most are ADIs that accept deposits, make loans and provide payment 

services for households and/or large companies 

o Some provide investment banking (direct financing e.g. money, bond 

and share markets) and risk management services. 

• Insurance Companies 

• Fund Managers 

 

Financial Regulators 

• Reserve Bank of Australia 

o Central bank 

• Australian Prudential Regulation Authority 

o Bank supervisor 

• Australia Securities and Investment Commission 

o Mainly to enforce company legislation and financial services law 

• Australian Treasury 

o Advises the government  

 

Deferred Net Settlement 

• Processes retail payment orders 

• Parties: 

o ADIS accept deposits that provide depositors with payment orders 

(such as debit cards as opposed to notes and coins) 

o The RBA and its Payments System Board à responsible for the stability 

and efficiency of the payment system 

o Exchange settlement accounts (ESA), which each ADI has with the 

RBA, and the  funds in them. 

• The main retail payment orders are: 



o Direct entries 

o Debit and credit cards 

o Cheques 

• Each must be authorised and verified 

• All retail payment orders require an inter-ADI transfer 

• Each business day around 24 million payment orders are used to settle 

transactions, they mostly require funds to be transferred between ADIs. They 

are cleared after they have been deposited (requiring each ADI to agree on 

the net transfers of ES funds between them). The amounts are then settled at 

the start of the next business day at the RBA by the transfer of the cleared 

net amounts of ES funds 

 

Exchange Settlement Accounts 

• Accounts each ADI has with the RBA 

• Handle payments between ADIs à ADIs transfer funs between themselves 

(meaning between their ESAs) when settling their customers’ payment orders 

• An ESA cannot be overdrawn, they must always have a positive balance and 

the balance earns the cash rate less 25 basis points (bps) 

• ES funds represent cash since they can be used to instantly settle payments 

 

Payment Orders 

• Direct entries: pre-authorised and verified bulk payment orders and so are 

the cheapest form of payment order 

• Direct credits: payments to an account holder, such as salary payments  

• Direct debits: payments from an account, such as loan payment deductions 

 

Debit Cards 

• Issued by ADIs to their depositors to enable them to access funds in their 

deposit account to settle transactions or as cash via 

o ATMS 

o EFTPOS and  

o Branches 

• Issuing ADI may charge for the card and for transactions, usually less than for 

credit cards 

 

Credit Cards 

• Issued by credit card companies (Visa, MasterCard) in association with an ADI 

 



Cheques 

• A written instruction to a drawer’s ADI, authorised by the drawer’s signature 

• Cleared and settled (via DNS) prior to their verification 

o Funds are credited once deposited, but access to funds is delayed until 

verification 

o Depositor faces the risk that a cheque fails verification and deposit is 

reversed  

 

 

Real-Time gross Settlement 

• Processes wholesale payment orders 

• Parties: 

o Financial markets and their clearinghouse 

o RBA and its computer software known as RITS 

o And the ES funds in the ESAs of ADIs 

• Main sources are foreign exchange and debit market trades 

• Each payment instruction is fed into the RTGS which arranges them in a 

queue where they are processed throughout the day. Through 

o Clears: does the payer have sufficient ES funds? If yes à 

o Settlement: the immediate transfer of ES funds between the payer’s 

ESA and the receiver’s ESA 

• Intra-day liquidity pressures means ADIs must have sufficient ES funds to 

meet their RTGS obligations throughout the day 

• During the day the sequence of each ADI’s receipts and payments is not 

known at the start of the day and so may cause intra-day liquidity pressures 

o When an ADI’s payments are scheduled before its receipts causing it to 

temporarily be short of ES funds 

• To prevent this: 

o Intra-Day Repos: RBA’s purchase of a parcel of an ADI’s securities on 

the condition the ADI purchases them back later in the day 

o Auto-offset process: RTGS can adjust the settlement queue if this 

overcomes a liquidity pressure 

 

Managing ES Funds 

• ADIs have to maintain a positive balance in their ESA, but the daily level of 

their payment system obligations vary unexpectedly so they leave funds 

overnight in their ESA even though they earn 25 bps less than the cash rate 



• If ADIs have insufficient funds in their ESA they can borrow overnight funds 

from the RBA, but they have to pay the cash rate plus 25bps for them 

• Interbank overnight market:  

o Part of the money market 

o The cash rate is paid on funds in the overnight market 

o Funds can be transferred immediately between this market and ESAs 

o ADIs hold most of their ES reserves in this market 

o ADIs also hold money-market securities that can be sold to increase 

their ESA balance, or purchased to lower the balance 

 

RBA Payments 

• RBA makes payments for the government e.g. pension payments and 

payments for supplies 

o When deposited they increase the total of ES balances because they 

are not withdrawals from other ADIs 

• RBA receipts include tax receipts and they decrease ES funds because they 

are not deposited in other ADIs 

• Net payments are made daily by the RBA and this poses a problem  

• Changes in the total of ES funds alter the financial system’s liquidity 

o Additions will result in ES funds being moved into the inter-bank 

market, which would lower its interest rate (the cash rate) 

o Reductions in total ES funds will result in funds being withdrawn from 

the inter-bank market (to restore balance of ES funds) causing the 

cash rate to increase 

• The RBA uses market operations (OMO) to prevent unintentional changes to 

the cash rate 

 

 

Australia’s ADIs 

• Australian-owned banks à big four, others e.g. Macquarie 

• Foreign subsidiary banks à e.g. HSBC Citigroup, Arab Bank 

• Branches of foreign banks à e.g. BNP Paribas, Deutsche Bank 



• Building societies à Thrifts, provide retail banking services 

• Credit unions à Thrifts, provide retail banking services e.g. Teachers Credit 

Union 

 

SOURCE OF ADI FUNDS 

Retail Deposits 

• Made by individuals and businesses 

• Categorised as: 

o Transaction accounts (current or cheque accounts): offer liquidity, very 

low interest and low transaction fees 

o Fixed-term accounts: pay a fixed rate for an agreed term. Pay a higher 

interest rate than other deposit accounts provided the deposits are not 

withdrawn during their term. Low risk, low return 

o Savings accounts: similar to transaction accounts, with higher interest 

and fees. Includes online savings accounts (no fees). Low risk, low 

return 

 

Wholesale Deposits 

• Certificate of deposit (CD): fixed-term large-value deposits (with an agreed 

interest rate) that are usually registered for trade in the money market as a 

type of promissory note (P-note) 

• Cannot be withdrawn before maturity but can be traded (i.e. sold) in the 

money market to provide the depositor with liquidity 

• Money markets use simple interest:	   

• E.g. given $10m is deposited for 91 days at 6.40%pa, the CDs face value is: 

 

if the investment is held to maturity the interest earned would be: 

 
Assuming the depositors sell the CD at 6.50%pa 30 days later, the interest 

earned is the selling price less the original deposit i.e. 

	   	  =	  $50,385	  

 

Financial Markets 

• Banks borrow by issuing securities in overseas (foreign) financial markets 

• Mainly medium term bonds with maturities of 3 to 5 years 
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• Issued most in USD, but proceeds and interest payments are swapped into 

AUD 

• In the domestic financial markets, CDs are issued in the short-term money 

market 

• Securisation: Includes the funds raised from the sale of loans (mainly 

housing loans) 

• Equity: mainly shareholders’ funds, ADIs have to satisfy a minimum amount 

of equity funding, this is defined by the capital adequacy requirement (CAR) 

 

USE OF FUNDS 

Bank Securities 

• Form approximately 18% of bank assets 

• Two main forms: bonds and money market securities 

• Purposes: 

o A store of liquidity. Securities can be sold to supplement each ADIs ES 

funds and so are liquid securities. 

o To enable banks to act as dealers in the security markets 

o As secure investments (low risk & return) 

 

Loans 

• Housing loans: 

o Standardised in terms of features and rates 

o Long term (20-30 years) 

o Loans to “owner occupiers” have a reducible structure (the loan is 

repaid over its term) 

o Loans to investors (i.e. landlords) are usually interest-only (loan is 

repaid at maturity) 

o Most are variable rate loans, but they are fixed-rate and ‘low-start’ 

loans (i.e. a low interest rate for the first one or two years of the loan) 

• Loans are: 

o Secured by a mortgage 

o Not more than 80% of the property’s value 

o Made to borrowers with the capacity to repay 

o Supported by documentary evidence 

• Mortgages: the lender’s right to take possession and sell the secured asset if 

the borrower defaults on loan payments. It: 

o Helps lenders avoid adverse selection 

o Shifts the default risk from the lender to the borrower 



o Reduces the amount of a lender’s loss given default 

o Lowers the interest rate for borrowers 

• Non-bank lenders: 

o Mortgage originators: non-bank lenders who entered the market in 

the 90s 

o Lend funds raised from the issue of mortgage-backed securities (MBS), 

hence rely on an investment bank partner 

o Their market share increased to around 20% by 2007 when the GFC 

deprived them of finds to lend.  

o They are currently returning 

 

Loan Payments 

• Reducible-loan structure means the borrower’s regular payment meets the 

interest obligation and make a repayment of the borrowed amount 

• We assume payments are made monthly 

• While the loans are mainly made on a variable interest-rate basis (meaning 

the rate could change each month) when making calculations we assume the 

rate does not change. 

• Calculated as an annuity:  

• E.g. the monthly payment on a 25 year $300 000 loan at 6.3% p.a. 

o  
How much is owed after 5 years? (A = R*PVAF) 

 

 

Securitisation 

• The process of selling assets to investors in asset-backed securities 

o ADI loans, such as housing loans, are not liquid but parcels of them 

can be sold 

• Sold by a special purpose vehicles (SPVs) to investors in the MBS issued by 

the SPV, the loans become the property of investors in the MBS 

• Smaller ADIs have mainly used SPV’s to raise funds that they can use to 

make more loans, so its treated as a source of funding 

• The major banks have raised funds mainly by issuing bonds 
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Other Loans 

• Secured:  

o Personal loans: such as a car loan, usually with fixed interest rate 

o Overdrafts: allows borrowers to overdraw an account up to a certain 

limits, usually a floating interest rate 

o Margin loans to investors in (mainly) financial securities. Usually made 

through a share broker to enable clients to leverage their share 

investments. The shares serve as security where the LVR is usually 50-

70% 

• Unsecured: 

o Credit card loans 

o Some personal loans 

 

Business Loans 

• Small business loans are ‘standardises’ and usually secured 

• Large-value loans are made on a case-by-case basis: 

o Loan structure: term loans or revolving credit facilities (loans are 

renewed or ‘rolled over’ to extend their term) 

o Security provisions such as negative pledges, loan covenants, and 

mortgages 

o The interest rate reflects the lender’s prime rate (cost of funds and 

loan costs) plus a credit-risk margin specific to the borrower 

 

Lending Without Lending 

• Banks enable borrowers to issue securities 

• Commercial bill: a promise to pay its face value on its maturity date, which 

is usually less than a year (unsecured). Mainly issued by companies but must 

first be accepted 



• Acceptance is an undertaking to pay the bill’s face value at maturity should 

the issuer default. It improves the bill’s credit standing so it can be issued in 

the money market 

• The major banks are the main acceptors, bill is now a bank accepted bill 

(BAB) 

• BABs are usually sold by the acceptor to investors in the money market and 

so BABs are a form of direct financing 

• Borrowers pay an acceptance fee to compensate the acceptor for the 

borrower’s credit risk 

o And enter a bill receivable agreement in which the borrower agrees to 

redeem the bill 

o It is usually secured to protect the acceptor should the borrower 

default 

• E.g. a bank accepts a company’s 90-day bill with a face value of $10m for an 

acceptance fee of 130bps, and sells it in the money market at 6.50% pa 

     
Fee = $9 842 254 – 9 811 300 = $30 954 

• Most firms that issue bills wish to borrow for a term longer than a year 

• To satisfy this aim they ask the acceptor for bill facility (an agreement by 

the acceptor to rollover the bills on their 

maturity date for an agreed period) 

• Under a rollover new bills are issued to raise 

funds to repay the maturing debt 

• Interest payments are required at each 

rollover 

 

Introduction to Financial Markets 

• Financial markets arrange the flow of funds directly 

• Issuing of securities takes place in primary markets 

• The subsequent trading of securities is arranged by secondary markets 

• The trading in efficient secondary markets reveals the security’s fair value 

• Many investors lost confidence in markets during the GFC and this greatly 

slowed the flow-of-funds 

 

Primary Market 

• Securities are issued 
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• Requires investment banks, and their purchase, mainly by institutional 

investors 

• Issuing of securities is subject to security laws that are administered by ASIC 

• Methods of issuing vary between markets: 

o In the money and bond markets they are issued in wholesale amounts 

to institutional investors 

o Shares are issued (most commonly in an initial public offering) too 

both institutional and retail investors 

• Some securities (especially bonds) must be rated before being issued 

• In Australia, securities are mainly issued under best efforts contracts 

o The investment bank undertakes all the tasks required for the issue for 

a free, normally commission, which is paid only when securities are 

issued. 

o Does not guarantee all securities will be sold. This guarantee can be 

provided under a standby underwriting contract. 

• Security rating: an expert opinion of the security’s credit risk. Indicated by a 

scale, with AAA being the highest for bonds 

• Debt securities have to be rated before they can be issued. 

• Clearinghouse: keeps a record of issued securities and their owners, each 

market has one 

• Payments made by institutional investors are processed through RTGS 

 

 

 

	  


