: 3
<




MONEY, BANKING,
AND THE ECONOMY

FIFTH EDITION

Thomas Mayer, University of California, Davis
James S. Duesenberry, Horard University

Robert Z. Aliber, University of Chicago

<1

W. W. Norton & Company
New York « London



Copyright © 1993, 1990, 1987, 1984, 1981 by W. W. Norton & Company, Inc.
ALL RIGHTS RESERVED
PRINTED IN THE UNITED STATES OF AMERICA

The text of this book is composed in Baskerville, with the display set in
Optima. Composition by ComCom. Manufacturing by Haddon Craftsmen.

Library of Congress Cataloging in Publication Data

Mayer, Thomas, 1927~

Money, banking, and the economy/Thomas Mayer, James S.

Duesenberry, Robert Z. Aliber.—5th ed.
p.- cm.

Includes bibliographical references and index.

1. Money—United States. 2. Banks and banking—United States.
3. Monetary policy—United States. I. Duesenberry, James Stemble,
1918- . II Aliber, Robert Z. III. Title.

HG540.M39 1993
332.1'0973-dc20 92-11926
ISBN 0-393-96300-4 (cl)

W.W. Norton & Company, Inc., 500 Fifth Avenue, New York, N.Y. 10110
W.W. Norton & Company Ltd., 10 Coptic Street, London WC1A 1PU

1234567890



In preparing this new edition we have undertaken two tasks. One is to update
the material by incorporating new developments, such as the bail-out of the
savings and loan system, the weakened position of commercial banks, the
passage of the 1991 FDIC Improvement Act, and the 1990 downturn and
subsequent weak recovery. The other is to improve the coverage of topics
discussed previously. Thus, we have expanded the discussion of finance from
one to two chapters (Chapters 2 and 3); and there is now a separate chapter
(Chapter 9) on the travails of the deposit-insurance system that discusses who
is to blame and a chapter (Chapter 10) largely devoted to proposals to improve
the deposit-insurance system.

Apart from such major changes, we have made numerous lesser revisions,
some for pedagogic reasons and others to make the material reflect better the
prevailing views of the profession. An example of the latter is that we now define
money as M-2. We have, therefore, changed the discussion of deposit creation
so that it relates in a straightforward way to M-2. The most conspicuous example
of pedagogic changes is the collection of boxed inserts that has been added to
spur student interest. There are many other changes; the Instructor’s Manual
provides a detailed list that will be of interest mainly to users of the previous
edition.

While much has changed as a result, the book remains faithful to the three
major ideas that guided us in preparing the first edition. First, the study of the
institutions need not be a boring recital of facts that students forget right after
the final. To be sure, learning about institutions does involve memorizing many
new terms; students must learn, for example, what a yield curve is and what the
FOMC does. But a serious study of financial institutions consists of more than
just memorizing a set of definitions. It also means understanding some of the
most recalcitrant economic problems that our nation faces and appreciating
the strengths and limitations of contending arguments about their solution. We
believe that if students are introduced to these problems and their proposed
solutions, it enlivens what would otherwise be mere fodder for memorization.
Hence, in this (as in every) edition of our book not only do we discuss these
problems as we come to them in various chapters but, in addition, we include
a whole chapter on institutional reforms.

The second idea is that the major disputes about monetary theory and
policy are not such complex technical issues that they can only be understood
by specialists. Although students in an introductory money and banking class
certainly cannot follow the typical paper in the Journal of Monetary Economics,
the basic issues of monetary theory and policy can be explained in language
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that undergraduates can understand. Hence, in this edition (as before) we take
care to explain the debate between Keynesians and monetarists.

The third idea, which has by now become commonplace, is that the
American economy does not exist in isolation, that a thorough discussion of
international finance is a necessary component of a modern money and
banking course. This has always been our view, and in this edition it is reflected
in two ways. One is by devoting an entire part, Part 5, to international finance.
The other is by including in Parts 1 through 4 discussions of international
finance wherever they are relevant. Thus, when dealing with financial institu-
tions we devote an entire chapter to international banking. When discussing
central banking we talk about the Bank of England, the Bundesbank, and the
Bank of Japan and take up the attempt to create a Euro-Fed. In explaining how
interest rates are determined we allow an important role for capital inflows and
outflows. And in our explanation of how monetary policy affects aggregate
expenditures we give a prominent place to the exchange-rate channel.

Perhaps the most difficult problem in writing a money and banking text
is to anticipate the many changes that will occur during the life of the edition.
Not being prescient, we cannot anticipate everything. But we have given
considerable thought to what is likely to happen. In particular we expect that
the two chapters, Chapters 11 and 31, on unsettled problems in the domestic
and international financial systems respectively will keep the book timely.

This book is organized to permit flexible use in the classroom. In general,
we have tried to write chapters so that they will stand independently. For
example, some instructors may want to take up the tools of monetary policy
along with Part 1 or shift the chapter on Fed organization from Part 1 to Part
3. Some instructors may prefer to skip most of Chapter 26, dealing with the
history of Fed policy.

A Study Guideby Steven Beckman of the University of Colorado at Denver
and Janet L. Wolcutt of Wichita State University contains highlights, exercises,
and problems for each chapter. We authors have written an Instructor’s Manual,
which contains brief discussions of the chapters as well as answers to the
questions at the back of each chapter and more than 1,000 multiple-choice test
questions. The test questions, for which we are indebted to Mary H. Acker of
Iona College, are also available on computer diskette.

We are deeply indebted to those whose comments and suggestions have
helped shape this book. For this edition R. A. Springer of Rensselaer Polytech-
nic Institute, Christine Amsler of Michigan State University, Andrew Feltenstein
of the University of Kansas, Eleanor Craig of the University of Delaware, and
Scot Stradley of the University of North Dakota offered detailed critiques based
on their classroom experience.

Earlier editions benefited from the comments of Robert T. Averitt, Smith
College; Steve Beckman, University of Colorado at Denver; George Benston,
Emory University; William Brainard, Yale University; Philip Brock, Duke Uni-
versity; the late Karl Brunner; Steven A. Cobb, Xavier University (Cincinnati);
Tom E. Davis, Cornell University; Jonathon Eaton, Princeton University; Wil-
fred J. Ethier, University of Pennsylvania; Peter Frevert, University of Kansas;
Milton Friedman, Stanford University; Jack Gelfand, State University of New
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York at Albany; Beverly Hadaway, University of Texas at Austin; Richard C.
Harmstone, Pennsylvania State University at Worthington-Scranton; Thomas
Havrilesky, Duke University; Arnold Heggestad, University of Florida at Gaines-
ville; Robert S. Holbrook, University of Michigan; Walter Johnson, University
of Missouri at Columbia; David Laidler, University of Western Ontario; Joseph
Lo, University of California at Los Angeles; Peter Olsheski, Pennsylvania State
University at Worthington-Scranton; Edmund S. Phelps, Columbia University;
James L. Pierce, University of California at Berkeley; William Poole, Brown
University; Uri M. Possen, Cornell University; John Rutledge, Claremont Men’s
College; and John F. Scoggins, University of Alabama.

Donald S. Lamm at W. W. Norton did much more for this book than any
author has a right to ask of an editor. And Drake McFeely and Jane Carter,
editor and manuscript editor, respectively, did a sterling job. Finally, we owe a
debt to Marguerite Crown and to Ann Frischia for excellent secretarial services
on the first edition and to James Booth for assistance on the current edition.

T. M., Davis, California

J- S. D., Cambridge, Massachusetts
R. Z. A., Chicago, Illinois

January 1993



PREFACE iii

PART ONE: THE FINANCIAL STRUCTURE 1

CHAPTER 1: MONEY 3

Importance of the Monetary System 3 Outline of the Book 4 What Is
Money? 4 Medium of Exchange Standard of Value and Deferred Payment
Reversion to Barter Store of Wealth Interaction of the Functions of Money Measuring
the Money Supply 10 Types of Money 11 Nature of Credit Money The
Cashless Society 13 Money, Near-Money, and Liquidity 14 Summary 15
Key Terms 15 Questions and Exercises 16 Further Reading 16

CHAPTER 2: STOCKS, BONDS, AND FINANCIAL INSTITUTIONS 17
The Financial System 17 Equity vs. Debt 19 Equity Debt Suppose Your
Uncle Gives You a Junk Bond: Should You Thank Him? Hybrid Securities
Identifying the Suppliers and Demanders 23 The Supply of Funds 23
Those Who Demand 24 Households Governments Businesses Financial
Markets and Financial Services 27 Types of Private Financial Institutions
Financial Intermediaries Types of Financial Intermediaries Government Credit
Agencies Government Regulation of Financial Markets 34 Summary 36
Key Terms 36 Questions and Exercises 37 Further Reading 37

CHAPTER 3: FINANCIAL THEORY 38

Portfolios 38 The Nature of Risk Types of Risk Portfolio Risk Portfolio
Management Contingent Claims Optimal Portfolios and Security Prices Equity vs.
Debt 43 The Modigliani-Miller Theorem How Well Do Financial Markets
Function? 45 Efficient-Markets Theory “Dart Board Beats Experts” Complete
Finansial Markets Market Failures: Moral Hazard, Asymmetric Information,
and Signaling 50 Moral Hazard Asymmetric Information Signaling

Summary 53 Key Terms 54 Questions and Exercises 54 Further
Reading 54

CHAPTER 4: ASSET MARKETS 55

Real and Financial Assets 55 The Main Features of Asset Markets 56 The
Market in Bank Deposits 57 The Foreign-Exchange Market 58 The U.S.
Government Securities Market 59 State and Local Government Bonds 61
The Corporate Bond Market 62 The Market in Corporate Shares 63 The
Markets in Mortgages and Consumer Debt 64 Summary 64 Key

Terms 65 Questions and Exercises 65 Further Reading 65



vi

CONTENTS

CHAPTER 5: THE STRUCTURE OF INTEREST RATES 66

The Link between Present and Future Values 66 Why Interest Rates

Differ 71 Liquidity The Tax Attribute A Horse Race among Assets
Default-Sensitivity Attribute The Political Attribute The Currency Attribute The
Maturity Attribute Inflation, and the Level and Structure of Interest Rates 80
Summary 82 KeyTerms 82 Questions and Exercises 82 Further
Reading 83

CHAPTER 6: THE DEPOSITORY INSTITUTIONS INDUSTRY 84
Banking History: A Sketch 85 Chartering, Examination, and Fed
Membership 88 Bank Capital 90 Deposit Insurance 92 Check
Clearing 93 Correspondent Banking 94 Concentration in Banking 94
Social Regulations of Bank Loans 95 Savings and Loan Associations 96
Chartering, Supervision, and Insurance A Sketch of Savings and Loan History
Savings Banks 97 Credit Unions 98 Summary 98 Key Terms 99
Questions and Exercises 99 Further Reading 99

CHAPTER 7: INSIDE THE DEPOSITORY INSTITUTION 101

The Bank’s Balance Sheet 102 The Bank’s Liabilities 103 Transactions
Deposits  Savings and Other Time Deposits Borrowings, Other Liabilities, and
Capital The Bank’s Assets 105 Primary Reserves Distinguishing Capital from
Reserves  Securities and Loans Other Assets Asset and Liability

Management 113 Matching the Maturities of Assets and Liabulities Risks in
Banking Banking in the Good Old Days The Changing Business of
Banking 115 The Thrifts’ Balance Sheet 117 Summary 118 Key
Terms 118 Questions and Exercises 118 Further Reading 119

CHAPTER 8: INTERNATIONAL BANKING 120

Offshore Banking and the Internationalization of Commercial Banking 121
The Structure of International Banking 122 International Banking and
the Domestic Banking System 124 The Erosion of Banks—and Bank
Regulation Interest Rates at Domestic and Offshore Banks 128
International Banking and the Domestic Money Supply 130

Summary 131 Key Terms 131 Questions and Exercises 131 Further
Reading 132

CHAPTER 9: THE FAILURE OF THE DEPOSIT-INSURANCE

SYSTEM 133

Deposit Insurance and the Incentive to Take Too Much Risk 134 A Skeich of
Savings and Loan History Problems with Regulation Q Phasing Out Regulation Q
Problems with Maturity Mismatch The Savings and Loan Crisis FIRREA Paying
the Piper Here We Go Again? Blaming the Crooks and Politicians Blaming

the System Blaming Congress Blaming the Regulators Blaming the
Administrations Blaming Economists Blaming the Public Who Benefited?
Commercial Banks 150 Continental Illinois LDC Loans Turn Sour Charting
the End of a Bank  Oil Troubles and Real Estate Losses Congress Steps In: The
FDIC Improvement Act of 1991 157 “Congress’ R, a Fatal Dose?”

Summary 159 Key Terms 159 Questions and Exercises 160 Further
Reading 160



CONTENTS

CHAPTER 10: SOME REMAINING ISSUES OF FINANCIAL

POLICY 161

Fixing the Deposit-Insurance System 162 Improved Administration Risk-related
Insurance Premiums Higher Capital/Asset Ratios and Marking to Market Secondary
Capital Lowering the Insurance Ceiling Too Big to Fail The Narrow Bank
Privatizing Deposit Insurance An Assessment Restructuring the Banking
Industry 170 Expanding the Banks’ Bailiwick The Separation of Banking and
Commerce Branch Banking The Growth of Corporate Debt 174

Summary 175 Key Terms 176 Questions and Exercises 176 Further
Reading 176

CHAPTER 11: CENTRAL BANKING 177

The Central Bank: A Profile 177 Origin of Central Banks Purposes and
Functions of a Central Bank Other Aspects of Central Banking The Formal
Structure of the Federal Reserve System 180 The Federal Reserve Banks The
Board of Governors The Federal Open-Market Committee The Informal Structure
of the Federal Reserve System 186 Distribution of Power within the Federal
Reserve The Federal Reserve’s Constituency Finances of the Federal Reserve
System 188 Federal Reserve Independence 189 Delineating the Fed’s
Autonomy Actual Independence The Subtlety of the Fed’s Independence
Independence: Pros and Cons 192  The Case for Independence The Case against
Independence Possible Compromises Other Central Banks 195 Summary 196
Key Terms 197 Questions and Exercises 197 Further Reading 197

PART TWO: THE SUPPLY OF MONEY 199

CHAPTER 12: THE MEASUREMENT OF MONEY 201

The A Priori and Empirical Approaches 201 Leading Measures of

Money 203 An Alternative Definition 205 Two Simple but Inappropriate
Definitions 205 Money Substitutes 206 Measuring Money as a Weighted
Aggregate 206 Refining the Money Measurements 207 How Reliable Are
the Data? 207 So Who Has the Cash? Summary 209 Key Terms 209
Questions and Exercises 209 Further Reading 209

CHAPTER 13: THE CREATION OF MONEY 211

Currency Creation 211 Multiple Deposit Creation 212 The Nature of
Deposits  Two Special Cases: 100 Percent Reserves and 100 Percent Currency Drain
The Equilibrium Level of Deposits The Deposit Multiplier Multiple Deposit
Contraction 216 Leakages from the Deposit Creation Process 218 Excess
Reserves  Deposits into Currency From the Multiplier to the Stock of Deposits:
The Multiplicand 219 From the Deposit Supply to the Money Supply 220
Multipliers for the M-1, M-2, and M-3 Money Supply Theory 221 Monetary
Policy, Bank Reserves, and Deposit Creation What Dominates, Supply or
Demand? 223 Money as Endogenous Summary 226 Key Terms 226
Questions and Exercises 226 Further Reading 227

CHAPTER 14: BANK RESERVES AND RELATED MEASURES 228
Federal Reserve Actions and Reserves 229 The Fed’s Control over
Reserves 231 Measures of Reserves and the Base 231 The Importance of
Distinguishing between Various Reserve Measures 232 The Reserve Base,

vii



viii

CONTENTS

the Money Multiplier, and the Money Stock 233 Summary 234 Key
Terms 234 Questions and Exercises 234 Further Reading 235
APPENDIX: Market Factors That Change Reserves 235

PART THREE: MONEY, NATIONAL INCOME, AND THE
PRICE LEVEL 239

CHAPTER 15: THE DETERMINANTS OF AGGREGATE

EXPENDITURES 241

A Look Ahead at Part Three 242 The Quantity Theory Equations 244 The
Cambridge Equation The Transactions Version The Quantity Theory: An
Overview 246 An Example of the Quantity Theory in Action: P* The
Income-Expenditure Approach: Basic Ideas 248 Consumption Consumption
and the Rate of Interest The Consumption Function Permanent Income, the Life Cycle,
and Wealth Consumer Sentiment and the 1990-1991 Recession

Investment 253 The Marginal Productivity of Capital and the Pace of Investment
The User Cost of Capital Output and Investment The Stability of Investment Another
Way of Looking at Investment: The q Theory The Interaction of Investment and
Consumption: The Investment Multiplier 260 Government Expenditures,
Taxes, and Exports 261 The Stability of Income 262 The
Income-Expenditure Theory and the Quantity Theory 262 Summary 263
Key Terms 264 Questions and Exercises 264 Further Reading 264

CHAPTER 16: AGGREGATE EXPENDITURES AND THE INTEREST
RATE 265

The Importance of the Interest Rate 266 The Interest Rate as a Price 266
Case I: A Simple Economy 267 Case II: The Fixed-Price Economy with
Changes in the Supply of and Demand for Money 269 Case III: The
Flexible-Price Economy 272 Nominal and Real Interest Rates The Fisher Effect
Adaptive Expectations Expectations, Interest Rates, and Stock Prices Rational
Expectations Rational Expectations and the Inflation Premium Summary of Case
III Case IV: The Sticky Prices Economy 279 Case V: An Economy with
Income Taxes and Inflation Effects 279 A Policy Implication: The Fed and
High Interest Rates 280 Summary 281 Key Terms 282 Questions and
Exercises 282 Further Reading 282 APPENDIX: The Liquidity Preference
Approach to Interest Rates 283

CHAPTER 17: AGGREGATE EXPENDITURES AND THE DEMAND FOR
MONEY 285

A Simpleminded Story 286 Transactions Demand 287 Precautionary
Demand 288 The Speculative Demand for Money and the Liquidity

Trap 290 The Savings Demand for Money 291 The Money-Demand
Function 291 Statistical Money-Demand Functions 293 The Behavior of
Velocity 295 Summary 296 Key Terms 296 Questions and

Exercises 296 Further Reading 297 APPENDIX A: A Model of
Transactions Demand 297 APPENDIX B: A Demand Function for M-2 298

CHAPTER 18: AGGREGATE EXPENDITURES: THE COMPLETE

MODEL 300
Combining the Elements 300 The Goods and Services Market The Money

Market Combining the IS and LM Curves Determinants of the Slopes of the IS and



CONTENTS

LM Curves Shifts of the IS and LM Curves Fiscal and Monetary Policies in the
IS-LM Framework 309 Fiscal Policy Monetary Policy Criticisms of IS-LM
Analysis 312 Let’s Go Back to Clay Tablets Summary 315 Key

Terms 315 Questions and Exercises 315 Further Reading 316

CHAPTER 19: INFLATION AND UNEMPLOYMENT 317

Inflation: Definition and Types 317 Inflations in the United States
Unemployment 320 The Phillips Curve with Expectations of Constant
Prices 320 The Expectations-Augmented Phillips Curve The Nonaccelerating
Inflation Rate of Unemployment 324 Beyond the Simple, Expectations-
Augmented Phillips Curve 325 Supply Shocks Unemployment Hysteresis
Flexible Mark-ups The Causes of Inflation 326 Aggregate Supply and Demand
Curves: An Application Price Increases and Inflation: Supply-Side

Shocks 328 Relative Prices and the Price Level Price Increases and Inflation:
The Expenditures Side 329 Is Money the Cause? Policies to Fight
Inflation 331 Indexing: Good or Bad? 332 The Causes of
Unemployment 332 Summary 333 Key Terms 334 Questions and
Exercises 334 Further Reading 334

CHAPTER 20: THE QUANTITY THEORY AND MONETARISM 335
Development of the Quantity Theory 335 The Chicago Approach Explaining
Hyperinflations The Transmission Process Fiscal Policy Some Empirical Evidence
on the Importance of Money Some Monetarist Propositions 341 The Stability
Issue 342 Reconciling Monetarist and Keynesian Theories 344

Summary 346 Key Terms 346 Questions and Exercises 346 Further
Reading 347 APPENDIX A: The Real Balance Effect 347 APPENDIX B:
The Brunner-Meltzer Model 351

CHAPTER 21: OTHER PERSPECTIVES: NEW CLASSICAL, REAL
BUSINESS, AND POST-KEYNESIAN 354

New Classical Theory 354 Rational Expectations and Market Clearing The New
Classical Theory in Action Real Business Cycles 359 The Behavior of Real GDP
The Real Business-Cycle Theory Post-Keynesian Theory 363 Keynes on
Uncertainty Uncertainty and Its Implications Money or Bank Credit? Time and
Equilibrium Analysis The Aggregate Supply Curve and Stabilization Policy The Role
of Monetary Policy A Post-Keynesian Cycle Theory Summary 368 Key

Terms 369 Questions and Exercises 369 Further Reading 369

PART FOUR: MONETARY POLICY 371

CHAPTER 22: THE GOALS OF MONETARY POLICY 373

The Goals 373 High Employment Price Stability An Appropriate
Foreign-Exchange Rate Economic Growth The Constraints 377 Prevention of
Financial Panics Interest-Rate Stability Sharing the Burden of a Restrictive Policy
Maintaining the Confidence of Foreign Investors Relations among Goals 380
Political Parties and the Inflation/Unemployment Trade-Off What Should the
Fed Do? 382 Single or Multiple Goals for the Fed? 383 The Case for a Single
Goal The Case against a Single Goal What Does the Fed Do? 385 Coordination
of Monetary and Fiscal Policies The Government Budget Constraint Summary 388
Key Terms 388 Questions and Exercises 388 Further Reading 389

ix



X CONTENTS

CHAPTER 23: THE TOOLS OF MONETARY POLICY 390
Open-Market Operations 390 The Nitty-Gritty of Open-Market Operations
Advantages of Open-Market Operations The Discount Mechanism 393 The
Discount Rate 396 The Announcement Effect Reserve-Requirement
Changes 398 Selective Controls 398 Stock Market Credit Moral

Suasion 399 Publicity and Advice 400 Summary 400 Key Terms 401
Questions and Exercises 401 Further Reading 401

CHAPTER 24: TARGETS AND INSTRUMENTS 402

Between Tools and Goals: Targets and Instruments 402 Target

Variables 403 Using Single or Multiple Target Variables 405 The Pros and
Cons of Multiple Targets Some Mechanics of Using Two or More Target Variables
Criteria for Target Variables Credit or Debt as Targets The Exchange Rate as a
Target An Alternative Approach: Downgrading Target Variables 417 GDP
Targeting 417 What Should FOMC Have Done? A Real GDP Target
Instruments 419 Evaluation of Instruments Accommodating versus
Nonaccommodating Policy Another Look at the Discount Rate Accommodation as Fed
Policy The Fed’s Use of Targets and Instruments 425 The 1950s and 1960s
The 1970s  October 1979-August 1982 September 1982 to the Present

Summary 429 Key Terms 429 Questions and Exercises 429 Further
Reading 430

CHAPTER 25: THE IMPACT OF MONETARY POLICY 431

The Transmission Process 431 Portfolio Equilibrium The Keynesian
Interpretation  Monetary Policy and Stock Prices Consumption International Trade
Effects of Monetary Policy 434 Rational Expectations 435 An Econometric
Model 436 Was Monetary Policy Impotent in the 1990-1991 Recession?
Deregulation, New Financial Instruments, and Monetary Policy 438

Summary 439 Key Terms 439 Questions and Exercises 439 Further
Reading 440 APPENDIX: A Potential Problem—A Flexible Interest Rate on
Money 440

CHAPTER 26: CAN COUNTER-CYCLICAL MONETARY POLICY
SUCCEED? 441

The Problem of Lags 442 A Formal Model Problems Created by the Lag
Empirical Estimates of the Lag Policy Tools: A Further Consideration Rational
Expectations and Market Clearing 447 The Lucas Critique Political and
Administrative Problems 450 Political Subservience Curbing Political Business
Cycles The Fed’s Goals: Public Interest or Self-Interest? Inefficient Policy Making
Time-Inconsistent Monetary Policies A Summing Up 456 Summary 456 Key
Terms 457 Questions and Exercises 457 Further Reading 457

CHAPTER 27: THE RECORD OF MONETARY POLICY 459

The Early Years 459 The Great Depression 461 Federal Reserve

Policy 463 Not All Holidays Are Carefree Effects of Federal Reserve Policy
Challenges to the Friedman-Schwartz Interpretation War Finance and Interest-Rate
Pegging 469 Pegged Rates The Great Inflation 470 Lowering the Inflation
Rate Recessions in the Early 1980s 474 Lessons from the Monetarist (?)
Experiment The End of the Monetarist (?) Experiment The Expansion during the
1980s and the 1990 Recession The Credit Crumble Summary 478 Key

Terms 479 Questions and Exercises 479 Further Reading 479



CONTENTS  xi

CHAPTER 28: ALTERNATIVE MONETARY STANDARDS 481

A Stable Monetary Growth Rate Rule and Other Monetarist
Recommendations 481 If You Have a Standard, Stick to It The Case for a
Monetary Rule The Case against a Monetary Rule Some Possible Compromises
Other Monetarist Policy Positions 487 The Gold Standard Private Money A
Populist Standard Summary 490 Key Terms 491 Questions and
Exercises 491 Further Reading 491

PART FIVE: THE INTERNATIONAL MONETARY
SYSTEM 493

CHAPTER 29: THE EVOLUTION OF THE INTERNATIONAL
MONETARY SYSTEM 495

The Gold Standard 496 Gold and International Reserves “Rules of the Game”
Gold and the Consumer Price Level The Gold-Exchange Standard 501 The
Bretton Woods System  The International Monetary Fund and the Bretton Woods
System How Long Do Monetary Constitutions Last?  The Breakdown of Bretton
Woods Summary 509 Key Terms 510 Questions and Exercises 510
Further Reading 510

CHAPTER 30: EXCHANGE RATES AND THE BALANCE OF
PAYMENTS 511

Foreign-Exchange Trading 513 Organization of the Foreign-Exchange
Market 514 The Relation between the Spot Exchange Rate and the Forward
Exchange Rate 516 Forward Exchange Rates as Forecasts of Future Spot
Exchange Rates 519 The Level of the Exchange Rate 520 Analyzing
Exchange-Rate Disturbances 523 Why Has the Foreign-Exchange Value of
the U.S. Dollar Been So Variable? Central Bank Intervention in the
Foreign-Exchange Market 525 The Segmentation of National Money
Markets 527 The Balance-of-Payments Accounts 529 Summary 532 Key
Terms 533 Questions and Exercises 533 Further Reading 534

CHAPTER 31: FUTURE DIRECTIONS FOR THE INTERNATIONAL
MONETARY SYSTEM 535

International Monetary Developments in the 1970s and 1980s 536 Optimal
Currency Areas and Monetary Unions 537 The European Community and
Currency Unification Floating or Pegged Exchange Rates? 540 The Controversy
between Proponents of Pegged and Floating Exchange Rates Uncertainty and
Independence under a Floating-Rate System President Kemp and the Gold
Standard  Problems of Managing an Exchange-Rate System The Supply of
Reserve Assets 546 Gold as International Money The U.S. Dollar and Other Fiat
Assets The Role of Multinational Monetary Institutions 550 Toward a New
International Monetary System 551 Summary 553 Key Terms 554
Questions and Exercises 554 Further Reading 554

INDEX 555



THE
FINANCIAL
STRUCTURE







CHAPTER

Money

After you have read this chapter, you will be able to:

—Define money and understand the relationship between money, near-monies,
and liquidity.

—Discuss the nature of money and its functions.

—Understand what credit money is and why it has value.

We begin with the monetary and financial systems: why they are important, and
how to study them. We quickly encounter the subtle, but essential concept of
money, which has tripped up many a student of monetary economics. We’ll
learn, first, to distinguish between money, on the one hand, and currency,
income, and wealth on the other; second, that the value of money depends
upon its general acceptability; and third, that there is no sharp line of demar-
cation between those items that are included in the definition of money and
several more or less similar items that are excluded.

IMPORTANCE OF THE MONETARY SYSTEM

Why do we create and use money? Basically, we satisfy our needs by producing
goods and services, by planting crops, tightening bolts on automobiles, frying
hamburgers, and even lecturing on relativity theory. The printing of pieces of
paper called money carries no direct benefit. If we double the output of our
farms, factories, and offices we are better off, but doubling the output of money
does not make us better off. In this narrow sense, money is utterly unimportant.
Yet in another way money and the financial institutions associated with money
are of overwhelming importance. Money makes the exchange of goods much
simpler by eliminating the trouble and cost of barter. If the monetary system
were to break down, so would our exchange mechanism, and since we rely on
a division of labor, without an effective exchange mechanism our productive
capacity would be crippled. During the Great Depression, for example, massive
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bank failures caused a sharp reduction in the quantity of money that severely
hindered our exchange mechanism. The result was massive unemployment.
There was poverty among potential plenty; people lacked basic necessities,
while at the same time there were idle workers and idle factories. The means
of payment needed to put them to work were lacking. Another example of a
monetary system malfunctioning is unexpected inflation. After both world wars
some countries experienced massive inflation, with the value of money drop-
ping practically to zero. Conservative investors who had put their trust in
government bonds and other securities denominated in fixed amounts of
money were wiped out. In our own country we have not experienced any
inflation nearly as bad since the Revolutionary War, but even so, if you would
have bought a $1,000 government bond in, say, 1965 and redeemed it in 1991
you would have got in terms of purchasing power only $231.

How well the monetary system functions has much to do with our welfare,
both national and individual. We study it for its impact on unemployment and
the inflation rate, but also because in mastering the inner workings of the
monetary system, we learn how banks and other financial institutions operate,
why interest rates change, and how international exchange affects domestic
policy, among other important concerns. On an individual level, understanding
the financial system helps you to decide how to invest. It provides the grounding
you need to understand the material you are likely to read on investment. On
a more mundane level, the interest you pay when you take out a car loan
depends in part on monetary factors, such as the Federal Reserve’s current
policy and the inflation rate.

OUTLINE OF THE BOOK

This book explains how the monetary and financial systems function. The first
part describes the institutions that create and administer money and other
financial assets. Part Two discusses the measurement and creation of money and
bank reserves. The third part develops monetary and macroeconomic theory
and uses it to explain how the quantity of money and other macroeconomic
variables affect national income, employment rates, and price levels. Part Four
deals with monetary policy. It should help you to understand what is going on
when you read in the newspaper that the Federal Reserve has raised the discount
rate or used other tools of monetary policy. The final part of the book focuses on
how our monetary system interacts with those of other countries. Our trade
deficit of recent years has provided dramatic evidence of what should have been
an obvious fact all along—our country does not live in isolation. What happens
to the relative values of American and foreign money is a major determinant of
whether or not unemployment rates rise here in the United States.

WHAT IS MONEY?

Before going any further we have to settle on a definition of money. As we will
see in the following paragraphs, the common uses of the word money are simply
too vague for economists to study.



