
Lecture 1: The Financial System 
What is the financial system? 
- Three main areas of the financial system 
- The government is usually the regulator of the financial system: 

 Ideal role of the regulator would be to facilitate the market’s resilience,   
 
- Money: 

 Money allows a payment system to be developed and utilised 
- Markets: 

  
- Financial Institutions: 

 Governments: Issue of securities, bonds 

 Households: 
 
What is the role of the financial system? 
- Five key functions of the financial system: 

 Facilitate the flow of funds between units within the economy 
o Helps to finance real assets and to share risk (e.g. households 

taking out a mortgage to buy a house) 
o Transfers in the economy can be in the form of debt or equity 

 Payment mechanism/Settlement mechanism 
o Settlements can be immediate or at a specific horizon (e.g. 

purchase of property) 

 Managing risk (e.g. hedging), allowing risk to be transferred between 
parties in the financial system 

o Allows parties who at good at managing risk to actually hold it 

 Providing information to allow investors to make informed investment 
decisions, generation and disseminating information 

 Manage incentive problems effectively (e.g. adverse selection, agency 
costs, moral hazard) 

 
Is the financial system changing? 
- Technology (e.g. PayPal) 
- Global Financial Crisis: The financial system changed in response to adverse 
economic events 
- Financial innovation (e.g. bitcoins): 

 Bitcoins are not generated or printed by any government, it is 
generated through the mining of bitcoins 

 
- The financial system is always changing: 

 Innovation isn’t always a good thing, but when it is managed properly it 
can be 

 
Defining characteristics of the Australian Financial System 
- Very commodity based/mining driven economy  

 Potential productivity crisis facing the economy now that the mining 
boom is slowing down 

- Net importer of capital, there is a lot of foreign investment present in the economy 
- Stable regulatory environment 



- Very strong and resilient banking system with four dominant banks 
- Ageing population, more money spent to finance this section of the population 
- Large pool of superannuation money (approximately $1.9 trillion)  
- Financial services sector comprises a large part of GDP 
  
Well-Functioning Financial System 
- Efficient: 

 Information efficiency 

 Allocation efficiency 

 Dynamic efficiency (right incentives for people to invest and save, a 
good balance between saving and spending) 

- Resilient: 

 Fast for financial systems to adjust in response to difficult situations 
- Fairness: 

 Fair and non-discriminatory treatment of system participants 

 Said participants act with integrity 
 
Funds Transfer between SSUs (Surplus Spending Units) and DSUs (Deficit 
Spending Units) 
- Direct Financing 
- Indirect Financing: 

 Far more common in today’s economy 

 Can be a pure middleman/intermediaries, or use their own capital 
resources to make things happen 

o Benefits involve things such as economies of scale 
 
- Five main intermediation services: 

 Denomination divisibility 

 Currency transformation 

 Maturity flexibility 

 Credit risk diversification 

 Liquidity 
 
Types of Financial Intermediaries 
- Banks 
- Credit Union 

 Take deposits and lend out money 

 Typically owned by the members 
- Brokers 
- Insurance companies 
- Hedge funds 
- Super funds 
- Finance companies 
- Money market corporations 
 
- Intermediaries are regulated in Australia by the APRA 
 
- Banks 
- Non-Bank Financial Corporations 



- Life insurance companies 
 
Types of Financial Markets 
- Seasoning of the claim 
- Organisational structure: 

 Exchange traded vs OTC (difference in liquidity of the markets)  

 OTC markets are for “big players”, aimed at the large financial 
institutions 

 OTC markets aren’t as heavily regulated as the exchange traded 
markets 

- Maturity of the claim  
- Time of delivery 
 
- Australian Financial Market: Provides an overview of activity in the Australian 
market 
 
- Equity market is aimed more at the “mum and dad” investors 
 


