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Abstract

A large amount of activity in the financial sector occurs in secondary financial markets, where securities are traded among investors without capital flowing to fir
ms. The stock market is the archetypal example, which in most developed economies captures a lot of attention and resources. Is the stock market just a sidesho
w or does it affect real economic activity? In this review, we discuss the potential real effects of financial markets that stem from the informational role of market
prices. We review the theoretical literature and show that accounting for the feedback effect from market prices to the real economy significantly changes our un
derstanding of the price formation process, the informativeness of the price, and speculators' trading behavior. We make two main points. First, we argue thatan
ew definition of price efficiency is needed to account for the extent to which prices reflect information that is useful for the efficiency of real decisions (rather than
the extent to which they forecast future cash flows). Second, incorporating the feedback effect into models of financial markets can explain various market pheno
mena that otherwise seem puzzling. Finally, we review empirical evidence on the real effects of secondary financial markets.
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