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Part 1 

Introduction 

 
Chapter 1: Why Study Money, Banking, and Financial Markets? 

 

Why Study Financial Markets?  
Debt Markets and Interest Rates   
The Stock Market   

Why Study Financial Institutions and Banking?  
Structure of the Financial System   
Banks and Other Financial Institutions  
Financial Innovation   
Financial Crises   

Why Study Money and Monetary Policy?  
Money and Business Cycles   
Money and Inflation   
Money and Interest Rates   
Conduct of Monetary Policy   
Fiscal Policy and Monetary Policy   

Why Study International Finance?  
The Foreign Exchange Market   
The International Financial System  

Money, Banking, Financial Markets and Your Career 
How We Will Study Money, Banking, and Financial Markets Exploring the Web   
Concluding Remarks  
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
 

Appendix to Chapter 1: Defining Aggregate Output, Income, the Price Level, and the 

Inflation Rate 

 

Aggregate Output and Income   
Real Versus Nominal Magnitudes  
Aggregate Price Level   
Growth Rates and the Inflation Rate 
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Chapter 2: An Overview of the Financial System 

 

Function of Financial Markets   
Structure of Financial Markets   

Debt and Equity Markets  
Primary and Secondary Markets   
Exchanges and Over-the-Counter Markets   
Money and Capital Markets 

Financial Market Instruments   
Money Market Instruments   

Following the Financial News Money Market Rates  
Capital Market Instruments   

Following the Financial News Capital Market Interest Rates  
Internationalization of Financial Markets   
Global Are U.S. Capital Markets Losing Their Edge?  

International Bond Market, Eurobonds, and Eurocurrencies   
World Stock Markets   

Function of Financial Intermediaries: Indirect Finance   
Following the Financial News Foreign Stock Market Indexes  

Transaction Costs   
Global The Importance of Financial Intermediaries Relative to Securities Markets: An 

International Comparison  
Risk Sharing   
Asymmetric Information: Adverse Selection and Moral Hazard   
Economies of Scope and Conflicts of Interest   

Types of Financial Intermediaries   
Depository Institutions   
Contractual Savings Institutions   
Investment Intermediaries   

Regulation of the Financial System  
Increasing Information Available to Investors   
Ensuring the Soundness of Financial Intermediaries  
Financial Regulation Abroad 

Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Chapter 3: What Is Money? 

 

Meaning of Money   
Functions of Money   

Medium of Exchange  
Unit of Account  
Store of Value   

Evolution of the Payments System   
Commodity Money   
Fiat Money   
Checks   
Electronic Payment  
E-Money   

FYI Are We Headed for a Cashless Society? 
Application Will Bitcoin Become the Money of the Future?   
Measuring Money   

The Federal Reserve’s Monetary Aggregates   
Following the Financial News The Monetary Aggregates  
FYI Where Are All the U.S. Dollars? 
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Part 2 

Financial Markets 
 

Chapter 4: The Meaning of Interest Rates 

 

Measuring Interest Rates   
Present Value   

Application Simple Present Value   
Application How Much Is That Jackpot Worth?   

Four Types of Credit Market Instruments   
Yield to Maturity   

Application Yield to Maturity on a Simple Loan  
Application Yield to Maturity and the Yearly Payment on a Fixed-Payment Loan  
Application Yield to Maturity and Bond Price for a Coupon Bond   
Application Yield to Maturity on a Perpetuity   
Application Yield to Maturity on a Discount Bond 

The Distinction Between Interest Rates and Returns  
Global Negative Interest Rates?  Japan First, Then the United States, Then Europe 
Maturity and the Volatility of Bond Returns: Interest-Rate Risk  
Summary  
The Distinction Between Real and Nominal Interest Rates  
Application Calculating Real Interest Rates  
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
 

Appendix to Chapter 4: Measuring Interest-Rate Risk: Duration 

Application: Rate of Capital Gain 
Calculating Duration 
Application: Duration 
Duration and Interest-Rate Risk 
Application: Duration and Interest-Rate Risk 
Application: Duration and Interest-Rate Risk 
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Chapter 5: The Behavior of Interest Rates 

 

Determinants of Asset Demand  
Wealth  
Expected Returns 
Risk   
Liquidity   
Theory of Portfolio Choice   

Supply and Demand in the Bond Market  
Demand Curve   
Supply Curve   
Market Equilibrium   
Supply and Demand Analysis   

Changes in Equilibrium Interest Rates   
Shifts in the Demand for Bonds   
Shifts in the Supply of Bonds  

Application Changes in the Interest Rate Due to Expected Inflation: The Fisher Effect   
Application Changes in the Interest Rate Due to a Business Cycle Expansion  
Application Explaining Current Low Interest Rates in Europe, Japan, and the United States: 

Low Inflation and Secular Stagnation 
Supply and Demand in the Market for Money: The Liquidity Preference Framework  
Changes in Equilibrium Interest Rates in the Liquidity Preference Framework  

Shifts in the Demand for Money   
Shifts in the Supply of Money  

Application Changes in the Equilibrium Interest Rate Due to Changes in Income, the Price 
Level, or the Money Supply   

Changes in Income  
Changes in the Price Level  
Changes in the Money Supply   

Money and Interest Rates  
Application Does a Higher Rate of Growth of the Money Supply Lower Interest Rates? 
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Appendix 1 to Chapter 5: Models of Asset Pricing 

 

Expected Return 
Application Expected Return 
Calculating Standard Deviation of Returns 
Application Standard Deviation 
Benefits of Diversification 
Diversification and Beta 
Systematic and Nonsystematic Risk 
The Capital Asset Pricing Model (CAPM) 
Arbitrage Pricing Theory 
 

Appendix 2 to Chapter 5: Applying the Asset Market Approach to a Commodity Market: 

The Case of Gold 

 

Supply and Demand in the Gold Market 
Demand Curve 
Supply Curve 
Market Equilibrium 

Changes in the Equilibrium Price of Gold 
Shift in the Demand Curve for Gold 
Shifts in the Supply Curve for Gold  

Application Changes in the Equilibrium Price of Gold Due to a Rise in Expected Inflation 
 

Appendix 3 to Chapter 5: Loanable Funds Framework 
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Chapter 6: The Risk and Term Structure of Interest Rates 

 

Risk Structure of Interest Rates  
Default Risk  

FYI Conflicts of Interest at Credit-Rating Agencies and the Global Financial Crisis    
Application The Global Financial Crisis and the Baa-Treasury Spread   

Liquidity   
Income Tax Considerations   
Summary  

Application Effects of the Obama Tax Increase on Bond Interest Rates 
Term Structure of Interest Rates 
Following the Financial News Yield Curves  

Expectations Theory  
Segmented Markets Theory   
Liquidity Premium and Preferred Habitat Theories  
Evidence on the Term Structure   

FYI The Yield Curve as a Forecasting Tool for Inflation and the Business Cycle  
Summary  

Application Interpreting Yield Curves, 1980–2017 
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Chapter 7: The Stock Market, the Theory of Rational Expectations, and the Efficient 

Market Hypothesis 

 

Computing the Price of Common Stock  
The One-Period Valuation Model   
The Generalized Dividend Valuation Model  
The Gordon Growth Model   

How the Market Sets Stock Prices 
Application Monetary Policy and Stock Prices   
Application The Global Financial Crisis and the Stock Market   
The Theory of Rational Expectations  

Formal Statement of the Theory   
Rationale Behind the Theory   
Implications of the Theory   

The Efficient Market Hypothesis: Rational Expectations in Financial Markets  
Rationale Behind the Hypothesis   
Random-Walk Behavior of Stock Prices   

Global Should Foreign Exchange Rates Follow a Random Walk? 
Application Practical Guide to Investing in the Stock Market   

How Valuable Are Reports Published by Investment Advisers?   
Should You Be Skeptical of Hot Tips?   

FYI Should You Hire an Ape as Your Investment Adviser?  
Do Stock Prices Always Rise When There Is Good News?   
Efficient Market Prescription for the Investor   

Why the Efficient Market Hypothesis Does Not Imply That Financial Markets Are Efficient  
Application What Do Stock Market Crashes Tell Us About the Efficient Market Hypothesis and 

the Efficiency of Financial Markets?   
Behavioral Finance 
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Appendix to Chapter 7: Evidence on the Efficient Market Hypothesis 

 

Evidence in Favor of Market Efficiency 
Performance of Investment Analysts and Mutual Funds 
Do Stock Prices Reflect Publicly Available Information? 
Random-Walk Behavior of Stock Prices 
Technical Analysis 

Evidence Against Market Efficiency 
Small-Firm Effect 
January Effect 
Market Overreaction 
Excessive Volatility 
Mean Reversion 
New Information Is Not Always Immediately Incorporated into Stock Prices 

Overview of the Evidence on the Efficient Market Hypothesis 
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Part 3 

Financial Institutions 

 
Chapter 8: An Economic Analysis of Financial Structure 

 

Basic Facts About Financial Structure Throughout the World 
Transaction Costs  

How Transaction Costs Influence Financial Structure   
How Financial Intermediaries Reduce Transaction Costs   

Asymmetric Information: Adverse Selection and Moral Hazard  
The Lemons Problem: How Adverse Selection Influences Financial Structure  

Lemons in the Stock and Bond Markets  
Tools to Help Solve Adverse Selection Problems   

FYI The Enron Implosion  
How Moral Hazard Affects the Choice Between Debt and Equity Contracts  

Moral Hazard in Equity Contracts: The Principal–Agent Problem  
Tools to Help Solve the Principal–Agent Problem   

How Moral Hazard Influences Financial Structure in Debt Markets  
Tools to Help Solve Moral Hazard in Debt Contracts   
Summary  

Application Financial Development and Economic Growth   
FYI The Tyranny of Collateral 
Application Is China a Counterexample to the Importance of Financial Development?  
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Chapter 9: Banking and the Management of Financial Institutions  

 

The Bank Balance Sheet  
Liabilities  
Assets   

Basic Banking 
General Principles of Bank Management  

Liquidity Management and the Role of Reserves   
Asset Management  
Liability Management   
Capital Adequacy Management   

Application Strategies for Managing Bank Capital   
Application How a Capital Crunch Caused a Credit Crunch During the Global Financial Crisis   
Managing Credit Risk  

Screening and Monitoring   
Long-Term Customer Relationships  
Loan Commitments  
Collateral and Compensating Balances   
Credit Rationing   

Managing Interest-Rate Risk 
Gap and Duration Analysis  

Application Strategies for Managing Interest-Rate Risk   
Off-Balance-Sheet Activities  

Loan Sales   
Generation of Fee Income   
Trading Activities and Risk Management Techniques   

Global Barings, Daiwa, Sumitomo, Société Générale, and JP Morgan Chase: Rogue 
Traders and the Principal–Agent Problem 

Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Appendix 1 to Chapter 9: Duration Gap Analysis  

 

Application Example 1: Duration Gap Analysis 
Application Example 2: Duration Gap Analysis 
Application Example 3: Duration Gap Analysis 
Example of a Nonbanking Financial Institution  
Some Problems with Income and Duration Gap Analysis  
Application Strategies for Managing Interest-Rate Risk 
 
Appendix 2 to Chapter 9: Measuring Bank Performance 

 

Bank’s Income Statement  
Operating Income 
Operating Expenses 
Income 

Measures of Bank Performance 
Recent Trends in Bank Performance Measures  
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Chapter 10: Economic Analysis of Financial Regulation   

 

Asymmetric Information as a Rationale for Financial Regulation  
Government Safety Net   

Global The Spread of Government Deposit Insurance Throughout the World: Is This a Good 
Thing?   

Drawbacks of the Government Safety Net   
Types of Financial Regulation 

Restrictions on Asset Holdings   
Capital Requirements   

Global Where Is the Basel Accord Heading After the Global Financial Crisis?    
Prompt Corrective Action   
Financial Supervision: Chartering and Examination   
Assessment of Risk Management   
Disclosure Requirements   
Consumer Protection  
Restrictions on Competition   
Summary  

Global International Financial Regulation 
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Appendix 1 to Chapter 10: The 1980s Banking and Savings and Loan Crisis 

 

The Savings and Loan and Banking Crisis: Why? 
Early Stage of the Crisis 
Later Stage of the Crisis: Regulatory Forbearance 
Competitive Equality in Banking Act of 1987 

Political Economy of the Savings and Loan Crisis 
The Principal–Agent Problem for Regulators and Politicians 

FYI The Principal–Agent Problem in Action: Charles Keating and the Lincoln Savings and Loan 
Scandal 

Savings and Loan Bailout: The Financial Institutions Reform, Recovery, and Enforcement Act of 
1989 

Federal Deposit Insurance Corporation Improvement Act of 1991 
 
Appendix 2 to Chapter 10: Banking Crises Throughout the World  

 

“Déjà Vu All Over Again”  
Scandinavia  
Latin America 
Russia and Eastern Europe 
Japan 
China  
East Asia 
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Chapter 11: Banking Industry: Structure and Competition 

 

Historical Development of the Banking System 
Multiple Regulatory Agencies   

Financial Innovation and the Growth of the “Shadow Banking System”  
Responses to Changes in Demand Conditions: Interest-Rate Volatility   
Responses to Changes in Supply Conditions: Information Technology   
Securitization and the Shadow Banking System   
Avoidance of Existing Regulations 

FYI Bruce Bent and the Money Market Mutual Fund Panic of 2008 
Financial Innovation and the Decline of Traditional Banking   

Structure of the U.S. Commercial Banking Industry  
Restrictions on Branching  
Response to Branching Restrictions   

Bank Consolidation and Nationwide Banking 
The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 
What Will the Structure of the U.S. Banking Industry Look Like in the Future?   

Global Comparison of Banking Structure in the United States and Abroad    
Are Bank Consolidation and Nationwide Banking Good Things?  

Separation of the Banking and Other Financial Service Industries  
Erosion of Glass-Steagall  
The Gramm-Leach-Bliley Financial Services Modernization Act of 1999: Repeal of Glass-

Steagall   
Implications for Financial Consolidation   
Separation of Banking and Other Financial Services Industries Throughout the World   

FYI The Global Financial Crisis and the Demise of Large, Free-Standing Investment 
Banks  

Thrift Industry: Regulation and Structure 
Savings and Loan Associations   
Mutual Savings Banks  
Credit Unions  

International Banking  
Eurodollar Market   

Global Ironic Birth of the Eurodollar Market 
Structure of U.S. Banking Overseas 
Foreign Banks in the United States 

Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Chapter 12: Financial Crisis  

 

What Is a Financial Crisis?  
Dynamics of Financial Crises  

Stage One: Initial Phase   
Stage Two: Banking Crisis  
Stage Three: Debt Deflation   

Application The Mother of All Financial Crises: The Great Depression   
Stock Market Crash   
Bank Panics   
Continuing Decline in Stock Prices   
Debt Deflation   
International Dimensions 

The Global Financial Crisis of 2007–2009  
Causes of the 2007–2009 Financial Crisis   

FYI Collateralized Debt Obligations (CDOs)  
Effects of the 2007–2009 Financial Crisis  

Inside the Fed Was the Fed to Blame for the Housing Price Bubble?  
Global The European Sovereign Debt Crisis  

Height of the 2007–2009 Financial Crisis   
Government Intervention and the Recovery   

Global Worldwide Government Bailouts During the 2007–2009 Financial Crisis    
Response of Financial Regulation  

Macroprudential Versus Microprudential Supervision   
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 

Too-Big-to-Fail and Future Regulation  
 What Can Be Done About the Too-Big-to-Fail Problem?   
 Beyond Dodd-Frank:  Where Might Regulation Head in the Future? 
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Chapter 13: Nonbank Finance 

 

Insurance  
Life Insurance  
Property and Casualty Insurance   
The Competitive Threat from the Banking Industry  
Credit Insurance  

FYI The AIG Blowup  
FYI The Global Financial Crisis and the Monoline Insurers   
Application Insurance Management   

Screening   
Risk-Based Premiums   
Restrictive Provisions   
Prevention of Fraud   

 Cancellation of Insurance   
Deductibles   
Coinsurance   
Limits on the Amount of Insurance   
Summary  

Pension Funds  
Private Pension Plans  
Public Pension Plans   

FYI Should Social Security Be Privatized?  
Finance Companies   
Securities Market Operations   

Investment Banking  
Securities Brokers and Dealers   
Organized Exchanges   

Mutual Funds   
FYI Sovereign Wealth Funds: Are They a Danger?  
 Money Market Mutual Funds   
Hedge Funds  
Private Equity and Venture Capital Funds  
Government Financial Intermediation   
 Federal Credit Agencies   
FYI The Global Financial Crisis and the Bailout of Fannie Mae and Freddie Mac 
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Chapter 14: Financial Derivatives  

 

Hedging 
Interest-Rate Forward Contracts  
Application Hedging with Interest-Rate Forward Contracts   
 Pros and Cons of Forward Contracts   
Financial Futures Contracts and Markets  
Application Hedging with Financial Futures  

Organization of Trading in Financial Futures Markets   
The Globalization of Financial Futures Markets  
Explaining the Success of Futures Markets   

Application Hedging Foreign Exchange Risk   
Hedging Foreign Exchange Risk with Forward Contracts   
Hedging Foreign Exchange Risk with Futures Contracts   

Options   
 Options Contracts   

 Profits and Losses on Option and Futures Contracts 
Application Hedging with Future Options   

Factors Affecting Option Premiums   
Summary  

Swaps  
 Interest-Rate Swap Contracts  

Application Hedging with Interest-Rate Swaps   
Advantages of Interest-Rate Swaps  
Disadvantages of Interest-Rate Swaps   
Financial Intermediaries in Interest-Rate Swaps  

Credit Derivatives   
Credit Options   
Credit Swaps   
Credit-Linked Notes   

Application Lessons from the Global Financial Crisis: When are Financial Derivatives Likely to 
Be a Worldwide Ticking Time Bomb? 

Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Chapter 15: Conflicts of Interest in the Financial Industry 

 

What Are Conflicts of Interest, and Why Are They Important?  
 Why Do We Care About Conflicts of Interest?   

Ethics and Conflicts of Interest  
Types of Conflicts of Interest  

Underwriting and Research in Investment Banking   
Auditing and Consulting in Accounting Firms   

 Credit Assessment and Consulting in Credit-Rating Agencies   
FYI The Collapse of Arthur Andersen  

Universal Banking   
FYI Why Do Issuers of Securities Pay to Have Their Securities Rated?    
FYI Banksters  
Can the Market Limit Exploitations of Conflicts of Interest?  
What Has Been Done to Remedy Conflicts of Interest? 

 Sarbanes-Oxley Act of 2002  
 Global Legal Settlement of 2002    

 Dodd-Frank Bill of 2010 
A Framework for Evaluating Policies to Remedy Conflicts of Interest   

 Approaches to Remedying Conflicts of Interest   
Application Evaluating Sarbanes-Oxley, the Global Legal Settlement, and the Dodd-Frank Bill 
Summary 
Key Terms 
Questions 
Web Exercises 
Web References 
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Part 4 

Central Banking and The Conduct of Monetary Policy 

 
Chapter 16: Central Banks and the Federal Reserve System 

 

Origins of the Federal Reserve System 
Inside the Fed The Political Genius of the Founders of the Federal Reserve System  
Structure of the Federal Reserve System  

Federal Reserve Banks   
Inside the Fed The Special Role of the Federal Reserve Bank of New York  

Member Banks   
Board of Governors of the Federal Reserve System   
Federal Open Market Committee (FOMC)   

Inside the Fed The Role of the Research Staff  
Inside the Fed The FOMC Meeting  
Inside the Fed Green, Blue, Teal, and Beige: What Do These Colors Mean at the Fed?  

Why the Chair of the Board of Governors Really Runs the Show  
Inside the Fed Styles of Federal Reserve Chairs: Bernanke and Yellen Versus Greenspan   
How Independent Is the Fed?  
Should the Fed Be Independent?  

The Case for Independence   
The Case Against Independence   
Central Bank Independence and Macroeconomic Performance Throughout the World   

Explaining Central Bank Behavior 
Inside the Fed The Evolution of the Fed’s Communication Strategy  
Structure and Independence of the European Central Bank 

Differences Between the European System of Central Banks and the Federal Reserve System  
Governing Council   
How Independent Is the ECB?  

Structure and Independence of Other Foreign Central Banks 
Bank of Canada   
Bank of England   
Bank of Japan   
The Trend Toward Greater Independence 

Summary 
Key Terms 
Questions 
Data Analysis Problems 
Web Exercises 
Web References 
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Chapter 17: The Money Supply Process 

 

Three Players in the Money Supply Process 
The Fed’s Balance Sheet 

Liabilities 
Assets 

Control of the Monetary Base 
Federal Reserve Open Market Operations 
Shifts from Deposits into Currency 
Loans to Financial Institutions 
Other Factors That Affect the Monetary Base 
Overview of the Fed’s Ability to Control the Monetary Base 

Multiple Deposit Creation: A Simple Model 
Deposit Creation: The Single Bank 
Deposit Creation: The Banking System 
Deriving the Formula for Multiple Deposit Creation 
Critique of the Simple Model 

Factors that Determine the Money Supply 
Changes in the Nonborrowed Monetary Base, MBn 

Changes in Borrowed Reserves, BR, from the Fed 
Changes in the Required Reserve Ratio, rr 

Changes in Excess Reserves 
Changes in Currency Holdings 

Overview of the Money Supply Process 
The Money Multiplier 

Deriving the Money Multiplier 
Intuition Behind the Money Multiplier 
Money Supply Response to Changes in the Factors 

Application Quantitative Easing and the Money Supply, 2007–2017 
Summary 
Key Terms 
Questions 
Applied Problems 
Data Analysis Problems 
Web Exercises 
Web References 
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Appendix 1 to Chapter 17: The Fed’s Balance Sheet and the Monetary Base 

 

Assets 
Liabilities 
Monetary Base 
 

Appendix 2 to Chapter 17: The M2 Money Multiplier 

 

Factors that Determine the M2 Money Multiplier 
Changes in rr, c, and e 
Response to Changes in t and mm 

 

Appendix 3 to Chapter 17: Explaining the Behavior of the Currency Ratio 

 

Effect of Changes in Wealth 
Effect of Changes in Expected Returns 

Interest Rates on Checkable Deposits 
Cost of Acquiring Currency 
Bank Panics 
Illegal Activity 
Foreign Holdings of Currency 

Application Explaining the Historical Record of c 
1892–1917 
1917–1919 
1919–1921 
1921–1929 
1929–1933 
1933–1941 
1941–1945 
1945–Early 1960 
Early 1960s–1980 
1980–1993 
1994–2007 
2007–2017 

Application Predicting the Future of c 
Rise in Income Tax Rates to Balance the Budget  
Abolishment of Interest Payments on Checking Accounts  

 

Appendix 4 to Chapter 17: The Great Depression Bank Panics, 1930–1933, and the Money 

Supply 
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Chapter 18: Tools of Monetary Policy 

  

The Market for Reserves and the Federal Funds Rate 
Demand and Supply in the Market for Reserves 
How Changes in the Tools of Monetary Policy Affect the Federal Funds Rate 

Application How the Federal Reserve’s Operating Procedures Limit Fluctuations in the Federal 
Funds Rate   
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Chapter 19: The Conduct of Monetary Policy: Strategy and Tactics 

 

The Price Stability Goal and the Nominal Anchor 
 The Role of a Nominal Anchor   
 The Time-Inconsistency Problem   

Other Goals of Monetary Policy 
 High Employment and Output Stability   
 Economic Growth   
 Stability of Financial Markets   
 Interest-Rate Stability   
 Stability in Foreign Exchange Markets  
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Advantages of Inflation Targeting   
Disadvantages of Inflation Targeting   

The Evolution of the Federal Reserve’s Monetary Policy Strategy  
The Fed’s “Just Do It” Monetary Policy Strategy   
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Inside the Fed Ben Bernanke’s Advocacy of Inflation Targeting  
Global The European Central Bank’s Monetary Policy Strategy  
Lessons for Monetary Policy Strategy from the Global Financial Crisis  

 Implications for Inflation Targeting   
Should Central Banks Try to Stop Asset-Price Bubbles?  

Two Types of Asset-Price Bubbles   
The Debate Over Whether Central Banks Should Try to Pop Bubbles   
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Tactics: The Taylor Rule 
Inside the Fed The Fed’s Use of the Taylor Rule 
Inside the Fed Fed Watchers 
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Advantages of Monetary Targeting 
Disadvantages of Monetary Targeting 
 
Appendix 2 to Chapter 19: A Brief History of Federal Reserve Policy making 

 

The Early Years: Discount Policy as the Primary Tool 
Discovery of Open Market Operations 
The Great Depression 
Inside the Fed: Bank Panics of 1930–1933: Why Did the Fed Let Them Happen? 
Reserve Requirements as a Policy Tool 
War Finance and the Pegging of Interest Rates: 1942–1951 
Targeting Money Market Conditions: The 1950s and 1960s 
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New Fed Operating Procedures: October 1979–October 1982 
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Preemptive Strikes against Inflation 
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Part 5 

International Finance and Monetary Policy 

 

Chapter 20: The Foreign Exchange Market 

 

Foreign Exchange Market 
Following the Financial News Foreign Exchange Rates  

What Are Foreign Exchange Rates?   
Why Are Exchange Rates Important?  
How Is Foreign Exchange Traded?  

Exchange Rates in the Long Run  
Theory of Purchasing Power Parity  

Application Burgernomics:  Big Macs and PPP  
Factors That Affect Exchange Rates in the Long Run   

Exchange Rates in the Short Run: A Supply and Demand Analysis  
Supply Curve for Domestic Assets   
Demand Curve for Domestic Assets  
Equilibrium in the Foreign Exchange Market   

Explaining Changes in Exchange Rates  
Shifts in the Demand for Domestic Assets  
Recap: Factors That Change the Exchange Rate   

Application Effects of Changes in Interest Rates on the Equilibrium Exchange Rate  
Application The Global Financial Crisis and the Dollar   
Application Brexit and the Pound 
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Chapter 21: The International Finance System 

 
Intervention in the Foreign Exchange Market  

Foreign Exchange Intervention and the Money Supply  
Inside the Fed A Day at the Federal Reserve Bank of New York’s Foreign Exchange Desk  

 Unsterilized Intervention  
 Sterilized Intervention   
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 Financial Account 
Global Should We Worry About the Large U.S. Current Account Deficit? 
Exchange Rate Regimes in the International Financial System 

Gold Standard   
The Bretton Woods System  
How a Fixed Exchange Rate Regime Works   
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Advantages of Exchange-Rate Targeting   
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Part 6 

Monetary Theory 

 
Chapter 22: Quantity Theory, Inflation, and the Demand for Money 

 

Quantity Theory of Money  
Velocity of Money and Equation of Exchange   
From the Equation of Exchange to the Quantity Theory of Money   
Quantity Theory and the Price Level   
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Budget Deficits and Inflation  
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Appendix 1 to Chapter 22: The Baumol-Tobin and the Tobin Mean-Variance Models of the 

Demand For Money 

 

The Baumol-Tobin Model of Transactions Demand for Money 
 Mathematical Treatment of the Baumol-Tobin Model 
Tobin Mean-Variance Model 
 
Appendix 2 to Chapter 22: Empirical Evidence on the Demand for Money 

 

Interest Rates and Money Demand 
Stability of Money Demand 

The Case of the Missing Money 
Velocity Slowdown in the 1980s 
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Chapter 23: Aggregate Demand and Supply Analysis 
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 Conclusions   
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Appendix to Chapter 23: The Phillips Curve and the Short-Run Aggregate Supply Curve 

 
The Phillips Curve  

 Phillips Curve Analysis in the 1960s 
FYI The Phillips Curve Trade-off and Macroeconomic Policy in the 1960s     
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Chapter 24: Monetary Policy Theory 
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Response to an Aggregate Demand Shock   
Response to a Permanent Supply Shock   
Response to a Temporary Supply Shock   
The Bottom Line: The Relationship Between Stabilizing Inflation and Stabilizing Economic 
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How Actively Should Policymakers Try to Stabilize Economic Activity? 

 Lags and Policy Implementation  
Inflation: Always and Everywhere a Monetary Phenomenon  
FYI The Activist/Nonactivist Debate Over the Obama Fiscal Stimulus Package    
Causes of Inflationary Monetary Policy 

 High Employment Targets and Inflation   
Application The Great Inflation  
Monetary Policy at the Zero Lower Bound 
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Chapter 25: Transmission Mechanisms of Monetary Policy 
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MyLab Chapter 1: Financial Crises in Emerging Market Economies 
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Stage One: Initial Phase 
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MyLab Chapter 2: The IS Curve 
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MyLab Chapter 3: The Monetary Policy and Aggregate Demand Curves 
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MyLab Chapter 4: The Role of Expectations in Monetary Policy 
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MyLab Chapter 5: The ISLM Model 
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Preview

• This chapter presents an overview of the study of financial 
markets and institutions.
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Learning Objectives (1 of 2)

• Compare and contrast direct and indirect finance.

• Identify the structure and components of financial markets.

• List and describe the different types of financial market 
instruments.

• Recognize the international dimensions of financial 
markets.
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Learning Objectives (2 of 2)

• Summarize the roles of transaction costs, risk sharing, and 
information costs as they relate to financial intermediaries.

• List and describe the different types of financial 
intermediaries.

• Identify the reasons for and list the types of financial 
market regulations.
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Function of Financial Markets (1 of 2)

• Performs the essential function of channeling funds from 
economic players that have saved surplus funds to those 
that have a shortage of funds

• Direct finance: borrowers borrow funds directly from 
lenders in financial markets by selling them securities
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Function of Financial Markets (2 of 2)

• Promotes economic efficiency by producing an efficient 
allocation of capital, which increases production 

• Directly improve the well-being of consumers by allowing 
them to time purchases better
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Figure 1 Flows of Funds Through the 

Financial System
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Structure of Financial Markets (1 of 2)

• Debt and Equity Markets

– Debt instruments (maturity)

– Equities (dividends)

• Primary and Secondary Markets

– Investment banks underwrite securities in primary 
markets.

– Brokers and dealers work in secondary markets.

Economics of Money Banking and Financial Markets 12th edition Mishkin Solutions Manual

https://ravanbooks.com/books/9780134733821-solutions


Copyright © 2019, 2016, 2013 Pearson Education, Inc. All Rights Reserved.

Structure of Financial Markets (2 of 2)

• Exchanges and Over-the-Counter (OTC) Markets:

– Exchanges: NYSE, Chicago Board of Trade

– OTC markets: Foreign exchange, Federal funds

• Money and Capital Markets:

– Money markets deal in short-term debt instruments

– Capital markets deal in longer-term debt and 
equity instruments
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Financial Market Instruments (1 of 2)

Table 1 Principal Money Market Instruments

Amount ($ billions, end of year)

Type of Instrument 1990 2000 2010 2016

U.S. Treasury bills 527 647 1,767 1,816

Negotiable bank certificates of deposit 
(large denominations)

547 1,053 1,923 1,727

Commercial paper 558 1,602 1,058 885

Federal funds and security repurchase 
agreements

372 1,197 3,598 3,778

Source: Federal Reserve Flow of Funds Accounts; http://www.federalreserve.gov
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Financial Market Instruments (2 of 2)

Table 2 Principal Capital Market Instruments

Amount ($ billions, end of year)

Type of Instrument 1990 2000 2010 2016

Corporate stocks (market value) 3,530 17,628 23,567 38,685

Residential mortgages 2,676 5,205 10,446 10,283

Corporate bonds 1,703 4,991 10,337 12,008

U.S. government securities (marketable 
long-term)

2,340 3,171 7,405 12,064

U.S. government agency securities 1,446 4,345 7,598 8,531

State and local government bonds 957 1,139 2,961 3,030

Bank commercial loans 818 1,497 2,001 3,360

Consumer loans 811 1,728 2,647 3,765

Commercial and farm mortgages 838 1,276 2,450 2,850

Source: Federal Reserve Flow of Funds Accounts; http://www.federalreserve.gov
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Internationalization of Financial Markets

• Foreign Bonds: sold in a foreign country and denominated in 
that country’s currency

• Eurobond: bond denominated in a currency other than that of 
the country in which it is sold

• Eurocurrencies: foreign currencies deposited in banks outside 
the home country

– Eurodollars: U.S. dollars deposited in foreign banks outside 
the United States or in foreign branches of U.S. banks

• World Stock Markets:

– help finance corporations in the United States and the U.S. 
federal government
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Function of Financial Intermediaries: 

Indirect Finance (1 of 3)

• Lower transaction costs (time and money spent in carrying 
out financial transactions) 

– Economies of scale

– Liquidity services

• Reduce the exposure of investors to risk

– Risk sharing (asset transformation)

– Diversification
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Function of Financial Intermediaries: 

Indirect Finance (2 of 3)

• Deal with asymmetric information problems:

– Adverse Selection (before the transaction): try to 
avoid selecting the risky borrower by gathering 
information about them

– Moral Hazard (after the transaction): ensure borrower 
will not engage in activities that will prevent him/her to 
repay the loan. 

 Sign a contract with restrictive covenants.
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Function of Financial Intermediaries: 

Indirect Finance (3 of 3)

• Conclusion:

– Financial intermediaries allow “small” savers and 
borrowers to benefit from the existence of financial 
markets. 
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Types of Financial Intermediaries (1 of 5)

Table 3 Primary Assets and Liabilities of Financial 
Intermediaries

Type of Intermediary
Primary Liabilities 
(Sources of Funds) Primary Assets (Uses of Funds)

Depository institutions (banks) Blank Blank

Commercial banks Deposits Business and consumer loans, 
mortgages, U.S. government 
securities, and municipal bonds

Savings and loan associations Deposits Mortgages

Mutual savings banks Deposits Mortgages

Credit unions Deposits Consumer loans
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Types of Financial Intermediaries (2 of 5)

[Table 3 Continued]

Type of Intermediary
Primary Liabilities 
(Sources of Funds) Primary Assets (Uses of Funds)

Contractual savings 
institutions

Blank Blank

Life insurance companies Premiums from policies Corporate bonds and mortgages

Fire and casualty insurance
companies

Premiums from policies Municipal bonds, corporate bonds 
and stock, and U.S. government 
securities

Pension funds, government
retirement funds

Employer and employee
contributions

Corporate bonds and stock
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Types of Financial Intermediaries (3 of 5)

[Table 3 Continued]

Type of Intermediary
Primary Liabilities 
(Sources of Funds) Primary Assets (Uses of Funds)

Investment intermediaries Blank Blank

Finance companies Commercial paper, stocks,
bonds

Consumer and business loans

Mutual funds Shares Stocks, bonds

Money market mutual funds Shares Money market instruments

Hedge funds Partnership participation Stocks, bonds, loans, foreign
currencies, and many other assets
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Types of Financial Intermediaries (4 of 5)

Table 4 Primary Financial Intermediaries and Value of Their 
Assets

Value of Assets ($ billions, end of year)

Type of Intermediary 1990 2000 2010 2016

Depository institutions (banks) Blank Blank Blank Blank

Commercial banks, savings and loans, 
and mutual savings banks

4,744 7,687 12,821 16,834

Credit unions 217 441 876 1,238

Contractual savings institutions Blank Blank Blank Blank

Life insurance companies 1,367 3,136 5,168 6,764

Fire and casualty insurance companies 533 866 1,361 1,908

Pension funds (private) 1,619 4,423 6,614 9,099

State and local government retirement 
funds

820 2,290 4,779 6,103
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Types of Financial Intermediaries (5 of 5)

[Table 4 Continued]

Value of Assets ($ billions, end of year)

Type of Intermediary 1990 2000 2010 2016

Investment intermediaries Blank Blank Blank Blank

Finance companies 612 1,140 1,589 1,385

Mutual funds 608 4,435 7,873 13,616

Money market mutual funds 493 1,812 2,755 2,728

Source: Federal Reserve Flow of Funds Accounts; https://www.federalreserve.gov/releases/z1/current/data.htm, 
Tables L110, L114, L115, L116, L118, L120, L121, L122, L127.
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Regulation of the Financial System (1 of 4)

• To increase the information available to investors:

– Reduce adverse selection and moral hazard problems

– Reduce insider trading (SEC)

Economics of Money Banking and Financial Markets 12th edition Mishkin Solutions Manual

https://ravanbooks.com/books/9780134733821-solutions


Copyright © 2019, 2016, 2013 Pearson Education, Inc. All Rights Reserved.

Regulation of the Financial System (2 of 4)

• To ensure the soundness of financial intermediaries:

– Restrictions on entry (chartering process).

– Disclosure of information. 

– Restrictions on assets and activities (control holding of 
risky assets). 

– Deposit Insurance (avoid bank runs).

– Limits on competition (mostly in the past):

 Branching 

 Restrictions on interest rates
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Regulation of the Financial System (3 of 4)

Table 5 Principal Regulatory Agencies of the U.S. Financial 
System

Regulatory Agency Subject of Regulation Nature of Regulations

Securities and Exchange
Commission (SEC)

Organized exchanges and
financial markets

Requires disclosure of information; 
restricts insider trading

Commodities Futures Trading 
Commission (CFTC)

Futures market exchanges Regulates procedures for trading in 
futures markets

Office of the Comptroller of the 
Currency

Federally-chartered commercial 
banks and thrift institutions

Charters and examines the books of 
federally chartered commercial 
banks and thrift institutions; imposes 
restrictions on assets they can hold

National Credit Union Administration 
(NCUA)

Federally-chartered credit unions Charters and examines the books of 
federally chartered credit unions and 
imposes restrictions on assets they
can hold
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Regulation of the Financial System (4 of 4)

[Table 5 Continued]

Regulatory Agency Subject of Regulation Nature of Regulations

State banking and insurance
commissions

State-chartered depository
institutions and insurance
companies

Charter and examine the books of state-
chartered banks and insurance 
companies, impose restrictions on assets 
they
can hold, and impose restrictions on 
branching

Federal Deposit Insurance
Corporation (FDIC)

Commercial banks, mutual
savings banks, savings
and loan associations

Provides insurance of up to $250,000 for 
each depositor at a bank, examines the 
books of insured banks, and imposes
restrictions on assets they can hold

Federal Reserve System All depository institutions Examines the books of commercial banks 
and systemically important financial 
institutions; sets reserve requirements for 
all banks
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