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LESSON SEVEN

Why Middlemen Matter:

The Role of Financial Institutions

in a Market Economy

Introduction

In the Soviet Union, there were no commer-
cial banks. “Under central planning, banks were
mere accounting agencies, passively taking in
household deposits (which was often the only
asset households could hold) and keeping track
of financial transactions that corresponded to
allocations under the plan” (World Development
Report 1996: From Plan to Market, World
Bank/Oxford University Press, p. 98).

In the transition economies, privatization
means that firms must find ways to finance
their investment in plants and equipment, and
to cover other start-up costs. Yet many of the
financial institutions that are common in advanced
market economies do not exist or exist only in
rudimentary form in the transition economies.
The transition nations therefore must develop
private commercial banks, securities markets,
insurance companies, investment banks, and
other financial institutions. Almost all the transi-
tion economies have begun to develop these
financial institutions, but their path has been
winding and occasionally treacherous. This
lesson will show students why financial
middlemen matter in making the transition
to a growing, productive economy.

Lesson Description

Students participate in a simulation and ana-
lyze two case studies emphasizing the importance
of the development of financial institutions in
the transition economies.

Content Standard and Benchmark

Content Standard

Institutions evolve in market economies to
help individuals and groups accomplish their
goals. Banks, labor unions, corporations, legal
systems, and not-for-profit organizations are
examples of important institutions. A different
kind of institution--clearly defined and enforced
property rights--is essential to a market economy.

Benchmark

Banks and other financial institutions
channel funds from savers to borrowers
and investors.

Concepts

Banks, financial institutions, interest rates,
investment, search costs, middlemen

Ohjectives

1. Students explain why financial institutions
are important in a market economy.

2. Students describe how financial institutions
contribute to economic growth in a market
economy.

3. Students explain how financial institutions
reduce search costs in a market economy.

4. Students examine problems caused by the
lack of financial institutions in the transition
economies.

Time Required

One class period

Materials

Visual 7.1  Resource Prices

Visual 7.2  The Role of Financial Institutions
Activity 7.1 Dollars and Promissory Notes
Activity 7.2 Resource Cards

Activity 7.3 Reforming Russia's Banks
Procedure

1. Tell the students that they are going to learn
how entrepreneurs start a business. They
will find out about some of the difficulties
entrepreneurs face when starting a business.
They will begin this lesson with a simulation
activity.

2. Before class, prepare materials for the simu-
lation. From Activity 7.1, copy and cut out
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18 worker cards, 9 machine cards, and 3
factory cards. From Activity 7.2, copy and
cut out $600 in money and about 40 promis-
sory notes. You will use only 30 notes, but
the students may mess a few up.

Choose three students to be entrepreneurs.
Distribute the $600 among all the students,
including the entrepreneurs. This money
represents savings held by individuals in this
economy. Money does not have to be distrib-
uted equally; students may have different
amounts. Also distribute the 18 worker
cards, 9 machine cards, and 3 factory cards
among the students. The entrepreneurs do
not receive any of these cards.

Explain the rules of the simulation.

(1.) The goal is for the three entrepreneurs to
start businesses. In order to do this, each
enfrepreneur needs to purchase workers,
machines, and a factory.

(2.) Display Visual 7.1, which shows the
prices of each resource. Write the prices
on the chalkboard.

s A worker card costs $5.
& A machine card costs $20.
s A factory card costs $100.

(3.) Continue to display Visual 7.1. Explain
that in order to start a business, an entre-
preneur needs to acquire six worker cards,
three machine cards, and one factory
card. The entrepreneurs will have to
buy the cards from the other students.

(4.) The entrepreneurs will have to borrow
money in order to buy the required cards.
They will have to pay interest in order
to give savers an incentive to lend their
money. In order to borrow money, the
entrepreneurs will have to sign promisso-
ry notes with lenders. A promissory note
is a loan agreement whereby a borrower
promises to pay back a loan and also to
pay interest. Stack the blank promissory
notes on your desk. When the entrepre-
neurs borrow money, they should obtain
a promissory note and write the amount
borrowed, the interest rate, and the
lender's name on the note. The lenders
keep the signed promissory notes. Each
entrepreneur should keep track of how
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many notes she or he has outstanding,
the amounts, and the interest rate.

(5.) Explain that the winning entrepreneur
will be the student who first obtains
all the necessary resource cards. The
winning lender will be the student who
receives the highest average interest rate.
To find the average interest rate at the
end of the round, lenders should add
up the interest rates on their promissory
notes and divide by the number of notes.

5. Let the game begin. Allow about 10 minutes

for the entrepreneurs to visit individual class
members in order to try to borrow their sav-
ings, write promissory notes, and then pur-
chase the necessary worker, machine, and
factory cards to open a business. It is unlikely
that any entrepreneur will have collected
enough cards in this time period.

Explain to the entrepreneurs that they are
probably frustrated because they are taking
so long to complete the task. Ask what seems
to be the problem. (Expect answers such as
they don't know who has the money, they
don't know who has the resource cards, they
have to negotiate a rate of interest with each
lender, and it takes time to fill out the
promissory notes and sign them.)

Explain that the situation demonstrated

in this activity is much like the situation

in many of the transition economies. Few
financial institutions have been developed
to make it easier to obtain savings from
individuals in order to have enough money
to purchase the resources it takes to begin

a new business.

Explain to the class that you are going to
open a bank. Set a high enough interest rate
to coax several students into giving you their
savings. Give them promissory notes in return.
Ask one of the entrepreneurs to come to the
front of the room. Interview the entrepreneur
as if you were a bank loan officer. Ask ques-
tions: How much money would you like?
What kind of a factory are you thinking of
opening? Why should I have confidence that
you will be able to repay the loan with inter-
est? Lend the entrepreneur the money. Ask
the entrepreneur to sit down and thank him
or her for participating.
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9.

10.

11.

12.

Ask: How does the existence of a bank
make it easier for an entrepreneur to open
a business?

(The entrepreneur does not have to contact
each individual in order to borrow the
money necessary to begin a business.)

Tell the students that they have described
“search costs.” A modern economy is more
efficient if search costs can be reduced. How
could they be reduced for businesses?

(Possible answers include businesses can
borrow money from banks and sell stocks
and bonds.)

Project Visual 7.2 and explain the following:

(1.) In a market economy, businesses do not
usually borrow resources directly from
households.

(2.) Instead, households save part of their
income. They put their savings into
financial institutions such as banks,
credit unions, the bond market, the
stock market, insurance companies,
and mutual funds. In other words,
individuals pool their savings with
financial firms which then provide
funds for businesses to borrow.

(3.) Businesses borrow these funds from
financial institutions in order to buy
resources.

(4.) Businesses pay interest to financial
institutions for the use of the funds
they borrow. Financial institutions
pay part of this interest to households
as an incentive to save their money
with the financial institution.

(5.) In other words, financial institutions are
middlemen, and in a market economy
middlemen reduce search costs. Reducing
search costs makes the economy more
efficient.

Now explain that in Soviet command
economies very few financial institutions
existed. In the transition economies many
state-owned banks and businesses have been
privatized. Now households have an incen-
tive to save and businesses have an incentive
to borrow. However, many of the new banks
and other financial institutions are shaky and
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13.

14.

unregulated. Stock and bond markets are
just beginning to develop. This causes prob-
lems, and many people still do not trust
these new financial institutions.

Have the students read Activity 7.3 and
answer the questions at the end of the reading.

Discuss the answers to the questions:

(1.) How did government-owned banks hurt
the Russian economy?

(Savers had fewer incentives to save,
and businesses received loans based on
politics rather than the profitability of
the business. Government-owned banks
caused economic inefficiencies and
retarded economic growth.)

(2.) How does competition in banking help
consumers, businesses, and the economy?

V(It’ improves economic efficiency,)

(3.) Why should a central bank have political
independence?

(So it can control the money supply
and regulate banks without having

- politicians make risky changes based
on short-term benefits.)

(4.) True, false, or uncertain, and why? “The
government should never allow a bank
to fail because the failure would hurt too
many people.”

(False. Weak, poorly managed banks
must fail if the banking system is to be
efficient. Individual deposits might be
protected in case of failure by deposit
insurance, although too much insurance
encourages consumers to put money in
weak banks that pay high rates of inter-
est. For example, deposit insurance in
the United States contributed to wide-
spread failures of savings and loan
“associations in the 1980s.)

Closure

1.

Ask students to describe the role of financial
institutions in a market economy.

Ask students to explain how weak financial
institutions have hurt transition economies.
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LESSON SEVEN

Assessment

Multiple Choice Questions

1. What is the role of a financial institution in
a market economy?

*a. To move money from savers to borrowers

b. To charge high interest rates to savers
who have more money than borrowers

c. To pay high interest rates to borrowers
so they can have more money

d. To act as record-keeping agencies taking
money from depositors and spending the
money on government projects

2. What are search costs?
a. The cost of government investments
b. The wages received from businesses

c. The costs associated with establishing
banks

*d. The costs of bringing buyers and
sellers together

Essay
How does a banking system help an economy?

(Banks provide convenient ways for savers

to save--earning interest--and for borrowers to
borrow, paying interest. Savings are necessary
to provide funds for investment in capital goods.
Investment helps an economy grow. Banks
channel the savings of households to businesses
so capital goods can be purchased for new
_investment projects, Capital goods increase the
production of goods and services in an economy,
improving the standard of living.)

Student Project

Have the students go to a local bank, savings
and loan, or credit union to interview the man-
ager. They should obtain information enabling
them to answer the following questions.

1. What are the services the financial
institution offers?

2. How does the financial institution
make a profit?

3. How would your family's life be different
if these financial institutions did not exist?
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LESSON SEVEN

Visual 7.1
Resource Prices
e A worker card costs $5.
* A machine card costs $20.

* Afactory card costs $100.

In order to start a business, an entrepreneur
needs to acquire

6 worker cards
3 machine cards

1 factory card

From Plan to Market: Teaching Ideas for Social Studies, Econonics, and Business Classes. © National Council on Economic Education, New York, NY
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LESSON SEVEN

Visual 7.2

The Role of Financial Institutions

Households
save receive
money interest

\ )

Financial Institutions

¥ N

borrow pay
money interest
Businesses

\

buy capital to produce more goods and services
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LESSON SEVEN
Activity 7.1

Dollars and Promissory Notes

PROMISSORY NOTE § PROMISSORY NOTE i
| Borrowed $ .00 | Borrowed $ .00
from (lender) from (lender)
at % interest. i at % interest.

PROMISSORY NOTE i PROMISSORY NOTE

| Borrowed $ .00 :- | Borrowed $ .00

from (lender) from (lender)

at % interest. é at % interest.
Name Name

o e e G B8 g e e S8 O o e e 0 P P e e Y A G e et e U R S S M % O G A Ot 0
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LESSON SEVEN
Activity 7.2

Resource Cards

---------------------------------------------------------------------------------------------------

____________________________________________________________________________________________________

____________________________________________________________________________________________________

____________________________________________________________________________________________________

76 From Plan to Market: Teaching Ideas for Social Studies, Economics, and Business Classes. © National Council on Economic Education, New York, NY



LESSON SEVEN

Activity 7.3

Reforming Russia's Banks

Under Soviet central planning, all banks
were owned by the government. These banks
were record-keeping agencies, taking in people's
deposits and sending them (as loans) to govern-
ment-owned businesses. The government also
decided who would receive the loans; the deci-
sion was usually based on a five-year central
plan. The interest rate paid to depositors and the
interest rate charged to the state-owned businesses
were set by the government. Depositors had to
accept the government's deal because they were
forbidden to hold other financial assets.

Soviet banks offered few of the services
offered by private banks. There were no checking
accounts, no cash machines, no lines of credit, no
auto loans, no variety in types of business loans,
no household mortgages, no traveler's checks,
no foreign exchange, and no credit cards.

The lack of services was only one problem
with government-owned banks. In private bank-
ing, markets determine interest rates and market
forces move money to its most efficient use. But
with state-owned banks, political power deter-
mines who gets loans. In addition, state-owned
banks give total financial control to government
lenders. Government bankers don't have the
worries of private bankers. They are monopolies
protected from competition. Thanks to govern-
ment subsidies, they are guaranteed a longer
life than the Energizer Bunny.

As of 1997, some banks in Russia are still
government-owned, but they now have to com-
pete with more than 2,500 privately-owned banks.
These new banks provide western-style services
such as checking accounts and lines of credit.
Many of these private banks are very successful.

Others, however, are troubled or even close
to collapse. The Economist says most of them are
no more than “pocket-sized parasites.”
According to The Economist,

Many [banks] have sunk their money into
grandiose head offices. Their main income

came from speculating against the rouble,
until the stabilizing of the exchange rate last
July put an end to that racket and helped to
provoke a banking panic in August. Since
then, much of the banking system has been
kept afloat by income from absurdly high-
yielding government debt pumped out by
the central bank mainly for the industry's
benefit. (April 20, 1996, p. 66)

The biggest challenge for the Russian gov-
ernment is switching from being a banker to
being an effective regulator of banks. Another
change should be to provide political indepen-
dence to the government's central bank, which
should regulate other banks and protect against
inflation by restricting the growth of the nation's
money supply. In the United States, the Federal
Reserve Bank regulates private commercial banks
and other financial institutions. Congress and the
President have given the “Fed” a great deal of
political independence.

Many of Russia's inefficient commercial
banks must be allowed to fail as competition
subjects them to the rigors of the market. At
the same time, the market's process of creative
destruction must not undermine the Russian
people's faith in private banking.

Source: “Of Bankers and Bullets,” The Economist,
April 20, 1996, p. 60.

Questions for Discussion

1. How did government-owned banks hurt
the Russian economy?

2. How does competition in banking help
consumers, businesses, and the economy?

3. Why should a central bank have political
independence?

4. True, false, or uncertain, and why? “The
government should never allow a bank to
fail because the failure would hurt too
many people.”
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