
www.sciedu.ca/ijfr International Journal of Financial Research Vol. 5, No. 4; 2014 

Published by Sciedu Press                        52                           ISSN 1923-4023  E-ISSN 1923-4031 

The Link between Financial System and Economics: Functions of the 
Financial System, Financial Crises, and Policy Implications 

Serpil Kahraman Akdoğu1 & Mehmet Umutlu2 
1 Department of Economics, Yaşar University, İzmir, Turkey 
2 Department of International Trade and Finance, Yaşar University, İzmir, Turkey 

Correspondance: Mehmet Umutlu, Department of International Trade and Finance, Yaşar University, Bornova, 
35100, İzmir, Turkey. E-mail: 90-232-411-5195. E-mail: mehmet.umutlu@yasar.edu.tr 

 

Received: July 16, 2014                Accepted: August 6, 2014         Online Published: August 24, 2014 

doi:10.5430/ijfr.v5n4p52                        URL: http://dx.doi.org/10.5430/ijfr.v5n4p52 

 

Abstract 

Financial system plays a key role in fostering economic growth by efficiently channelling the funds to investments. 
However, financial system is also considered as the source of instability especially during crisis periods. How to 
redesign financial system globally and nationally in order to achieve and maintain global financial stability without 
sacrificing the benefits of it is one of the priority issues for policy makers. This study surveys the benefits obtained 
from and damages caused by the financial system. This survey further overviews policy implications and suggestions 
about improving the financial system which help achieve long-term global financial stability. 
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1. Introduction 

The role of finance for a well-functioning economy has been a discussion issue for a long time for financial 
economists. It is well documented that financial system plays a key role in fostering economic growth by efficiently 
channelling the funds to investments. Both theoretical and empirical works indicate a positive impact of financial 
sector development on economic growth. Besides the growth effect, there are some other important functions of the 
financial system for the economy. For instance, transporting cash backward or forward in time by borrowing or 
lending (Richard Brealey, Stewart Myers, and Alan Marcus, 2009), repackaging the risk by creating and selling 
assets with lesser risk to one party in order to buy assets with greater risk from another party (Jeff Madura, 2006), 
providing liquidity, lowering transactions costs, and providing up-to-date information about asset and commodity 
prices, interest rates and company values are some of the basic functions of the financial system.  

However, on the other hand, financial system is also blamed for being a source of fragility and instability especially 
during crises periods. It is argued that liability risk and agency problems in financial markets can cause bank runs 
and trigger financial fragility (Thorsten Beck, 2012). The fragility in the banking system avoids the efficient 
channelling of funds to profitable investment projects, blocking the economic growth and increasing the 
unemployment rates. Moreover, it is observed that asset prices are very sensitive to unfavourable market conditions 
and high volatility in asset prices is observed in stock exchanges during crises periods. High volatility in stock 
exchanges has negative implications for investors such as an increase in the cost of capital and an increase in the 
number of stocks in a portfolio for efficient diversification (Mehmet Umutlu, Levent Akdeniz, Aslihan Altay Salih, 
2013). 

Because of the critical influences of finance on economy, it is not surprising that redesigning the financial structure 
to avoid financial fragility and instability is one of the main focuses of interest for the policy makers gathering in 
Group of Twenty (G20) meetings. One of the missions of G20 is to produce policies and regulatory reforms to 
construct a stronger financial framework for a long-term global financial stability. For this purpose, several summits 
and conferences are organized to facilitate the exchange of ideas among finance ministers and financial policy 
makers. Some structural and regulatory reforms in the financial system are discussed and suggested for a 
well-functioning economy. This survey study not only aims to overview the suggested and or implemented policies 
and regulatory reforms to redesign the financial structure to minimize its destabilising effects but also summarises 
the role of financial system for the economy by comparing the benefits obtained from and damages caused by the 
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After having explained this, we next turn to other complementary functions of the financial system which are very 
important and beneficial as well. First of all, financial system allows transporting cash backward or forward in time 
by borrowing or lending, respectively (Brealey et al., 2009). For instance, anyone or any firm lacking funds for 
immediate consumption or investment now but has good prospects about future savings can transport the future 
income to today by borrowing from the means of financial system. Conversely, current excess of funds with no 
beneficial or productive usage can be translated to increased future funds through lending mechanism. Secondly, the 
financial system repackages the risk by creating and selling assets with lesser risk to one party in order to buy assets 
with greater risk from another party (Madura, 2006). Financial instruments such as options, futures, forward 
contracts, insurance policies and the diversification ability provided in the financial system allow for risk sharing. 
Thirdly, financial system provides liquidity through secondary markets and lower transactions costs. Moreover, it 
provides commodity price, interest rate and company value information which reflect the collective judgement of 
market participants and professionals about the prospects of these financial assets. 

Finally, and maybe the most importantly, there is evidence that a well-functioning financial system leads to 
economic growth. The role of finance in economic growth attracted the attention of many researchers in the last few 
decades and a large body of literature examines the link between finance and economic growth (See Beck, 2012 for 
an extensive survey). There is abundant theoretical discussion and empirical evidence that well established financial 
system plays a critical role in fostering economic growth (see Ross Levine (2005) for a survey) especially for low- 
and middle-income countries (Felix Rioja and Neven Valev, 2004). It is also documented that the link between 
finance and growth is not just a correlation and the causality runs from finance to economic growth (Ross Levine, 
Norman Loayza, and Thorsten Beck, 2000). After the documentation of the positive relationship between finance 
and growth, researchers investigate the channels through which finance stimulates economic growth. Thorsten Beck, 
Ross Levine, and Norman V. Loayza (2010) show that finance fosters economic growth mainly through increasing 
productivity growth and improving resource allocation rather than through pure capital accumulation This finding 
helps explain why the positive finance and growth relationship is more pronounced for low- and middle-income 
countries. Finance helps low- and middle-income countries reach the productivity frontier (Rioja and Valev, 2004) 
but it does not have a growth effect for high-income countries because the productivity frontier is already met in 
these countries (Philippe Aghion, Peter Howitt, and David Mayer-Foulkes, 2005). Jean-Louis Arcand, Enrico Berkes, 
and Ugo Panizza (2012) showed that this relation can be even negative for high income countries. In summary, a 
positive relation between finance and economic growth beyond a pure correlation is documented in the literature. 
Cross-country studies show that this relation is not homogenous and it holds strongly for low- and middle-income 
countries, suggesting that financial system plays a vital role in achieving the economic growth especially in emerging 
economies. 

So far, we explore the benefits of the financial system for the economy. But does financial system brings only 
benefits to the economy? Are there any costs associated with the financial system to obtain these benefits? The next 
section tries to shed light on these issues. 

3. Risks Brought by Financial Markets: Financial Instability and Fragility 

Although financial system provides many benefits to the economy as explained in the previous section, these benefits 
come at some costs. The mains costs that are thought to be brought by the financial system are crises accompanied 
with financial instability and fragility. Beck (2012) discusses the liability risk and agency problems in the financial 
markets as the main sources of financial fragility. While liability risk stems from the maturity mismatch between 
assets and liabilities, agency problems emerge because of information asymmetry between banks and depositors. It is 
argued that both the liability risk and agency problems can lead to bank runs and collapses, causing financial 
fragility.  

In other financial markets such as stock exchanges, instability and high volatility are typically observed during crises 
periods. Increases in the cost of capital and in the number of stocks in a portfolio to achieve a given level of 
diversification as a result of increased volatility are some of the costs discussed in the literature (John Campbell, 
Martin Lettau, Burton Malkiel, Yexiao Xu, 2001; Umutlu et al., 2013). The policy makers search the ways of 
redesigning the financial system to eliminate or lessen the severe effects of crises and the associated costs without 
sacrificing the benefits of the financial system. To do so, good understanding of the crisis and its sources is necessary. 
Therefore the next subsection addresses these issues. 

3.1 Defining Financial Crisis and Its Sources 

Financial crises have become a worldwide phenomenon after 1980s. A financial crisis can drive the economy away 
from the equilibrium so that financial markets are no longer able to efficiently channel funds to most productive 
investment opportunities (Mishkin, 1992). Financial crisis can be defined as the following: 



www.sciedu.ca/ijfr International Journal of Financial Research Vol. 5, No. 4; 2014 

Published by Sciedu Press                        55                           ISSN 1923-4023  E-ISSN 1923-4031 

“Financial Crisis is a disruption to financial markets in which adverse selection and moral hazard problems become 
much worse, so that financial markets are unable to efficiently channel funds to those who have the most productive 
investment opportunities.”   (Mishkin, 1996). 

There are several other views trying to explain the financial crises. The New Keynesian view is based on the 
“Asymmetric Information” framework and has been constructed to explain financial crises mostly in the developed 
country context. This approach is based on the Nobel prized article entitled “The Market for “Lemons” Quality, 
Uncertainty and Market Mechanism” by George A. Akerlof (2002). A lemon problem occurs when lenders have 
trouble in determining risk level of credits. Parties are said to be asymmetrically informed when one party has less or 
more information than the other party. According to Mishkin (1996), financial crisis is the disruption of financial 
markets through deepening of adverse selection and moral hazard problems . Mishkin (2001) also noted that there 
are four types of problems causing financial crises; deterioration of financial sector, deterioration of nonfinancial 
balance sheets due to stock market declines, increase in uncertainty and increase in interest rates. As can be seen in 
Figure 2, banking sector as an important player in financial intermediation is the main source of a financial crisis. 
Asymmetric information framework is critical to bank panic. In a bank panic, depositors try to withdraw all their 
deposits which then causes bank to fail. In addition to causing a liquidity problem, a bank panic may also lead to 
increase interest rates. The result is that a bank panic reduces the investment level and thus economic activity 
declines. Moreover, unanticipated declines in the aggregate price level also causes the net worth of firms in real 
terms to decline and moral hazard and adverse selection problems become worsen. The net result is that a decline in 
aggregate economic activity (Mishkin, 1992). 

The asymmetric information framework for analysing financial crisis suggests that there is a strong rationale for an 
international lender of last resort mechanism to cope financial distress. In emerging market economies, central banks 
are less likely to have the ability to promote recovery from a financial crisis with that mechanism. Furthermore, 
many of these economies have much of their debt denominated in foreign currency and also have high inflation rates. 
For these reasons, central banks cannot use expansionary monetary policy to reduce financial fragility. So, an 
expansionary monetary policy with the above institutional framework results in a deterioration in firms’ and banks’ 
balance sheets and lowers the net worth. Thus, adverse selection and moral hazard problems may arise in financial 
markets followed by a financial crisis (Mishkin, 1999). 

Monetarist view as another strand of view trying to explain financial crises links financial crises only with banking 
failures because these failures are seen as major source of contractions in the money supply. According to 
Monetarists, sharp decline in asset prices is not an identifying event for a financial crisis as far as it does not create a 
potential for bank panic (Mishkin, 1990). This approach also emphasizes that international transmission of financial 
crises can occur due to disruption in short-term capital flows, leading a sharp decline in money supply and then in the 
overall economic activity. They advocate the role of central bank as a lender of last resort for the stability of the 
financial system. Moreover, they support the view that Central Banks have to conduct open market operations to 
provide liquidity needed by the banking system. 

Oppositely, Charles P. Kindleberger and Hyman Minsky (1992) argue the Post Keynesian “Debt and Financial 
Instability Approach”. This approach suggests that financial crisis may occur when the government budget deficit 
will have to be financed by the money supply. In this view, financial crises can be characterized as sharp declines in 
asset prices, market failure, disinflations or deflations, disruptions in foreign exchange (Mishkin, 1992). 
Kindleberger and Minsky (1992) support the government intervention because they think that crash does not lead to 
panic in money market or bank runs in financial system as far as Federal Reserve plays an effective role. Maybe the 
most important view of this approach is the Minsky Hypothesis. Minsky (1992) developed the “Financial Instability 
Hypothesis” (FIH) or also known as the Minsky Hypothesis. In his model, even if an economy is in equilibrium, 
optimist borrowers and lenders believe that most investments will be successful and thus more external funds will be 
accessible. This will trigger speculative bubbles in asset prices and debts exceeding revenues. As the bubble bursts, 
financial fragility and crisis will emerge. Once a crisis occurs, the most important adjustment policies are: 1) 
currency devaluation, 2) restrictive monetary and fiscal policies, 3) imposing trade barriers, 4) tightening exchange 
controls (Shale Horowitz and Uk Heo, 2001). 

Finally, there is another line of literature focusing on currency crises. Currency crises are defined as an unexpected 
situation characterized by sudden reserve losses and capital flights. Currency crises can be classified into two groups: 
Exchange rate crises and balance of payment crises. Exchange rate crises are observed in fixed exchange rate regime 
economies as a result of abrupt speculative attacks of economic agents trying to exchange domestic currency for 
foreign currency until the monetary authorities are no longer able to maintain the exchange parity. Although balance 
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role during crisis. However, in Ireland the crisis originated in the banking sector then turned to the sovereign debt 
crisis. In contrast to Greece, Portugal, Spain and Italy, the main characteristics of the sovereign debt crisis in Ireland 
is the high foreign debt of the private sector. Of course each country has its own country-specific factors that affect 
the degree of crisis. For instance, it is argued that low size of the public expenditures, the adoption of a procyclical 
expansionary fiscal policy, the years before the crisis, and the lack of a correct coordination between the Spanish 
fiscal policy and the ECB’s monetary policy are the key elements for the deep and long economic crisis in Spain 
(Jesus Ferreiro, Carmen Gomez, Felipe Serrano, 2013). In Portugal, high and increasing levels of indebtedness, low 
and decreasing levels of saving, the existence of a dualist labour market, poor public budget governance and lack of 
transparency and accountability are seen as the major driving forces for the economic crisis (Joao Sousa Andrade and 
Adelaide Duarte, 2011). 

Table 1. GDP and debt in selected EU and Non-EU countries (2011) 

GDP  
(trillion €)

Foreign Debt 
(trillion €) 

Foreign Debt 
/ GDP (%) 

Foreign Debt  
per person (€) 

Public Debt  
(trillion €) 

Public Debt / 
GDP (%) 

France 1.8 4.2 235 66,508 1.6 87 
Spain 0.7 1.9 284 41,366 0.5 67 
Portugal 0.2 0.4 251 38,081 0.2 106 
Italy 1.2 2.0 163 32,875 1.5 121 
Ireland 0.2 1.7 1093 390,969 0.2 109 
Greece 0.2 0.4 252 38,073 0.3 166 
Germany 2.4 4.2 176 50,659 2.0 83 
Eurozone 6.7 14.8 221 53,202 6.2 93 
UK 1.7 7.3 436 117,580 1.4 81 
USA 10.8 10.9 101 35,156 10.8 100 
Japan 4.1 2.0 50 15,934 9.6 233 

Source: Finance Invest. 

Table 2. 2011 Eurozone debt matrix (bn euro) 

Countries Germany UK US France Spain Portugal Italy Ireland Greece Japan

Germany 141.1 174.4 205.8 0 0 202.7 0 0 108.3

UK 379.3 578.6 209.9 316.6 0 0 113.5 0 122.7

US 414.5 834.5 440.2 170.5 0 0 0 0 835.2

France 123.5 227 202.1 0 0 37.6 0 0 79.8

Spain 131.7 74.9 49.6 112 19.7 22.3 0 0 20 

Portugal 26.6 19.9 3.9 19.1 65.7 2.9 0 0 0 

Italy 120 54.7 34.8 309 29.5 0 0 0 32.8

Ireland 82 104.5 39.8 23.8 0 0 0 0 15.4

Greece 15.9 9.4 6.2 41.4 0 7.5 2.8 0 0 

Japan 42.5 101.8 244.8 107.7 0 0 0 0 0 

Source: British Broad Casting Corporation (BBC) News.2011. “Eurozone debt web: Who owes what to whom?” 

The debt matrix presented in Table 2 shows the debt levels in the Eurozone as well as in the other big world 
economies, such as Japan and USA. The peripheral EU countries, such as Greece, Portugal, Spain, Italy and Ireland 
are heavily indebted to other Eurozone countries. So any default risk in one county could directly contagion to its 
creditor countries. Therefore, EU member governments and IMF were setting up a lending mechanism for Greece 
and other peripheral countries to avoid spreading the crisis. Additionally, the main global actors, US, Japan, and 
Germany also hold large amount of government bonds from the financially distressed countries. Thus, the 
international risk factor also has come into focus. 

Figure 3 exhibits the debts of several countries as a ratio to their GDPs in 2007 and in 2011. It is seen that advance 
economies and many Euro Zone members increased their Debt/GDP ratio considerably in 2011 as compared to that 
in 2007. Beyond increasing their debt levels, some countries such France, US, Portugal, Ireland, Island, Italy, China 
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the “European Banking Union” (EBU) within the Euro area. The EU Commission reached the political agreement on 
the “Single Supervisory Mechanism” (SSM), the “Single Resolution Mechanism” (SRM) and a common deposit 
insurance system as the three pillars of EBU. The main role of the SSM as an independent supervisor is to restore 
confidence in the banking sector. The SRM produces timely solutions to prevent spill over problems from one bank 
to another. Finally the last pillar, common deposit protection would lower the probability of bank runs as it reduces 
the deposit withdrawals. 

The reforms in some areas still need to be further refined by policy makers. The success of the reforms depends on 
enhanced supervision, political will to implement regulations, recovery and reform plans for making the financial 
system safer (IMF, 2012). At the end, regulatory reforms and macroeconomic policies are necessary for a safer 
financial system to achieve sustainable growth. An important theme is that an appropriate institutional structure is 
critical for preventing financial crises. 

5. Conclusion 

Recent years, world economy has been shaken by several crises, because of both uncertainties and unexpected 
shocks to financial structure. After the recent financial crisis, two main structural changes took place in the financial 
system. First, institutional investors became major players in providing long-term capital with at least five year 
maturity and alternative source of financing. Second, now the banking model is more dominated in derivatives 
trading instead of its traditional deposit-lending activities. To that end, increasing volatility in global financial 
markets diverted the attention to even some monetary policy actions (IMF, 2013).  

The recent financial crisis shows that the immediate economic reforms and macroeconomic programmes should be 
implemented by policy makers. Two pillars of economic reforms, labour market reforms and product market reforms, 
should address the need for fiscal consolidation and improvement in public finance. In this circumstance, Central 
Bank Governors and Finance Ministers need to pay greater attention to economic reforms and macro policies to 
stimulate recovery in economies. Redesigning the financial system with the support of economic reforms and macro 
policies can help accelerate the rate of economic growth and reduce financial distress.  

Policy makers must also take regulatory actions to restructure weak banks to improve transparency, effectiveness of 
exchange of information and risk management. Bank regulatory reforms are also needed to reduce ongoing risks to 
global financial stability. As such, financial sector development has to be an important tool to decline possible 
market risks. The further reform process should address weak bank balance sheet repair to credit channel. Thus, 
regulatory financial policies will help the transmission of monetary policy. 

The limitation to this study is that the topic of the paper is time based. In other words, the economic reforms, 
regulatory actions and policy implications suggested in this paper may be time-specific. As the new conditions arise 
through time, suggested actions may be no more suitable to cope with the crisis. It is also noteworthy that the 
conclusions drawn in this study may be suitable for only the current global crisis. Although the crises may have some 
commonalities, every crisis has its own characteristics and therefore should be handled uniquely. From this 
perspective, the results in this study should not be taken as the only and general way of dealing with crises. 
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