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The Financial System:
Money, Banking and Capital Markets

Chapter 11 & more

Why is it important?
What is Money?
Inflation
How does banking work?
The Largest Crisis in 70 Years
What are capital markets?

The Importance of The Financial System
The world before capital markets and banking

Demand:
New wealth from 

colonies and bumper 
crops creates demand. 

Need for roads,
factories, etc.
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The world AFTER  capital markets and banking

Demand:
Entrepreneurs and 
governments have 

access to surplus funds 
for expansion and 

development.

Post-Credit Post-Credit
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Supply:
Wealthy individuals are 

able to lend out their 
money to large numbers 

of people, and earn 
additional income, 

instead of just sitting on 
their fortunes.

Required:

The Importance of The Financial System

Day-to-day operations can rarely provide the large amount of funds needed 
all at once to expand rapidly to take advantage of opportunities, or to take 
part in mergers or takeovers (and this ignores consumers' needs like credit 
cards, small car loans, etc.).

Firms generally have three sources of cash:

The Importance of The Financial System

(borrowing by issuing bonds, or acquiring mortgages)

(issuing stock and acquiring investors/owners)

1. Operations

2. Debt 

3. Equity 
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All modern economies have a credit and banking system, and a capital 
market system to facilitate:

The Importance of The Financial System

GDP = C  +  G  +  I   +  X  -  M

Which part of our economy is directly dependent?

1. The pooling of savings (S)

2. The borrowing and lending of those funds (B) 

3. Investment (I)

4. The exchange of ownership

Making them available for use by others

Trading the equity and debt investments (stocks and bonds) which improves liquidity 
and thus investors confidence to lend or invest in the first place.

(Debt)

The use of those funds to invest in capital equipment, research, etc.

GDP
and the circular flow
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Imports Exports 

Flow of Money
Flow of Goods and Services
Leakages

Payments for resourcesPayments for resources

Payments for goods and services Payments for goods and services

Consumer goods and servicesConsumer goods and services

Productive Resources Productive Resources
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Taxes Taxes

Social Programs

Government Services

Subsidies

Government Services
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Product 
Markets

(finished goods
and services)

Government borrowing
Reduction of money supply

Government debt repayment
Increase in money supply

Resources 
Market

(land, capital, labour, 
entrepreneurship)

Government

Financial 
System

(Money, Banking, 
Capital Markets)

Leakages 
are

in Blue
The Circular Flow
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Money

Deposit Money

 Gold

 Debasement

Clippage

Fractional Bank Notes

Fiat Money

Where does money come from?

What is money?

• Medium of exchange
• Store of value
• Standard measure of future payments

The Multiplyer Effect

Money

1. Me 2. 3. Total

GDP

Money
Supply

MV = PQ
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Money
The Demand for Money

• Transactions
• Precautions
• Speculation

People hold money for three reasons:

• Changes in real GDP
• Inflation

Together these three reasons comprise the  liquidity preference (LD) a.k.a. 
the demand for money. 

Anything that affects these three items above, will shift the demand for 
money, namely:

Quantity of Money
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Changes in the interest rate, will cause 
movement along the LP line.

This will become important later, in 
monetary policy.

Money
The Supply of Money

Not all money was created equal. There are different types available at any 
given time, representing different levels of liquidity:

M1: Only what can be used as a direct medium of exchange

M2: Savings and term deposits (and other "near" money)

M3: Savings and terms deposits at non-bank institutions, and foreign
        currency holdings of Canadians

How much of each kind is there?
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Money
The Supply of Money

$1.269 Trillion

$824 Billion

$298 Billion

$50 Billion

Money
The Money Market

But does the supply of money stay constant?

Demand

Supply

Quantity of Money
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Short run Money Supply
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Money
Exercises (You will need to find some answers at the Bank of Canada's web site).

1. Referring to the following, calculate:

a) the amount of currency in circulation
b) M1   
c) M2  
d) M3

2. What effect would each of the following have on the money supply? Explain.

a) a desire by the banks to increase their excess reserves
b) a decline in the public's confidence in banks
c) an increase in the use of credit cards

e). Why might knowing the size of each be important to the Bank of Canada? 
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Real GDP in $
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Inflation

Types and Causes

The general increase in prices over time. It erodes confidence, purchasing power, 
fixed incomes like pensions, and savings.

Demand-Pull Inflation Cost-Push Inflation

AD

AS

AD

AS

Too many dollars chasing too few goods. Scarcity or sellers push up prices

Full Employment
Capacity Real GDP

Unemployment Rate

C
PI

Inflation

Inflation and Employment

Phillips Curve
Relationship between inflation and unemployment rates.

In theory (and historically speaking) unemployment and inflation are inversely related. 
This is why it is so difficult to combat inflation without causing societal harm.

Why would this be so?
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The Banking System
The supply of money does NOT stay constant; money and credit MUST 
expand over time, and it is the banking system that is responsible for 
changing it.

The chartered banks in Canada fall under the supervision of the Bank of 
Canada; the country's central bank.

Together with the government's department of finance, they set monetary 
policy. 

-Issuing paper currency

-Acting as the banks' bank
  (clearing house, sets the bank rate, hold banks deposits)

-The Federal Government's Bank
(holds its money, issues bonds and T-Bills, controls exchange rates)

-Controling the Inflation and the Money Supply
(to be discussed in unit on Monetary Policy)

Functions of the Bank of Canada:
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The Banking System
The creation of money: perhaps the scariest thing you'll ever learn.

However, it's the chartered banks in Canada who create money.

The Bank of Canada is responsible for ensuring that the rate at which more money 
is introduced into the economy is consistent with long-term stable growth. 

How is it done?

Illustration:

Let's say: 

1. S. Rodriguez wants a loan from the CIBC but can't get one.
2. J. Carsen wants a loan for $1000 from RBC and gets one.
3. J. Carsen then pays M. Gallant for his personal services.
4. S. Rodriguez trys again for a loan from CIBC.

The Banking System
The creation of money: perhaps the scariest thing you'll ever learn.
The Bank of Canada is responsible for ensuring that the rate at which more money is 
introduced into the economy is consistent with long-term stable growth. This is known 
as Monetary Policy. However, it's the chartered banks in Canada who create money.

RBC Reserves
Money Supply
Effect

CIBC Reserves
Money Supply
Effect

Total Reserves
Total Money
Supply Effect
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The Banking System

Exercises:

You take $1000 from under your mattress and put it in your new chequing 
account. What will eventually happen to the money supply? 

How much will it change by? (Use excel to prove your answer) Explain?
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What is a Sub-Prime Mortgage?

Toxic Assets?

What do these two words have to do with each other? How?

Financial System Interconnectivity

Credit Default SwapsHow about:

Collateralized Debt Obligations

Inside the Meltdown
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Inside the Meltdown
Moral Hazard:

Systemic Risk:

The Financial System:
Money, Banking and Capital Markets

Chapter 11 & more

Why is it important?
What is Money?
Inflation
How does banking work?
The Largest Crisis in 70 Years
What are capital markets?



CIA 4U J. Boulton

General types of Investments

Capital Markets
How do they work?

Bond Markets (Debt)Stock Markets (Equity)

Government debt repayment
Increase in money supply

Government borrowing
Reduction of money supply
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Savings

GovernmentHouseholds Businesses

Financial
System

• No ownership or decision-making rights
• Bondholders have priority claim on the 
  assets when bankrupt
• Pay interest at a stated annual rate on a
  “face value” or “principal”
• Interest is fully taxable

• Have ownership and voting rights in a business
• Last to be paid off in a bankruptcy
• Value is linked to expectation of future cash flows of business
• Some may pay dividends (return of profits to owner) but
  don’t have to
• Dividends are not fully taxable


