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I)

R EFACE

Why write a textbook on money, banking, and financial markets? As we set out on this
project, we envisioned a book that would be different and, we believed, better than those
available in the market: a book that (1) would deal with the real-life financial system and
the real-life conduct of monetary policy, (2) would be based on a coherent, recognizable,
economic framework, and (3) would be accessible to anybody who has completed an
introductory course on the principles of economics.

Accessibility is crucial. Why write a book if it cannot be read by those it addresses?
But sacrificing substance for accessibility would be a hollow success. A substantive
approach to money, banking, and financial markets requires an analytical framework that
permits one to tackle important issues rather than to skirt them, especially during a period
of great change and even upheaval in financial markets, as the past 15 years have been.

Learning about money, banking, and financial markets and their links to the rest of the
economy has been exciting and challenging in recent years. During the past 15 years,
deposit rates paid by U.S. banks and other depository institutions have been deregulated
for the first time since the 1930s. Restrictions on permissible activities of financial institu-
tions have been relaxed and, in some cases, removed. As we write this preface, President
Clinton has signed into law the Riegle-Neal Interstate Banking and Branching Efficiency
Act of 1994. This law permits nationwide banking by allowing banks to set up branches
across state lines, thereby removing a restriction on banks dating back to the 1920s. The
last decade also witnessed the failure of banks and thrifts at rates unseen for 60 years.
Moreover, in the early 1990s a credit crunch, in which banks became less willing and
able to lend, hampered the recovery of the U.S. economy.

We have both been involved in studying and teaching these developments. First, from
1980 to 1982, as economists at the Board of Governors of the Federal Reserve System in
Washington, D.C., we witnessed and wrote about the quantum leap the financial system
took toward the new financial environment with the passage of the Depository Institu-
tions Deregulation and Monetary Control Act of 1980 and the challenges the new finan-
cial environment created for the conduct of monetary policy. Since our return to the
University of Washington in 1982, we have been teaching money, banking, and financial
markets—one of us in the economics department, the other in the business school. In our
teaching we have tried to bring to the classroom the excitement of exploring these issues.
Our approach has been to establish a theoretical framework to examine today’s monetary
and financial system and to connect theory with practice. The enthusiastic response of our
students convinced us to write this book.

THE TWO-PILLAR FRAMEWORK

The framework that we have worked on and refined over the past 14 years and that we
develop in this book is simple and powerful. It is based on (1) the rational behavior of
participants in the economy and (2) their interaction in the marketplace. How participants
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make decisions and how markets work are, what we call, the two pillars of economics.
These two pillars embody our approach to money, banking, and financial markets. We use
this two-pillar framework to describe the contemporary monetary and financial system; to
build a theoretical model to understand and analyze the workings of that system and its
links to the rest of the economy; and to connect theory with practice, such as assessing
the practices of the Federal Reserve in its conduct of monetary policy, the activities of
banks, and the workings of financial markets.

The most immediate payoff of the two-pillar framework is to make teaching and
learning money, banking, and financial markets easier. Students with a principles of
economics background are familiar with the two pillars of economics, especially in the
form of profit-maximizing decisions, on the one hand, and the forces of supply and
demand, on the other. The message of even a beginning course is that economics is about
incentives and purposeful behavior and about market forces. Students feel at home when
instructors explain money, banking, and financial markets in these terms, because they
see the exposition as a natural application of concepts they already know. Learning
money, banking and financial markets in this way is a lot easier and more fruitful than
memorizing disjointed material. Beyond the final exam, students have a framework they
can continue to apply to understand and analyze current issues.

The two-pillar framework also simplifies the exposition by enabling us to present the
material in self-contained but not disjointed chapters. Most chapters can be read by
themselves, and yet, all chapters are unified in a coherent framework. With a unified
framework it is easy to incorporate important new concepts of economic theory, such as
asymmetric information, as we do beginning in Chapter 2. Moreover, existing theories
can be extended to incorporate new practices. For example, ours is the only textbook that
develops a theory of the deposit-rate setting behavior of banks in the new financial
environment and incorporates this theory into traditional models of money demand. The
resulting contemporary theory of money demand is essential for understanding and ana-
lyzing the portfolio decisions of the public and the policy decisions of the Federal Re-
serve, such as the Fed’s decision in July 1993 to downgrade the role of monetary
aggregates in the policy process.

Now that we have finished writing this book, we believe that we have achieved all
three goals we set out to accomplish. But we are not impartial observers. The students
and professors who use this book must be the ultimate judges.

AN INTEGRATED APPROACH TO INTERNATIONAL TOPICS

The U.S. economy is connected to the rest of the world through trade in goods and
services and trade in financial and real assets. Because the international linkages are a key
part of the economic system, we incorporate them in our framework from the start,
beginning with Chapter 2, in which the foreign sector is one of the six participants. The
last two chapters of the book present more detailed treatments of international issues.
These chapters are designed so that they may be introduced earlier. For example, instruc-
tors who want a full-blown treatment of the balance of payments accounts and the foreign
exchange market early in their course may introduce Chapter 29 after Chapter 9 or
Chapter 10.
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PEDAGOGICAL FEATURES

The book has a variety of learning tools:

- Part Openers list the chapters in each part and explain briefly how they fit into the
two-pillar framework.

- Chapter Previews typically begin with a vignette to introduce key issues and then
explain how the chapter is organized.

- “Watch” Boxes connect theory with practice by using real-world data, policy re-
ports of the Federal Reserve, excerpts from The Wall Street Journal, and interesting
anecdotes to illuminate concepts developed in each chapter. The four types of watch
boxes are tied to the two-pillar framework.

SectorWatch examines the behavior of the participants, which is the subject of
the first pillar of economics. There are six categories of participants: households,
firms, financial intermediaries, the government, the Federal Reserve, and foreign
participants. All the participants in one category are often referred to as a “sec-
tor,” such as the household sector.

MarketWatch examines the behavior of participants in the marketplace, which is
the subject of the second pillar of economics.

FedWatch follows and explains the actions of the Federal Reserve, as profes-
sional Fedwatchers do. Because of the importance of the Federal Reserve in the
economy, the Fed is assigned its own watch box.

GlobalWatch presents the international perspective by explaining the behavior
of foreign participants and also by explaining how the domestic economy is
linked to foreign economies through the markets for goods and services and
financial assets.

- Schematic Explanations in the text and in summary tables help students understand
and remember the basic logic behind important economic relations.

- Try-It-Out Exercises are workstations for students that appear within most chap-
ters. They are tools to check and reinforce student understanding. Answers to the
try-it-out exercises are at the end of the book.

- End-of-Chapter Questions and Problems consist of a variety of review questions
and analytical and quantitative problems. Our approach of connecting theory with
practice extends to this end-of-chapter material. Questions identified by
The Wall Street Journal ask students to interpret quotations and data from The Wall
Street Journal.

- Key Terms and Concepts appear in boldface when they are defined in a chapter.
They are also listed at the end of each chapter.

- A Glossary at the end of the book provides definitions of all the key terms and
concepts.

- End-of-Chapter Summaries present concise reviews of the main points in each
chapter.

- A short, annotated list of readings ends each chapter. The readings were chosen to
be accessible and interesting to a student audience.
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OVERVIEW AND ORGANIZATION OF TOPICS

For a bird’s-eye view of the entire book, we present a brief summary of each of the eight
parts of the book.

Part 1: Introduction (Chapter 1) This introductory chapter explains the im-
portance of money in the economy by looking at its functions and definitions and by
previewing the relation between money and the economy. It also introduces the two-pillar
framework that is the foundation of our approach to money, banking, and financial
markets.

Part 2: The U.S. Financial (i{stcm: The Participants, the Instruments, and the
Environment (Chapters 2-5)\ Money is a key financial asset, but it is not the only
asset in the financial system. Part 2 describes the entire financial system by introducing
the participants, the financial instruments they issue and acquire, and the environment in
which they operate.

Chapter 2 poses two questions. Who are the participants in the financial system? And
why do they issue and acquire financial instruments? In answering these questions, the
chapter explains the linkages between the domestic economy and foreign economies and
introduces the concepts of direct and indirect finance and asymmetric information. Chap-
ter 3 explains six characteristics of financial instruments: maturity, marketability, rate of
return, risk, liquidity, and divisibility. Chapter 4 describes the basic instruments in the
financial system in terms of these characteristics and puts the financial instruments into
the participants’ balance sheets. There are six participants: households, firms, financial
intermediaries, the government, the Federal Reserve, and foreign participants. The bal-
ance sheets of these participants are profiles of their financial condition. Bringing the
balance sheets to life to describe the purposeful behavior of the participants is the subject
of one of the two pillars of economics that will occupy us throughout the book. Chapter 5
surveys the evolution from the old financial environment to the new financial environ-
ment in which participants operate. A key characteristic of the new financial environment
that emerged in the 1980s is that the interest paid on bank deposits is market determined.
By contrast, in the old financial environment regulators set the deposit rate. The chapter
begins by explaining the market forces that made the rise of the new financial environ-
ment inevitable and ends by examining how that environment functioned under a crisis
and a crunch: the thrift crisis of the 1980s and the credit crunch of the early 1990s.

Part 3: Money, Interest Rates, and Prices (Chapters 6-10)  Part 3 uses the two-
pillar framework to explain the portfolio choice of the participants, the interaction of
participants in financial markets, and the connection between the markets for domestic
financial instruments, foreign exchange, and goods and services.

Chapter 6 develops five laws of asset demand by explaining the portfolio choice of the
public (households and firms) in terms of the characteristics of assets introduced in
Chapter 3. Chapter 7 first develops a theory of the deposit-rate setting behavior of banks
and applies the theory to explain movements in deposit rates in the early 1990s. Then it
combines the theory of deposit-rate determination with the laws of asset demand to
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develop a contemporary theory of money demand. Chapter 8 uses the balance sheets of
the Fed, banks, and the public to develop and apply a simple and realistic explanation of
the money supply process based on the concepts of nonborrowed reserves, borrowed
reserves, required reserves, and excess reserves. An appendix presents the monetary base
approach to the money supply. Chapter 9 moves to the markets to explain interest rate
determination by using the money market (the liquidity preference theory) and the bonds
market (the loanable funds theory). The chapter connects theory with practice to explain
the behavior of the Fed after the stock market crash of 1987 and to compare the monetary
policies of the Fed and the Bundesbank in the early 1990s. Chapter 10 completes the
framework of the economy by adding the foreign exchange market and the market for
goods and services to the model. The chapter develops the aggregate demand-aggregate
supply model in a simple way to explore the effects of policy and other shocks on interest
rates, prices, and output. Emphasis is on the four effects of a change in the money supply
on interest rates: the liquidity effect, the real income effect, the price level effect, and the
expected inflation effect. The chapter connects theory with practice by using the model to
assess and compare the conduct of policy in the United States and Japan in the early
1990s.

Chapters 6 through 10 present comprehensive but concise explanations of the behavior
of the participants and their interaction in markets. Each of the remaining parts gives
fuller treatments of these topics. Instructors can tailor the order in which they cover these
parts to suit the needs of their class.

Part 4: The Federal Reserve and Its Behavior (Chapters 11-16)  Part 4 com-
bines real-world data and policy reports of the Federal Reserve with an analytical frame-
work that helps one to understand and assess past, present, and future policy decisions of
the Federal Reserve. The up-to-date analysis includes an explanation of why the Fed
downgraded the monetary aggregates in July 1993 and put greater reliance on judgment
and discretion in its policy process in 1994.

Chapter 11 lays out the structure and functions of the entire Federal Reserve System
and explores political issues that arise from that structure, such as the ongoing debate
about the independence of the Fed and about reducing secrecy. Chapter 12 explains in
detail the operations of the 12 district Federal Reserve banks, such as their role as banker
to banks, banker to the U.S. government, and examiner and supervisor of banks. Chapter
13 introduces a three-stage process that links the instruments, the operating targets, the
intermediate targets, and the ultimate goals of monetary policy. It uses this framework to
analyze past and current policies of the Fed, including the Fed’s downgrading of the role
of money as an intermediate target in July 1993. The chapter ends with a discussion of
how the Fed used short-term real interest rates as an indicator in its search for a neutral
monetary policy between February and August 1994. Chapter 14 explains how the Trad-
ing Desk of the Federal Reserve Bank of New York decides on the amount of securities
to buy or sell in the open market, how Fedwatchers have traditionally followed the daily
open market operations to detect shifts in the stance of monetary policy, and how the Fed
began to announce these shifts in 1994 rather than filtering the information through
Fedwatchers. It then uses an actual statistical release of the Federal Reserve System to
explain all the factors that affect reserves in the banking system. Chapter 15 examines in
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detail the relation between reserves and the money supply. The chapter begins with a
“pouncing ball” metaphor followed by balance sheets of the Fed and banks to explain
the mechanics of deposit creation. Next it links the mechanics of deposit creation to the
money supply process introduced in Chapter 8 and presents a full discussion of all the
factors affecting the money supply, including the interest rate. Finally, Chapter 16 com-
bines the quantity theory of money with the Fed’s monetary policy reports and actual data
from the 1980s and 1990s to explain the Fed’s conduct of monetary policy. The chapter
explains the challenges posed by deregulation and uses data to show that since the mid-
1980s the Fed has acted as if it were targeting velocity-indexed money growth, which
equals the growth of nominal gross domestic product. Placed in this perspective, we see
the downgrading of the monetary aggregates in 1993 as the culmination of a move away
from monetary targeting that began in 1982.

Part 5: Financial Institutions: Structure, Regulation, and Behavior (Chapters
17-19)  Part 5 examines the structure of financial institutions, the regulatory and super-
visory environment in which they operate, and the strategies they use to maximize profits.

After presenting a roadmap for examining the organization and structure of all finan-
cial institutions, Chapter 17 concentrates on the structure, regulation, and supervision of
banks and thrifts. The chapter assesses the changes that arose from the Financial Institu-
tions Reform, Recovery and Enforcement Act (FIRREA) of 1989—passed in response to
the thrift crisis—and the Federal Deposit Insurance Corporation Improvement Act
(FDICIA) of 1991. The chapter also examines current debates on consolidating regula-
tory agencies and reforming deposit insurance. Chapter 18 develops a profit-maximizing
model to explain the behavior of banks. To set the stage, the chapter begins with actual
income statements and balance sheets of U.S. commercial banks and applies the concepts
of adverse selection and moral hazard, which are related to the concept of asymmetric
information introduced in Chapter 2. The chapter brings the balance sheet of banks to life
by explaining how the choice of each item in a simplified balance sheet can be explained
as the result of a profit-maximizing exercise. The chapter connects theory with practice
by using the profit-maximizing model to explain the credit crunch of the 1990s. Finally,
Chapter 19 explains the structure, regulation, and decisionmaking of nondepository insti-
tutions, such as finance companies, mutual funds, insurance companies, and pension
funds.

Part 6: Financial Markets, Interest Rates, and the Conduct of Monetary Pol-
icy (Chapters 20-23)  Part 6 expands the analysis of financial markets introduced in
Chapter 9. The chapters in this part examine the deposit market and the money market in
more detail and add more financial markets and, hence, more rates of return to the
picture.

Chapter 20 derives the laws of money demand in a way that shows how the theory has
evolved over the past 100 years. Emphasis is on modern treatments of the transactions
motive and the speculative motive. Chapter 21, by exploring the workings of the deposit
market, extends the analysis introduced in Chapter 7 of factors affecting the deposit rate.
Following the approach of Chapter 7, the deposit rate relation distilled from the deposit
market is incorporated into the money demand relation to arrive at a complete theory of
money demand. The chapter connects theory with practice to explain why banks bid less
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aggressively for deposits in the early 1990s and how deregulation affected the stability of
money demand in the 1980s and early 1990s. Chapter 22 explores the workings of the
money market to explain how the actions of the Fed, the public, and banks, as well as
changes in the price level and in the level of real economic activity, affect the interest
rate, the quantity of money, and the deposit rate. The chapter also uses the model of the
money market to examine alternative practices of the Fed, under which the Fed targets
either the quantity of money or the interest rate. Chapter 23 disaggregates the model of
the financial system to explain factors that affect a spectrum of interest rates on debt
securities and rates of return on equity securities. First the chapter examines the term
structure of interest rates. It connects theory with practice by examining the debate about
whether a shortening of the maturity structure of government debt can reduce long-term
interest rates. Next, the chapter examines the risk structure of interest rates. Finally, the
chapter uses a four-asset model that includes the stock market to examine how monetary
policy affects interest rates on open-market debt securities, bank loan rates, deposit rates,
and the rate of return on equity securities.

Part 7: The Integration of the Financial and Real Sectors (Chapters 24-28)
Part 7 expands the discussion introduced in Chapter 10 of the connection between
the financial sector and the real sector. The chapters in this part paint a more detailed
picture of the factors that affect interest rates, output, and prices. They also explain the
theoretical underpinnings of controversies about the conduct of monetary and fiscal
policy and use economic history to show how these controversies have played out in
practice.

To keep our early discussion of the linkages between the financial sector and the real
sector as simple as possible, Chapter 10 bypassed the IS-LM model and went straight to
the AD-AS model. In contrast, this part begins with the IS-LM model. Chapter 24
develops a modern version of the IS-LM model that includes the international linkages
and a credit channel. Chapter 25 applies the model to examine the effects on the interest
rate and output of changes in monetary and fiscal policy and changes in the behavior of
the private sector. The chapter connects theory with practice to explain the twin deficits in
the United States in the 1980s and in Germany in the 1990s. It also explains the shocks,
dubbed headwinds, that buffeted the U.S. economy in the early 1990s. Finally, the chap-
ter uses the model to examine the Fed’s choice of an intermediate target for the conduct
of monetary policy. Chapter 26 combines the IS-LM model with the markets for inputs to
derive and apply the AD-AS model, which explains the factors affecting interest rates,
output, and the price level. Chapter 27 examines in more detail the most controversial
part of the macroeconomic model: the theoretical underpinnings of the aggregate supply
relation. The chapter develops the concept of rational expectations and explains how new
classicists combine this concept with the assumption of continuous clearance of the labor
market whereas new Keynesians combine it with the assumption of slow clearance of the
labor market. The chapter then examines differences in the policy prescriptions of
Keynesians, classicists, new classicists, and new Keynesians. Chapter 28 uses the AD-AS
model and the Phillips curve model to examine the relation between inflation and unem-
ployment. The chapter connects theory with practice by examining the effects on infla-
tion, output, unemployment, and interest rates of wars, supply-side shocks, stock-market
crashes, and revolutions in economic policymaking.
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Part 8: International Finance (Chapters 29-30) This last part of the book ex-
tends the analysis of international trade and finance that appears throughout the book.

Chapter 29 begins with the U.S. balance of payments accounts and then brings the
accounts to life by connecting them to the foreign exchange market. The chapter explains
the workings of the foreign exchange market under flexible and fixed exchange rate
systems and explains and applies the concepts of interest rate parity and purchasing
power parity. Finally, the chapter explains the evolution of the existing international
payments system, which is a mix of fixed and floating exchange rates. Chapter 30 extends
the discussion of the international dimensions of economic policy by building and apply-
ing the IS-LM-BP model, where BP stands for the balance of payments. This model is
well suited to explaining the differences in the effects of economic policy under fixed and
flexible exchange rates. The chapter connects theory with practice to explain crises in the
European Monetary System in 1992 and 1993.

The preceding summary highlights the main points of each chapter in the order in which
the chapters appear in the book. The book, however, is designed to be flexible. There are
numerous alternative ways to arrange the chapters. Most courses will use the first nine or
ten chapters, which are the core of the book. Below are illustrations of sequences of
chapters that can be used in four types of courses. The Instructors’ Manual provides more
details.

General Course on Money, Banking, Chapters 1-10, 11, 13, 15-16, 17-19, 22-23
and Financial Markets

Course with an Emphasis on Finan- Chapters 1-9, 23, 29, 11-14, 17-19
cial Institutions and Markets

Course with an Emphasis on Mone- Chapters 1-10, 11-16, 17, 24-25, 29-30
tary Policy

Course with an Emphasis on Mone- Chapters 1-9, 11, 13, 20-30
tary Theory and Macroeconomics

SUPPLEMENTARY MATERIALS

In order to make the instructor’s transition to our book smooth, we’ve prepared an
Instructor’s Manual that makes good use of our teaching experience with this text. It
includes lecture outlines and teaching tips, as well as solutions to the end-of-chapter
questions.

Also for the instructor, Computest 4 (as well as a bound version of the Test Bank), has
been prepared for this text by Marvin S. Margolis, of Millersville University of Pennsyl-
vania. The testing material consists of multiple-choice and essay questions which range
both in type (analytical vs. definitional) and level of difficulty.

The Study Guide by Frederick L. Joutz, of George Washington University, and Jane
de Winter, completes the learning package. We think it’s important for students to know
how to read (and to understand what they read in) The Wall Street Journal—that’s why
it’s a fundamental part of the text. The study guide extends this concept. In addition to
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“drill and review” questions, this problem-solving manual also includes at least two
articles from the popular press per chapter—in particular from the Journal. These articles
encourage students to apply the text material to what they read in the papers.

A Wall Street Journal edition of our book is also available. For those of you unfamiliar
with this uniquely Irwin product, an order form (along with a few pages of instruction) is
bound into the edition. Students mail in the order form and shortly thereafter they will
begin to receive their 10-week subscription. For an additional $4, there’s no better way to
get The Wall Street Journal into your classroom. Instructors will receive a year-long
complimentary subscription to the Journal. Also, a fax newsletter is under development
and will be made available to all instructors using our book.
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