2nd Macroeconomics Test Review
EddY

Money has 3 functions

· Medium of exchange- used to determine value during the exchange of goods and services


Barter- direct exchange of one set of goods or services for another; but requires the 




double coincidence of wants
· Unit of account- a means of comparing the values of goods and services
· Store of value- something that keeps its value if it is stored rather than used
Currency- coins and paper bills used as money
Money has 6 characteristics

· Durability- must withstand physical wear and tear
· Portability- people can easily transfer them 
· Divisibility- easily divided into smaller denominations, or units of value
· Uniformity- two identical pieces of money should have the same value and function
· Limited supply- Federal Reserve must control the supply of money to prevent fluctuation in changing values of money
· Acceptability- everyone must be able to exchange objects that serve as money for goods
Commodity money- objects that have value in themselves and that are also used as money
Representative money- objects that have value because the holder can exchange them for something else of value
Fiat money- money that has value because the government has ordered that it is an acceptable means to pay debts
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Large denomination time deposits
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Savings accounts
Money market funds
Small denomination time deposits

M1

Currency held by the public
Checking accounts

‘money market mutual fund- a fund that pulls money from
small savers to purchase short-term government and corporate
securities

M1 consists of assets that have liquidity (the abilty to used as,
o directly converted to, cash)
Demand deposits- the money in checking accounts




Functions of Financial institution
· Storing money
· Saving money: saving and checking accounts; money market accounts; certificate of deposits
· Loans

Fractional reserve banking- banks keep a fraction of funds on hand and lends out the 

remainder; this leads to the money multiplier effect, which basically creates money. The money 
generated = initial money / reserve ratio

Default- failure to pay back a loan
· Mortgages- a specific type of loan that is used to buy real estate
· Credit card- a card entitling its holder to buy goods and services based on the holder’s promise to pay for these goods and services later on
· Interest- the price paid for the use of borrowed money
· Principal- the amount of money borrowed
· Profit of a bank = interest collected from lenders – interested paid to savers
Types of financial institutions

· Commercial banks
· Savings and loan associations
· Savings banks

· Credit unions

· Finance companies

Investment- the act of redirecting resources from being consumed today so that they may create benefits in the future; the use of assets to earn income or profit; saving- the deferral of current consumption
Investment and saving are two sides of a coin. Saving leads to investment. 

Financial system- the system that allows the transfer of money between savers and borrowers

Financial asset- claim on the property or income of a borrower

Financial intermediary- institution that helps channel funds from savers to borrowers

· Banks, savings, and loan associations, and credit unions

· Finance companies

· Mutual funds that pool the savings of many individuals and invests this money in a variety of stocks, bonds, and other financial assets

· Life insurance companies

· Pension funds

Financial instrument- the various contracts which lay out the terms that savers can transfer their money to investors

Diversification- spreading out investments to reduce risk

Portfolio- a collection of financial assets

Prospectus- an investment report to potential investors

Return- the money an investor receives above and beyond the sum of money initially invested

Three components of a bond

Coupon rate- the interest rate that a bond issuer will pay to a bondholder

Maturity- the time at which payment to a bondholder is due

Par value- the amount that an investor pays to purchase a bond and that will be repaid to the investor at maturity

Yield- the annual rate of return on a bond if the bond were held to maturity

Types of bonds
· Savings bonds- low denomination bond issued by the government

· Treasury bonds, bills, and notes

· Municipal bonds- a bond issued by a state or local government or municipality to finance such improvements as highways, state buildings, libraries, parks, and schools

· Corporate bonds- A bond that a corporation issues to raise money to expand its business

Securities and Exchange Commission- an independent agency of government that regulates financial markets and investment companies

· Junk bond- a lower-rated, potentially higher-paying bond

Financial asset markets

· Capital markets- market in which money is lent for periods longer than a year

· Money markets- less than a year

· Primary market- market for selling financial asset that can only be redeemed by the original holder

· Secondary market- market for reselling financial assets
The Stock Market
Share- portion of stock
Equities- claims of ownership in the corporation
Benefits of buying stocks
· Dividends- corporations’ profits to their stockholders
· Capital gain- the difference between a higher selling price and a lower purchasing price, resulting in a financial gain for the seller
· Capital loss- the difference between the lower selling price and a higher purchasing price, resulting in a financial loss for the seller
Stock splits- the division of a single share of stock into more than one share
Brokerage firm- a business that specializes in trading stocks
Stock exchange- a market for buying and selling stock
OTC market- an electronic marketplace for stocks and bonds
Nasdaq- American market for OTC securities
Futures- contracts to buy or sell at a specific date in the future at a price specified today
Options- contracts that give investors the choice to buy or sell stock and other financial assets
Call option- the option to buy shares of stock at a specified time in the future
Put option- the option to sell shares of stock at a specified time in the future
Bull market- a steady rise in the stock market over a period of time
Bear market- a steady drop in the stock market over a period of time
The Dow- index that shows how certain stocks have traded
S&P 500- index that shows the price changes of 500 different stocks
Great Crash- the collapse of the stock market in 1929
Speculation- the practice of making high-risk investments with borrowed money in hopes of getting a big return
