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Preface

Thinking About the Book

When I studied money and banking as an undergraduate in 1979, the course empha-
sized real-world topics: Why is inflation high (as it was in those days), and where does
it come from anyway? Why does a boom in the stock or bond market excite news com-
mentators, and how are prices of stocks and bonds determined in the first place? What
do banks do with my money? How do economic events in other nations affect finan-
cial markets and interest rates in the United States? Like me, students often come to this
course expecting to learn simple answers to such questions. The answers were not sim-
ple in 1979, and they are even more complex in the early twenty-first century. Today’s
students face an even greater challenge: trying to understand the organization of U.S.
financial markets and institutions and the Federal Reserve System in the face of domes-
tic and global change.

Having taught money and banking courses to undergraduate and graduate stu-
dents over many years, I was frustrated that existing books simply stressed the current
organization of the financial system and failed to give students a coherent framework
for understanding new regulations and events. Adding to my dissatisfaction was the
way these texts included new developments: They simply increased the number of top-
ics to be covered during an already crowded term. Even with all this material, students
still lacked the tools to predict the effects of changes to the financial system.

A Better Approach

My goal in writing this text is to present to students underlying economic explanations
for why the financial system is organized as it is and to show them the interconnection
of the financial system and the economy. With this presentation, the student learns a
paradigm for interpreting events, not a laundry list of facts that quickly becomes out-
dated. I wanted to go beyond the traditional approach and teach students how to apply
the theory that they learn in the classroom to the practice of the real world. To achieve
this goal, I have built three advantages into this text: (1) a framework for understand-
ing, evaluating, and predicting; (2) a contemporary economic approach; and (3) inte-
gration of international material throughout the book.

Framework of the text: understand, evaluate, predict. The framework
underlying all discussion in this text has three levels: First, the student learns to under-
stand economic analysis. “Understanding” refers to the development of economic intu-
ition for organizing concepts and facts. Second, economic analysis is used to evaluate
current developments and the financial news, challenging the student to use financial
data and to think critically about interpretations of current events. Finally, the student
uses economic tools and principles to predict future events, applying economic analysis
to anticipate the effects of changes in the economy and the financial system.

This presentation offers students a way to think critically about developments in
financial markets and institutions and in monetary institutions and policy. Students
then can interpret current events as the logical outcome of principles. For example,
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Parts 2, 3, and 4, which examine the roles of financial markets and institutions in the
economy, repeatedly use the concepts of risk-sharing, liquidity, and information serv-
ices demanded of and supplied by the financial system to explain such topics as how
different financial arrangements bring together borrowers and savers (Chapters 3, 12,
and 13), how they respond to changes in regulation (Chapter 15), why they differ in
different countries (Chapter 16), and how their functioning affects the macroeconomy
(Chapter 27).

A contemporary approach. Throughout this text, I incorporate recent research
in a way that is accessible to students. Current research on monetary policy, financial
institutions, and inflation is used to develop a general model for how monetary policy
affects the economy (Chapter 26). The examination of credit crunches (Chapter 27) inte-
grates the economic role of financial institutions in a simple macro model. Efficient mar-
kets are covered early (Chapter 10) to lay a groundwork for the discussion of
information problems in financial markets (Chapters 11, 12, 13, and 27).

Integration of international topics. Students today are keenly interested in the
workings of the international financial system and in differences in financial systems
across countries. To address this issue, international applications have been integrated
throughout the text. For example, international comparisons of financial systems and
international constraints on central bank decision making are discussed concurrently
with events in the United States (Chapter 22). Separate, optional chapters on exchange
rates (Chapter 8), international banking (Chapter 16), and the international monetary
and financial system (Chapter 22) appear where they fall naturally. Instructors who wish
to omit these topics or cover them later in the course can easily do so.

New Developments in the Fifth Edition

I established three objectives in revising the content of the fifth edition.

The first objective is the integration of recent developments in financial markets and
institutions and the international monetary and financial system with the text’s analyti-
cal foundations. In the aftermath of the terrorist attacks of September 11, 2001, a stock
market collapse, and corporate accounting scandals, examples of financial innovation
(such as terrorism risk insurance) and corporate governance reform for information dis-
closure (such as the Sarbanes-Oxley Act of 2002) abound. In addition, the major
changes in the regulation of U.S. financial institutions in the wake of the Gramm-Leach-
Bliley Financial Services Modernization Act of 1999 continue to offer the opportunity
to apply ideas of how financial institutions evolve to provide risk-sharing, liquidity, and
information services and to understand the current blurring of lines among financial
institutions. The debate over reform of the International Monetary Fund in the after-
math of the Asian financial crisis of the late 1990s and the Argentine crisis of the early
2000s provide a backdrop for emphasizing the economics of banking and financial reg-
ulation, as well as illuminating currency crises and monetary policy and economic per-
formance. The ongoing banking and financial crisis in Japan gives students an
opportunity to link lessons of the U.S. S&L crisis of the 1980s and 1990s with current
financial developments. The rise of hedge funds offers a window on the economic analy-
sis of financial institutions and on the prospects for success of emerging institutions.
Within the Fed, a change in discount policy alters the way I describe the federal funds
market and short-term interest rate determination. I use the early years of the euro and
the European Central Bank to explore exchange rate determination, central bank
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organization, monetary policy tools, and monetary policy effectiveness. The U.S. pro-
ductivity boom of the late 1990s, the 2001 recession, and the war in Iraq are useful
case studies for illustrating determinants of output growth and inflation in the econ-
omy. Finally, many innovations—from online banking to U.S. Treasury inflation-
indexed bonds to new futures markets to institutional reform in Japan to corporate
governance reforms to consequences of U.S. government budget deficits to fears of
deflation—are discussed using the text’s economic tools.

Second, the framework of risk sharing/liquidity/information, which was so suc-
cessful in linking diverse topics in the previous four editions, has been expanded in the
fifth edition. I believe that this framework is successful because it helps students un-
derstand what services financial markets and institutions provide—and why—and
how markets and institutions evolve over time. In the fifth edition, applications of the
framework relate developments in financial markets and institutions, regulation, and
macroeconomic model building to economic principles.

Third, I wanted to maintain the sense of dynamism in the financial system intro-
duced in the text through examples and boxed features. To achieve this, all of the Mov-
ing from Theory to Practice news spreads have been updated to include significant
financial events that have occurred over the past year or so and analyses of these events
that reinforce the chapter theory. Similarly, the Using the News sections, in which stu-
dents observe patterns in reported financial data, have been updated. Examples
describing new developments in markets, institutions, regulation, and public policies
are cited liberally throughout each chapter.

I made these content changes on the basis of economic events, reactions of my own
and other students, suggestions from users of the previous editions, and reviewer
comments.

The fifth edition allows significant flexibility for use in undergraduate courses in
two-year and four-year institutions and in graduate courses in economics, finance, and
public policy. The Instructor’s Resource Manual describes several alternative paths
through the text. Some sample course sequences include the following:

General Money and Banking Course: Chapters 1-7, 10-15, 17, 19, 22, 27

General Course with International Topics: Chapters 1-8, 10-17, 19-23, 27

Financial Markets and Institutions: Chapters 1-15, 8-9 (optional), 16

Monetary Institutions and Policy: Chapters 1-3, 13, 14, 17-21, 22 (optional)

Monetary Economics: Chapters 13-15, 17-21, 22 (optional), 23-28

Putting the Book to Work: Chapter Pedagogy

The features of this text are intended to help the student learn to view the financial
system and the economy as an economist does. As much as possible, I have placed the
student in the role of decision maker. In addition, I use real-world situations through-
out the text so that students see the usefulness of economic analysis in interpreting
events.

Chapter openers. The episode that begins each chapter shows students the real-
world relevance and application of the material. The opening scenario is followed by an
overview of the topics to be studied in the chapter. The chapter opener provides the stu-
dent with an application to consider as the chapter develops its themes.

Checkpoints. These features test students’ understanding by applying the chapter’s
economic approach to real-world situations. They address such issues as why some
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firms in cyclical industries don’t rely on debt (p. 237) and how one can discern the Fed’s
goals from its actions (p. 461). These study aids help students prepare to answer the
end-of-chapter exercises.

Consider this. I have drawn these topical illustrations of the chapter’s economic
approach from current events or research. Included are discussions of “rock star bonds”
as a financial innovation (p. 44), the impact of September 11, 2001, on stock prices
(p. 212), the tradeoffs presented by the expansion of deposit insurance around the globe
(p. 377), whether currency boards are likely to be successful and the specific case of
Argentina (p. 528), and ways in which the different sensitivity of economic activity to
interest rates makes the job of the European Central Bank more difficult (p. 618).

Other times, other places. These features extend the chapter’s economic
approach to historical events or to developments in other countries. Examples include
ways in which the Asian financial crisis affected European bond markets (p. 142),
links between financial regulation and financial crisis in Russia and Japan (p. 356),
how the conduct of monetary policy responds to political pressures (p. 491), and the
role of lessons from the first Gulf War in shaping policymakers’ plans for the 2003
war in Iraq (p. 565).

Using the news. These excerpts present data from The Wall Street Journal and
other sources. Students learn not only how to read and interpret such information, but
also how to use it for predicting changes within the financial system and the economy.

Case studies. Many chapters conclude with detailed descriptions of recent events
that extend the theory in the chapter. These longer applications are developed from
recent events, adding to the currency of the revision. Included are discussions of the bub-
ble-like tendencies of the boom and bust of the NASDAQ-traded technology stocks (p.
218), the ongoing Asian financial crisis (p. 527), and the U.S. debate over inflation tar-
geting (p. 495).

Moving from theory to practice. In my experience, students are especially inter-
ested in applying the economic tools that they acquire to analyze events and policy devel-
opments in the news. To help students learn how to read news about the financial system
and the economy critically, I have included an application feature at the end of each chap-
ter. It consists of an actual news article (often from The Wall Street Journal) followed by
a section that uses the chapter’s economic principles to evaluate the argument of the arti-
cle. Articles deal with both domestic and international situations, including the boom in
mortgage refinancing fueled by 40-year lows in interest rates (p. 80), the debate over the
notion that higher deficits mean higher interest rates (p. 124), the role of viable banking
firms in rebuilding Iraq (p. 300), the improved outlook for reform in Japan’s banking
industry (p. 359), the debate over whether the Fed should continue to have broad discre-
tion or should adopt formal policy targets such as inflation rates (p. 500), the relation-
ship between productivity growth and job gains in the United States’ economic recovery
in 2002-2003 (p. 578), and the Fed’s shift to deflation as a policy concern (p. 676).

Web references in the margin. Notes in the margin of every chapter direct stu-
dents to Web sites with information or data to supplement the text material. Each refer-
ence includes a brief description of what students will find at the site.
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Summary tables. These pedagogical aids present easy-to-understand explanations
of the causes and effects of changes within the financial system and the economy. They
frequently use small analytical diagrams to reinforce relationships visually.

Process diagrams. Because many students learn visually, the text has many
process diagrams that illustrate the underlying economic forces that shape events, insti-
tutions, and markets. For example, I introduce a basic diagram in Chapter 3 (p. 34)
showing that savers and borrowers value risk-sharing, liquidity, and information serv-
ices. This basic diagram is modified and repeated so that students internalize the model
and can begin to make predictions based on it.

Analytical graphs. To aid students in seeing the principles and factors underlying
events in the financial system and the economy, I use color functionally in analytical
graphs. For example, on p. 134, the initial conditions are consistently indicated by blue
curves, and the final state by red curves. A blue-to-red shift arrow highlights the curves’
movement, and beige “shock” boxes are numbered, allowing students to follow the
sequence of events easily by referring to the numbers in the captions that accompany the
graphs. These captions explain the economic factors fully so that students do not have
to search for explanations within the text.

End-of-chapter summary. An aid for exam review, this summary feature presents
the key terms and concepts and summarizes the main points of the chapter.

End-of-chapter exercises. Each chapter concludes with three types of exercises.
Review Questions test students’ recall of concepts and events. Analytical Problems give
students a chance to apply the chapter’s economic approach to specific cases and
events. Data Questions ask students to collect data from specific sources in the library
and use them to evaluate an economic argument. New Internet-based Data Questions
direct students to online sources. I have provided numerous questions to give the
instructor maximum flexibility in making assignments. In addition, review questions
and analytical problems in each chapter highlight the applicability of the chapter’s eco-
nomic approach to current events.

Content and Organization

The text’s consistent theoretical approach and thorough coverage of contemporary
events, institutions, and data offer students a well-balanced picture of the interactions
among money, the financial system, and the economy. Within each part, the presenta-
tion develops economic models and then offers applications and analysis to help the
student understand, evaluate, and predict financial events. Although related economic
models are used throughout the book, instructors can easily use individual parts and
chapters of the book independently. It is not necessary to cover the chapters in
sequence.

Part 1: Introduction (Chapters 1-3). This introduction to the text includes the
reasons for using an economic approach to studying money, financial markets and
institutions, and the economy (Chapter 1); the role of money within the financial sys-
tem (Chapter 2); and an overview of the role played by different elements of the finan-
cial system in matching savers and borrowers and providing risk-sharing, liquidity, and
information services (Chapter 3).



Preface

Part 2: Interest Rates (Chapters 4-7). In Part 2, the focus shifts to how inter-
est rates are determined. The student observes how the decisions of thousands of indi-
vidual lenders and borrowers in the United States and around the world set the market
interest rates that we read about in the newspaper. (Later, Part 5 explores how deci-
sions of the Federal Reserve affect interest rates.) Chapter 4 explains what interest rates
are, how they are measured, and where students can obtain information about interest
rates to inform their financial decisions. Chapter 5 looks at how savers compare inter-
est rates and returns on assets to allocate their savings in a portfolio, or collection of
assets. Chapters 6 and 7 are the key analytical chapters. Chapter 6 studies how deci-
sions about lending and borrowing determine bond prices and market interest rates in
the United States and the international capital market. Chapter 7 extends the analysis
to encompass the hundreds of interest rates that are reported each business day. That
chapter examines how differences in risk, liquidity, information costs, taxation, and
maturity affect interest rates.

Part 3: Financial Markets (Chapters 8—11). Whereas Part 2 concentrates on
interest rates and the bond market, these chapters extend the analysis to encompass finan-
cial markets more broadly. Chapter 8 investigates the market for foreign exchange, focus-
ing on how exchange rates are determined and how movements in exchange rates and
interest rates are related. Chapter 9 examines the operation of derivative markets, looks
at the services they provide, and studies why market prices fluctuate. Chapters 10 and 11
consider how financial markets evaluate and communicate information. Chapter 10 the-
orizes why prices of stocks, bonds, foreign-exchange, and derivative instruments contain
information about assets’ fundamental value for savers and borrowers. It also checks
whether the evidence from financial markets supports the theory. Chapter 11 examines
the costs that are imposed on financial markets by asymmetric information, and observes
how financial markets respond to information problems.

Part 4: Financial Institutions (Chapters 12—-16). Part 4 continues to use the
concepts of risk sharing, liquidity, and information to explain why and how financial insti-
tutions and instruments evolve. Chapter 12 explains how the provision of risk-sharing, lig-
uidity, and information services results in the development of different financial
institutions. Chapter 13 examines the activities of banking firms and concludes with an
analysis of how banks have exploited transactions cost and information cost advantages
to enter new lines of business. Chapter 14 analyzes the development and current organi-
zation of the U.S. banking industry (and banking industries in other countries) and sum-
marizes economic arguments for and against regulation. Chapter 15 examines financial
regulation using a model of crisis, regulation, financial innovation, and regulatory
response. This chapter also offers an up-to-date description of the regulatory debate sur-
rounding the implementation of the Gramm-Leach-Bliley Financial Services Moderniza-
tion Act of 1999. Chapter 16 focuses on banks’ provision of risk-sharing, liquidity, and
information services in international transactions and introduces students to Euromarkets
and global trends.

Part 5: The Money Supply Process and Monetary Policy (Chapters
17-22). This part opens the discussion of the links between the financial system and
the macroeconomy. It begins with the money supply process, focusing on the role of the
Fed, banks, and the nonbank public in determining the monetary base and the money
multiplier (Chapter 17). Next is an optional chapter on the determinants of changes in
the monetary base (Chapter 18). Chapter 19 analyzes the organization of the Fed and
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offers comparisons with the central banks of other countries. Chapter 20 introduces the
tools of monetary policy and offers a simple graphical analysis of the reserves market so
that students can apply their understanding. The conduct of monetary policy and con-
temporary developments in central banking such as inflation targeting are explored in
Chapter 21. Chapter 22, an optional chapter, examines constraints on the conduct of mon-
etary policy in an open economy using the model of exchange rate determination that was
introduced in Chapter 8; Chapter 22 applies the model to analyze the currency crises that
rocked the international financial system in the late 1990s and early 2000s.

Part 6: The Financial System and the Macroeconomy (Chapters
23-28). The final part studies the impact of monetary policy on the macroeconomy.
Chapter 23 explains the demand for money based on the determinants of portfolio
allocation and discusses the measurement of money. For those instructors who wish to
use the IS-LM model, Chapter 24 presents a modern development of the model using
the full-employment output line and a synthesis of the models of lending and borrow-
ing, portfolio allocation, and money demand that were developed earlier in the book.
For instructors who wish to use the aggregate demand—aggregate supply model, Chap-
ter 25 intuitively derives the AD curve and presents a modern development of aggre-
gate supply and the AS curve in the short run and the long run. Chapter 26 provides a
concise treatment of short-run economic impacts of monetary policy, with analysis of
competing approaches and empirical evidence. Chapter 27 expands the analysis of the
role of financial institutions in macroeconomic models, including the debate over the
extent to which a credit crunch worsened the 1990-1991 recession in the United States
and the Japanese economic downturn of the late 1990s and early 2000s. Chapter 28
uses the AD-AS framework to analyze determinants of inflation in the short run and
the long run.

MyEconLab for Money, the Financial System,
and the Economy

MyEconLab is an online, text-specific, customizable suite of tools that saves the
instructor time and helps students come to class better prepared. MyEconLab is auto-
matically packaged with every new textbook and is also available for sale separately
online at http://www.myeconlab.com/hubbard.

For students, MyEconLab offers the following features:

® The complete Money, the Financial System, and the Economy, Fifth Edition,
textbook online with animations that walk students step-by-step through curve
shifts in key graphs;

e Original Mini-Cases written by Michael Brandl of the University of Texas at
Austin that involve students in applying the concepts covered in the textbook by
analyzing real-world decision-making situations from the realms of business and
financial markets;

e Self-study multiple-choice and essay quizzes with hotlinks to the online textbook
page to which students should turn for review;

e Access to the Addison-Wesley Economics Tutor Center, where qualified, experi-
enced college economics instructors can be reached by phone, fax, e-mail, or
whiteboard technology, five days a week, seven hours a day, including evening
and weekend hours;
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¢ Numerous Web links for each chapter;

e Research Navigator, a research tool that helps students conduct research and
gives them access to a number of peer-reviewed journals, an archive of full-text
articles from The New York Times and Financial Times Business News Archive,
and a “Best of the Web” Link Library of peer-reviewed Web sites;

o ¢Themes of the Times, a set of articles from the The New York Times accompa-
nied by discussion questions that are thematically related to the content of each
chapter;

® MathXL, a self-paced tutorial to help students refresh their basic math and alge-
bra skills and create a tutorial plan outlining their path to mastering concepts.

For instructors, MyEconLab offers all the above as well as:

e Automatically graded homework capabilities;

¢ Communication tools such as e-mail, chat, discussion boards, and bulletin
boards;

e Control over the content students see and when they see it;
e Online test generation software;
¢ Online gradebook.

Packaged automatically with every new textbook, the Student Access Kit contains an
access code that students need to register for the online resources of MyEconLab. The
Student Access Kit also contains a brief booklet that walks students through the regis-
tration process at http://www.myeconlab.com/hubbard.

Supplements

The fifth edition is accompanied by a wide array of supplementary materials.

The Study Guide has been updated and expanded by Walter Schwarm of West Vir-
ginia University. Carefully coordinated with the main text, it contains chapter
overviews, a summary of key points, practice exercises, and analytical problems. This
student resource also has two midterm and final exams that allow students to test their
cumulative understanding of the material, as well as a comprehensive glossary.

Fully updated for the new edition, the Instructor’s Resource Manual, Teaching
Notes for the Mini-Cases, and Test Bank, by Bill Seyfried of Winthrop University and
Michael Brandl of the University of Texas at Austin, has three sections. The Instructor’s
Resource Manual section, updated by Professor Seyfried, features chapter outlines,
solutions to end-of-chapter questions and problems in the main text, essay and discus-
sion questions, references for additional readings, and thumbnail printouts of all the
PowerPoint lecture slides. The Teaching Notes for the Mini-Cases section comprises a
wealth of tips and ideas for instructors on using the mini-cases supplement described
in the section on MyEconLab. In particular, these notes, written by Michael Brandl,
give advice and insight to instructors as to possible directions for discussion of the cases
in class. The notes are designed to be useful to novices as well as to experienced case
discussion leaders. Finally, the Test Bank portion of the manual, by Professor Seyfried,
contains over 2,300 multiple-choice questions.

The Instructor’s Resource CD-ROM contains the Test Bank in Test Generator Soft-
ware (TestGen-EQ with QuizMaster-EQ) for Windows and Macintosh. The easy-to-
use testing software is a valuable test preparation tool that allows instructors to view,
edit, and add questions.



Preface xiii

Also on the Instructor’s Resource CD-ROM are PowerPoint Lecture Slides by
David Macpherson of Florida State University. The PowerPoint lectures have been
updated and enhanced to include key figures in the text, along with detailed lecture
notes. For added convenience, the Instructor’s Resource CD-ROM also includes
Microsoft Word files for the entire contents of the Instructor’s Resource Manual,
Teaching Notes for the Mini-Cases, and Test Bank. The Instructor’s Resource CD-
ROM may be obtained through your Addison-Wesley representative.
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