Mankiw -- Chapter 13 Saving, Investment, and the Financial System

Various types of capital - business equipment (plant, equipment) 

Ways of financing capital - bonds (debt financing) and stock (equity financing) 

Financial system - is made-up of institutions that help match savings with Investment 
Role of Savings and Investment - in promoting economic growth (Δ GDP) - note the element of time in this process 

Interest (ir) as the mechanism that balance saving and investment through time 

Financial markets - institutions through which savers provide funds to borrowers

Bond and Stock Markets:

· bond = a certificate of indebtedness, specifying borrowers obligation to bondholders, an IOU; 

· stock = ownership in an enterprise, with a claim on firm's profits 

Borrowers obligations to bond holders:

· date of maturity (when principal is due) and

· the rate of interest, expressed in real terms (ir) 

Three characteristics of a bond: 

1. term, length of time to maturity, short term less risk due to less uncertainty, hence lower the interest rate (ir); 
2. credit risk, probability of repayment, higher the risk, higher the interest rate (ir); and
3. tax treatment, how interest earned is treated under tax laws, e.g., taxable or non-taxable (municipal bonds) 
Level of return to an investment  = ƒ (level of risk) and level of risk = ƒ (degree of uncertainty)

Stocks - offer shareholders greater risk, but higher potential for reward 

Treatment in default - bondholders at head of line; stock holders at end of the line

Stock prices - reflect expected profitability  P stock = ƒ (future profits) 

Stock index - an average of a group of stocks, e.g., NASDAQ 100; KIKKIE 225; Dow Jones Industrial; IBD New America Index 

Financial Intermediaries - financial institutions through which savers can indirectly provide funds to borrowers, i.e., banks and mutual funds; pension funds, credit unions, insurance companies 

Banks pay depositors interest on their deposits and charge borrowers a slightly higher interest on their loans 

Checks - a medium of exchange created by banks; stocks, bonds, bank deposits serve as a store of value 

Mutual funds - an institution that sells shares to the public and uses those funds to buy a selection of stocks or bonds (a portfolio); this provides diversification, permits small shareholders to acquire investments 

Index funds - composed of all the stocks in a given index (a convenient place to see what stocks are in these indices, see: Section B of the Investor's Business Daily) 

Savings/Investment are 'important determinants of long-run growth in GDP and living standards.' 

Accounting - how various numbers are defined and added up; national income Accounts include GDP and related statistics 

Identity - 'an equation that must be true because of the way the variables in the equation are defined' 

Y = C + I + G + NX - Y is total income (GDP), is divided into four components: C  = consumption;  I = investment; G = government spending; and NX = net exports 
Closed economy - 'one that does not interact with other economies (excludes international trade) Y = C + I + G 'Each unit of output sold in a closed economy is consumed, invested, or bought by the government' 

Y - C - G = I - total income that remains after consumption (C) and government expenditures (G) 

National saving (S) = S = Y - C - G; so S = I or savings equal investment 

S = (Y -T - C) + (T - G) where T = government taxes - national savings is separated into two components, e.g., private saving (Y - T - C); and public saving (T - G) 

Budget surplus/budget deficit - 'If T exceeds G, the government runs a budget surplus because it receives more money than it spends .... If the government spends more than it receives in tax revenue, then G is larger than T ... the government runs a budget deficit, and public saving T - G is a negative number.' 

S = I  'For the economy as a whole, saving must be equal to investment' '...investment refers to the purchase of new capital, such as equipment or buildings' 

Market for loanable funds - simplification, all savers go to one market to deposit their savings, and all borrowers go to it to make loans; in this market, there is one interest rate (for both borrowers and lenders) 

Household saving (S) is the source of the supply of loanable funds; while demand for loanable funds comes from households and businesses wishing to make investments, hence investment is the source of the demand for loanable funds 

Interest (real) rate [ir] is the price of a loan [the amount borrowers pay for a loan and the amount that lenders receive for the savings] 

Because a high interest rate makes borrowing more expensive, the quantity of loanable funds demanded falls as the interest rate rises'; and 'a high interest rate makes saving more attractive, the quantity of loanable funds supplied rises as the interest rate rises' 

The interest rate serves to apportion or allocate or ration scarce capital (loanable funds) - inadequate supply of loanable funds results in higher interest rates, encouraging savings and discourages borrowing for investment 

Interest rate adjustments to balance supply and demand for loanable funds, 'it coordinates the behavior of people (lenders and borrowers) 

Government policies to influence saving/investment decisions (#4 People respond to incentives) -- "If the United States could somehow raise its savings rate to the level that prevails in other countries, the growth rate of GDP would increase, and over time, U.S. citizens would enjoy a higher standard of living' --'the low saving rate in the United States is at least partly attributable to tax laws that discourage saving' 
The tax on interest income substantially reduces the future payoff from current saving and, as a result, reduces the incentive for people to save

Lower interest rates may bring 'new' borrowers into the market 

'...reform of the tax laws encouraging greater saving, the result would be lower interest rates and greater investment. 'Shift supply curve for loanable funds outward and to the right and lowering interest rates 

'...skeptics also doubt the equity of the proposed reforms. They argue that, in many cases, the benefits of the tax changes would accrue primarily to the wealthy, who are least in need of tax relief.' BUT MOST ABLE TO INVEST... these 'skeptics' are willing to let the majority suffer ... LESS GROWTH, LOWER PRODUCTIVITY AND A LOWER STANDARD OF LIVING ... There is always a trade-off between EFFICIENCY AND EQUITY 

Investment incentives - 'provide tax advantage to any firm building a new factory or buying a new piece of equipment' holds Supply of loanable funds constant, while demand shifts outward to the right, raising interest rates - 

'... if a reform of the tax laws encouraged greater investment, the result would be higher interest rates and greater saving. ' 

Effects of government budget deficit - reduces supply of loanable funds (shifts supply curve to the left), raises interest rates (for both public and private sectors) AND reduces the equilibrium quantity of loanable funds - reduces national savings, raises interest rates & lowers or restricts investment, by way of contrast, '...a budget surplus increases the supply of loanable funds, reduces the interest rate, and stimulates investment. Higher investment, in turn, means greater capital accumulation and mere rapid economic growth.' 

The primary cause of fluctuations in government debt (as % of GDP) is WAR. Review "History of U.S. Government Debt ' (281-3), especially the last paragraph on page 283...'as of 2002 the Congressional Budget Office [CBO] was projecting that, under laws in place at the time, the debt-GDP ratio would decline over the following decade and reach 15 percent in 2012.' 
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