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Preface

The worldwide financial crisis of 2007-2009 was the most severe since that of the 1930s,
and the recession it triggered was by far the most widespread and costly since the Great
Depression. Around the world, it cost tens of millions of workers their jobs. In the United
States, millions of families lost their homes and their wealth. To stem the crisis, govern-
ments and central banks took aggressive and, in many ways, unprecedented actions.

As a result, change will be sweeping through the world of banking and financial
markets for years to come. Some of the ways in which people borrowed—to buy a
home or a car or to pay for college—have become difficult or unavailable. Some of
the largest financial firms have failed, while others—even larger—have risen. Some
financial markets have disappeared, but new institutions are surfacing that aim to
make markets less vulnerable in the future. And governments everywhere are working
on new rules to make future crises both less likely and less damaging.

Just as the crisis is transforming the financial system and government policy, it is
transforming the study of money and banking. Some old questions are surfacing with
new intensity: Why do such costly crises occur? How can they be prevented? How can
we limit their impact? How will these changes affect the financial opportunities and
risks that people face?

Against this background, students who memorize the operational details of today’s
financial system are investing in a short-lived asset. Our purpose in writing this book
is to focus on the basic functions served by the financial system while deemphasiz-
ing its current structure and rules. Learning the economic rationale behind current
financial tools, rules, and structures is much more valuable than concentrating on the
tools, rules, and structures themselves. It is an approach designed to give students the
lifelong ability to understand and evaluate whatever financial innovations and devel-
opments they may one day confront.

The Core Principles Approach

Toward that end, the entire content of this book is based on five core principles. Knowl-
edge of these principles is the basis for learning what the financial system does, how it
is organized, and how it is linked to the real economy.

1. Time has value.

2. Risk requires compensation.

3. Information is the basis for decisions.

4. Markets determine prices and allocate resources.
5. Stability improves welfare.

These five core principles serve as a framework through which to view the history,
current status, and future development of money and banking. They are discussed in
detail in Chapter 1; throughout the rest of the text, marginal icons remind students of
the principles that underlie particular discussions.

Focusing on core principles has created a book that is both concise and logically or-
ganized. This approach does require some adjustments to the traditional methodology
used to teach money and banking, but for the most part they are changes in emphasis
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only. That said, some of these changes have greatly improved both the ease of teach-
ing and the value students draw from the course. Among them are the emphasis on
risk and on the lessons from the financial crisis; use of the term financial instrument;
parallel presentation of the Federal Reserve and the European Central Bank; a stream-
lined, updated section on monetary economics; and the adoption of an integrated
global perspective. !

Innovations in This Text

In addition to the focus on core principles, this book introduces a series of innova-
tions designed to foster coherence and relevance in the study of money and banking,
in both today’s financial world and tomorrow’s.

Impact of the Crisis

The effects of the financial crisis of 2007-2009 are transforming money, banking, and
financial markets. Accordingly, from beginning to end, the book integrates the issues
raised by the crisis and by the response of policymakers.

The concept of a liquidity crisis surfaces in Chapter 2, and the risks associated
with leverage and the rise of shadow banking are introduced in Chapter 3. Issues
specific to the 2007-2009 crisis—including securitization, rating agencies, subprime
mortgages, ovet-the-counter trading, and complex financial instruments like credit-
default swaps—are included in the appropriate intermediate chapters of the text.
More broadly, the sources of threats to the financial system as a whole are identified
throughout the book, and there is a focused discussion on regulatory initiatives to
limit such systemic threats. Finally, we present—in a logical and organized manner—
the unconventional monetary policy tools that became so prominent in the policy
response to the crisis.

Early Introduction of Risk

It is impossible to appreciate how the financial system works without understanding
risk. In the modern financial world, virtually all transactions transfer some degree of
risk between two or more parties. These risk trades can be extremely beneficial, as
they are in the case of insurance markets. But there is still potential for disaster. In
2008, risk-trading activity at some of the world’s largest financial firms threatened the
stability of the international financial system.

Even though risk is absolutely central to an understanding of the financial system,
most money and banking books give very little space to the topic. In contrast, this
book devotes an entire chapter to defining and measuring risk. Chapter 5 introduces
the concept of a risk premium as compensation for risk and shows how diversification
can reduce risk. Because risk is central to explaining the valuation of financial instru-
ments, the role of financial intermediaries, and the job of central bankers, the book
returns to this concept throughout the chapters.

Emphasis on Financial Instruments

Financial instruments are introduced early in the book, where they are defined based
on their economic function. This perspective leads naturally to a discussion of the



uses of various instruments and the determinants of their value. Bonds, stocks, and
derivatives all fit neatly into this framework, so they are all discussed together.

This approach solves one of the problems with existing texts, use of the term finan-
cial market to refer to bonds, interest rates, and foreign exchange. In its conventional
microeconomic sense, the term market signifies a place where trade occurs, not the
instruments that are traded. This book follows standard usage of the term market to
mean a place for trade. It uses the term financial instruments to describe virtually all
financial arrangements, including loans, bonds, stocks, futures, options, and insurance
contracts. Doing so clears up the confusion that can arise when students arrive in a
money and banking class fresh from a course in the principles of economics.

Parallel Presentation of the Federal Reserve
and the European Central Bank

To foster a deeper understanding of central banking and monetary policy, the presen-
tation of this material begins with a discussion of the central bank’s role and objec-
tives. Descriptions of the Federal Reserve and the European Central Bank follow. By
starting on a theoretical plane, students gain the tools they need to understand how
all central banks work. This avoids focusing on institutional details that may quickly
become obsolete. Armed with a basic understanding of what central banks do and
how they do it, students will be prepared to grasp the meaning of future changes in
institutional structure. '

Another important innovation is the parallel discussion of the two most impor-
tant central banks in the world, the Federal Reserve and the European Central Bank
(ECB). Students of the 21st century are ill-served by books that focus entirely on the

U.S. financial system. They need a global perspective on central banking, the starting
point for which is a detailed knowledge of the ECB.

Modern Treatment of Monetary Economics

The discussion of central banking is followed by a simple framework for understanding
the impact of monetary policy on the real economy. Modern central bankers think
and talk about changing the interest rate when inflation and output deviate from their
target objectives. Yet traditional treatments of monetary economics employ aggregate
demand and aggregate supply diagrams, which relate output to the price level, and dis-
cuss inflation in terms of shifts in the AD and AS curves. The resulting development
is lengthy and difficult. Because this book skips the ISLM framework, its presentation
of monetary economics is several chapters shorter. Only those topics that are most
important in a monetary economics course are covered: long-run money growth and
inflation and short-run monetary policy and business cycles. This streamlined treat-
ment of monetary theory is not only concise, but more modern and more relevant
than the traditional approach. It helps students to see monetary policy changes as part
of a strategy, rather than a one-off event, and it gives them a complete understanding
of business-cycle fluctuations.

Integrated Global Perspective

Technological advances have dramatically reduced the importance of a bank’s physi-
cal location, producing a truly global financial system. Twenty years ago money and
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banking books could afford to focus primarily on the U.S. financial system, relegat-
ing international topics to a separate chapter that could be considered optional. But
in today’s financial world, even a huge country like the United States cannot be
treated in isolation. The global financial system is truly an integrated one, render-
ing separate discussion of a single country’s institutions, markets, or policies impos-
sible. This book incorporates the discussion of international issues throughout the
text, emphasizing when national borders are important to bankers and when they
are not. ~

Organization

This book is organized to help students understand both the financial system and its
economic effects on their lives. That means surveying a broad series of topics, includ-
ing what money is and how it is used; what a financial instrument is and how it is
valued; what a financial market is and how it works; what a financial institution is and
why we need it; and what a central bank is and how it operates. More important, it
means showing students how to apply the five core principles of money and banking
to the evolving financial and economic arrangements that they inevitably will con-
front during their lifetimes.

Part I: Money and the Financial System. Chapter 1 introduces the core
principles of money and banking, which serve as touchstones throughout the book.
Chapter 2 examines money both in theory and in practice. Chapter 3 follows with a
bird’s-eye view of financial instruments, financial markets, and financial institutions.
(Instructors who prefer to discuss the financial system first can cover Chapters 2 and 3
in reverse order.)

Part II: Interest Rates, Financial Instruments, and Financial
Markets. Part Il contains a detailed description of financial instruments and the
financial theory required to understand them. It begins with an explanation of present
value and risk, followed by specific discussions of bonds, stocks, derivatives, and for-
eign exchange. Students benefit from concrete examples of these concepts. In Chap-
ter 7 (The Risk and Term Structure of Interest Rates), for example, students learn
how the information contained in the risk and term structure of interest rates can be
useful in forecasting. In Chapter 8 (Stocks, Stock Markets, and Market Efficiency),
they learn about stock bubbles and how those anomalies influence the economy. And
in Chapter 10 (Foreign Exchange), they study the Big Mac index to understand the
concept of purchasing power parity. Throughout this section, two ideas are empha-
sized: that financial instruments transfer resources from savers to investors, and that
in doing so, they transfer risk to those best equipped to bear it.

Part 1ll: Financial Institutions. In the next section, the focus shifts to
financial institutions. Chapter 11 introduces the economic theory that is the basis
for our understanding of the role of financial intermediaries. Through a series of ex-
amples, students see the problems created by asymmetric information as well as how
financial intermediaries can mitigate those problems. The remaining chapters in
Part III put theory into practice. Chapter 12 presents a detailed discussion of banking,
the bank balance sheet, and the risks that banks must manage. Chapter 13 provides a



brief overview of the financial industry’s structure, and Chapter 14 explains financial
regulation, including a discussion of regulation to limit threats to the financial system
as a whole.

Part IV: Central Banks, Monetary Policy, and Financial
Stability. Chapters 15 through 19 survey what central banks do and how they do
it. This part of the book begins with a discussion of the role and objectives of central
banks, which leads naturally to the principles that guide central bank design. Chap-
ter 16 applies those principles to the Federal Reserve and the European Central Bank.
Chapter 17 presents the central bank balance sheet, the process of multiple deposit
creation, and the money supply. Chapters 18 and 19 cover operational policy, based
on control of both the interest rate and the exchange rate. Chapter 18 also introduces
the monetary transmission mechanism and presents a variety of unconventional mon-
etary policy tools that gained prominence during the financial crisis of 2007-2009.
The goal of Part IV is to give students the knowledge they will need to cope with the
inevitable changes that will occur in central bank structure.

Part V: Modern Monetary Economics. The last part of the book covers
modern monetary economics. While most books cover this topic in six or more chap-
ters, this one does it in four. This streamlined approach concentrates on what is im-
portant, presenting only the essential lessons that students truly need. Chapter 20 sets
the stage by exploring the relationship between inflation and money growth. Starting
with inflation keeps the presentation simple and powerful, and emphasizes the way
monetary policymakers think about what they do. A discussion of aggregate demand,
aggregate supply, and the determinants of inflation and output follows. Chapter 21
presents a complete macroeconomic model with a dynamic aggregate demand curve
that integrates monetary policy directly into the presentation, along with short- and
long-run aggregate supply curves. In Chapter 22 the model is used to help understand
the sources of business cycles, as well as a number of important applications that face
monetary policymakers in the world today. Each application stands on its own and
the applications are ordered in increasing difficulty to allow maximum flexibility in
their use.

For those instructors who have the time, we recommend closing the course with a
rereading of the first chapter and a review of the core principles. What is the future
likely to hold for the six parts of the financial system: money, financial instruments,
financial markets, financial institutions, regulatory agencies, and central banks? How
do students envision each of these parts of the system 20 or even 50 years from now?

Learning Tools

In a sense, this book is a guide to the principles students will need to critically evalu-
ate and use what they read in the financial press. Reading the newspaper and applying
the information it contains require some basic knowledge. Supplying that knowledge
is the purpose of the five types of inserts that complement the chapters, providing a
break from the more technical material in the body of the text:

Your Financial World inserts provide students with practical information that
is based on lessons covered in the chapter. Most chapters contain two of these boxes,
each of which examines a personal finance problem that everyone faces. These boxes
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show students that the concepts taught in the money and banking course are relevant
to their everyday lives. Among the topics covered are the importance of saving for
retirement, the risk in taking on a variable-rate mortgage, the desirability of owning
stocks, and techniques for getting the most out of the financial news.

Applying the Concept sections show how ideas introduced in the chapter can
be applied to the world around us. Most describe historical episodes or examine issues
relevant to the public policy debate. Subjects include how debt problems in emerg-
ing-market countries can create an increase in the demand for U.S. Treasury debt;
why Long-Term Capital Management nearly caused a collapse of the world financial
system; and what monetary policymakers learned from the Great Depression of the
1930s. Some chapters contain two of these applications.

Lessons from the Crisis inserts explain concepts or issues in a chapter that
were integral to the financial crisis of 2007-2009. Most chapters contain at least one
such insert. One goal of these inserts is to provide students a framework for under-
standing the crisis and how it transformed the world of money, banking, and financial
markets. Another goal is to show how the crisis demonstrates the relevance and power
of the ideas in the book. The topics range from specific aspects of the crisis such as
shadow banks, asset-backed securities, and the evolution of the money supply to broad
concepts like liquidity, leverage, securitization, and systemic risk.

In the News boxes present articles drawn from The New York Times, The Wall
Street Jowrnal, The Financial Times, The Economist, the Washington Post, Los Angeles
Times, Bloomberg News, and BusinessWeek. These readings show how concepts intro-
duced in the chapter are applied in the financial press. Each article is accompanied by
a brief analysis that reinforces key concepts. One In the News box appears in nearly
every chapter.

Tools of the Trade boxes teach useful skills, including how to read bond and
stock tables, how to read charts, and how to do some simple algebraic calculations.
Some provide brief reviews of material from the principles of economics course, such
as the relationship between the current account and the capital account in the bal-
ance of payments. Most chapters contain one of these boxes.

Finally, the end-of-chapter material is divided into three sections:

Key Terms A listing of all the technical terms introduced and defined in the
chapter. The key terms are defined in full in the glossary at the end of the book.

Chapter Lessons A list of the key lessons in the chapter. Other textbooks sum-
marize a small number of points at length. This book summarizes a larger number of
points, each of them short, clear, and couched in the form of an outline that matches
the chapter headings—a format designed to aid student comprehension and retention.

Problems Each chapter contains at least 18 conceptual and analytical problems
of varying levels of difficulty. These problems are designed to reinforce the lessons in
the chapter.



Organizational Alternatives

While this book greatly streamlines the traditional approach to money and banking, it
remains flexible enough to be used in a broad variety of courses; 16 to 19 of the book’s
23 chapters can be assigned in the following courses:

General Money and Banking Course. Chapters 1-8, 11, 12, 15, 16, the first section
of 17 (through page 433), 18, and 20-22

This course covers the primary material needed to appreciate the connections
between the financial system and the economy.

General Money and Banking Course with International Emphasis. Chapters 1-8,
10-12, 15-19, and 20

This alternative to the general money and banking course substitutes chapters on
foreign exchange and exchange-rate policy for the macroeconomic model included
in courses with less international emphasis.

Financial Markets and Institutions. Chapters 1-9, 1118
The traditional financial markets and institutions course covers money, financial
instruments and markets, financial institutions, and central banking. The focus is

on Parts I and III of the book.
Monetary Economics and Monetary Policy. Chapters 1-7, 10-12, 15-23

A course called monetary economics and monetary policy uses the material in
Parts Il and III as a foundation for understanding the material in Parts [V and V.
A half-semester course for students with a background in financial instruments and
institutions might cover only Chapters 1-3 and 15-23.

What's New in the Third Edition?

Many things have happened since the last edition. For that reason, all of the figures
and data have been updated to reflect the most recent available information. In addi-
tion, Stephen Cecchetti and his new co-author, Kermit Schoenholtz, have made nu-
merous, vital changes to enhance the Third Edition of Money, Banking, and Financial
Markets as outlined here.

New Topics in the Integrated Global Perspective

The Third Edition has been revised extensively in light of the global financial crisis,
which began shortly after the Second Edition went to press. Throughout the Third
Edition, the authors have integrated key developments and relevant insights from the
crisis. New topics introduced or discussed in much greater detail include:

Crises of liquidity and deleveraging
Shadow banking
Systemic risk

Complex financial instruments

Centralized counterparties
Too big to fail
Macro-prudential regulation

e Paying interest on reserves

Preface |
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® The zero bound
¢ Unconventional monetary policy tools
e Impact of the crisis on Fed independence

The most extensive changes are in Chapter 14, which now includes a treatment
of systemic regulation, and in Chapter 18, which has been updated with coverage of
the unconventional monetary policy approaches adopted during the financial crisis.

Improved End-of-Chapter Problems

Many of the End-of-Chapter problem sets have been updated to highlight lessons
from the financial crisis of 2007-2009.

Changes at the Federal Reserve

The discussion of the Federal Reserve now highlights the use of unconventional pol-
icy tools in addressing the financial crisis (Chapter 18) and the impairment of the
monetary transmission process during the crisis (Chapter 23). It also reflects the chal-
lenge to Fed independence in the aftermath of the crisis (Chapter 15).

Updated Coverage of Current Events

Through new and updated Learning Tools inserts, the authors have captured develop-
ments since the Second Edition in the key areas of the financial crisis and monetary policy.
Here is a complete list of the new features:

Lessons from the Crisis

Market Liquidity, Funding Liquidity, and Making Markets (Chapter 2)
Leverage (Chapter 3)

Interbank Lending (Chapter 3)

Shadow Banks (Chapter 3)

Risk Taking and the Search for Yield (Chapter 4)

Systemic Risk (Chapter 5)

Rating Agencies (Chapter 7)

Asset-Backed Commercial Paper (Chapter 7)

Subprime Mortgages (Chapter 7)

Centralized Counterparties and Systemic Risk (Chapter 9)
Currency Risk and Rollover Risk (Chapter 10)

Information Asymmetry and Securitization (Chapter 11)
Insufficient Bank Capital (Chapter 12)
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Online Learning Center Web Site

The book’s Web site, revised by Matthew Alford (Southeastern Louisiana Univer-
sity), www.mhhe.com/cecchetti3e, includes a variety of free content for students,
including multiple-choice chapter quizzes, PowerPoint slides, and interactive graphs
with related exercises. Instructors may access all the book’s major supplements using
a special password.

Supplements for Instructors
Instructor's Resources and Solutions Manual

Tori Knight (Carson-Newman College) has collected a broad array of materials for
instructors. This manual includes chapter overviews, outlines, and a discussion of how
the core principles apply to each chapter. It also addresses concepts students often find
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Test Bank
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