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REAL ASSETS VERSUS FINANCIAL ASSETS

1 The material wealth of a society is determined ultimately by the pro-
ductive capacity of its economy -the goods and services that can be pro-
vided to its members. This productive capacity is a function of the real as-
sets of the economy the land buildings knowledge and machines that
are used to produce goods and the workers whose skills are necessary for
the use of those resources. Together physical and* human” assets gener-

ate the entire spectrum of output produced and consumed by the society.

2 In contrast to such real assets are financial assets such as stocks or
bonds. These assets per se do not represent a society’ s wealth. Shares of
stock are no more than sheets of paper or more likely computer entries

and do not directly contribute to the productive capacity of the economy.
Instead financial assets contribute to the productive capacity of the econ-
omy indirectly because they allow for separation of the ownership and
management of the firm and facilitate the transfer of funds to enterprises

with attractive investment opportunities. Financial assets certainly contrib-



ute to the wealth of the individuals or firms holding them. This is because
financial assets are claims to the income generated by real assets or claims

on income from the government.

3 When the real assets used by a firm ultimately generate income the
income is allocated to investors according to their ownership of the finan-
cial assets or securities issued by the firm. Bondholders for example

are entitled to a flow of income based on the interest rate and par value of
the bond. Equityholders or stockholders are entitled to any residual income
after bondholders and other creditors are paid. In this way the values of
financial assets are derived from and depend on the values of the underly-

ing real assets of the firm.

4 Real assets produce goods and services whereas financial assets de-
fine the allocation of income or wealth among investors. Individuals can
choose between consuming their current endowments of wealth today and
investing for the future. When they invest for the future they may choose
to hold financial assets. The money a firm receives when it issues securi-
ties sells them to investors is used to purchase real assets. Ultimately

then the returns on a financial asset come from the income produced by
the real assets that are financed by the issuance of the security. In this
way it is useful to view financial assets as the means by which individu-
als hold their claims on real assets in well -developed economics. Most of
us cannot personally own auto plants a real asset  but we can hold
shares of General Motors or Ford a financial asset  which provide us

with income derived from the production of automobiles.

5 Real and financial assets are distinguished operationally by the balance
sheets of individuals and firms in the economy. Whereas real assets appear

only on the asset side of the balance sheet financial assets always appear



on both sides of balance sheets. One’ s finan-cial claim on a firm is an as-
set but the firm' s issuance of that claim is the firm’ s liability. When all
balance sheets are aggregated financial assets will cancel out leaving

only the sum of real assets as the net wealth of the aggregate economy.

6 Another way of distinguishing between financial and real assets is to
note that financial assets are created and destroyed in the ordinary course
of doing business. For example when a loan is paid off both the credi-
tor' s claim a financial asset and the debtor’ s obli-gation a financial
liability cease to exist. In contrast real assets are destroyed only by acci-

dent or by wearing out over time.

7 Persons in the United States tend to hold their financial claims in an
indirect form. In fact only about one-quarter of the adult U. S. population
holds shares directly. The claims of most individuals on firms are media-
ted through institutions that hold shares on their behalf institutional in-
vestors such as pension funds insurance companies mutual funds and

endowment funds.

8 Financial assets and the markets in which they are traded play several

crucial roles in developed economies.

9 Some individuals in an economy are earning more than they currently
wish to spend. Others for example retirees spend more than they cur-
rently earn. How can one shift his or her purchasing power then from high
-earnings periods to low-earnings periods of life One way is to" store”
the wealth in financial assets. In high-earnings periods one can invest his
or her savings in financial assets such as stocks and bonds in low -earn-

ings periods he or she can sell these assets to provide funds for consump-
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tion needs. By so doing one can shift the consumption over the course of
the lifetime thereby allocating the consumption to periods that provide the
greatest satisfaction. Thus financial markets allow individuals to separate
decisions concerning current consumption from constraints that otherwise

would be imposed by current earnings.

10 Virtuallly all real assets involve some risk. When GM builds its auto
plants for example its management cannot know for sure what cash
flows those plants will generate. Financial markets and the diverse finan-
cial instruments traded in those markets allow investors with the greatest
taste for risk to bear that risk while other less -risk -tolerant individuals
can to a greater extent stay on the sidelines. For example if GM raises
the funds to build its auto plant by selling both stocks and bonds to the
public the more optimistic or risk -tolerant investors buy shares of
stock in GM. The more conservative individuals can buy GM bonds

which promise to provide a fixed payment. The stockholders bear most of
the business risk along with potentially higher rewards. Thus capital mar-
kets allow the risk that is inherent to all investments to be borne by the in-

vestors most willing to bear that risk.

11 This allocation of risk also benefits the firms that need to raise capital
to finance their investments. When investors can self -select into security
types with risk-return characteristics that best suit their preferences each
security can be sold for the best possible price. This facilitates the process

of building the economy’ s stock of real assets.

12 Many businesses are owned and managed by the same individual. This

simple organization well-suited to small businesses in fact was the most



common form of business organization before the Industrial Revolution.
Today however with global markets and large -scale production the
size and capital requirements of firms have skyrocketed. For example

General Electric has property plant and equipment worth about $ 35
billion. Corporations of such size simply could not exist as owner-operated
firms. General Electric actually has about one -half million stockholders

whose ownership stake in the firm is proportional to their holdings of

shares.

13 Such a large group of individuals obviously cannot actively partici-
pate in the day -to -day management of the firm. Instead they elect a
board of directors which in turn hires and supervises the management of
the firm. This structure means that the owners and managers of the firm
are different. This gives the firm a stability that the owner-managed firm
cannot achieve. For example if some stockholders decide they no longer
wish to hold shares in the firm they can sell their shares to other inves-
tors with no impact on the management of the firm. Thus financial assets
and the ability to buy and sell those assets in financial markets allow for

easy separation of ownership and management.
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NOTES

1. Instead financial assets contribute to the productive capacity of the e-
conomy indirectly because they allow for separation of the ownership
and management of the firm and facilitate the transfer of funds to en-

terprises with attractive investment opportunities.

contribute to
contribute to the productive capacity of the economy indirectly
2. Bondholders for example are entitled to a flow of income based on
the interest rate and par value of the bond.

“ ”

are entitled to based on

3. Thus financial markets allow individuals to separate decisions concern-
ing current consumption from constraints that otherwise would be im-

posed by current earnings.

allow individuals to separate decisions concerning current con-

sumption from constraints
4. Financial markets and the diverse financial instruments traded in those

markets allow investors with the greatest taste for risk to bear that risk

while other less-risk-tolerant individuals can to a greater extent stay

on the sidelines.



