 Money,
Banking, and
Financial Markets

- Lioyd B. Thomas




Money,
Banking, and
Financial Markets

Lloyd B. Thomas

Kansas State University

The McGraw-Hill Companies, inc.

New York
St. Louis
San Francisco
Auckland
Bogota
Caracas
Lisbon
London
Madrid
Mexico City
Milan
Monireal
New Delhi
Paris

San Juan
Singapore
Sydney
Tokyo
Toronto



McGraw-Hill 2
A Division of The McGraw-Hill Companies
Money, Banking, and Financial Markets

Copyright © 1997 by The McGraw-Hill Companies, Inc. All rights reserved. Printed in the United States of
America. Except as permitted under the United States Copyright Act of 1976, no part of this publication may
be reproduced or distributed in any form or by any means, or stored in a data base or retrieval system,
without the prior written permission of the publisher.

This book is printed on acid-free paper.

Photo Credits:

Page 294 (Alan Greenspan): Gamma-Liaison; p. 407 (Allan Meltzer): Courtesy Allan Meltzer, Carnegie
Mellon University, photo by Jonas Photography; p. 407 (Charles Plosser): Courtesy Charles Plosser,
University of Rochester; p. 407 (William Poole): Courtesy William Poole, Brown University; p. 407 (Anna
Schwartz): Courtesy Anna Schwartz, National Bureau of Economic Research; p. 495 (Irving Fisher):
UPI/Corbis-Bettmann.

1234567890VNHVNHY909876
ISBN 0-07-064436-5

This book was set in Times Roman by York Graphic Services, Inc.
The editors were Lucille Sutton and Peggy Rehberger;

the production supervisor was Paula Keller.

The design manager was Charles A. Catson;

interior design by Joseph Gillians.

Art by Fine Line Ilustrations, Inc.

The photo editor was Anne Manning.

Von Hoffmann Press, Inc., was printer and binder.

Cover art: Hans Hofmann: Yellow Burst, 1956, Oil on canvas, 52-1/4 X 60-1/4” (132.7 X 153 cm).
Courtesy of the André Emmerich Gallery; Private collection,

Library of Congress Cataloging-in-Publication Data
Thomas, Lloyd Brewster,
Money, banking, and financial markets / Lloyd B. Thomas.
p. cm.
Includes bibliographical references and index.
ISBN 0-07-064436-5
1. Money. 2. Monetary policy. 3. Banks and banking.
4. Securities. 1. Title.
HG221. T3986 1996
332. 1—dc20 96-32494

INTERNATIONAL EDITION

Copyright © 1997. Exclusive rights by The McGraw-Hill Companies, Inc. for manufacture and export.
This book cannot be re-exported from the country to which it is consigned by McGraw-Hill.

The International Edition is not available in North America.

When ordering this title, use ISBN 0-07-114787-X.

http://www.mhcollege.com

Cover: “Yellow Burst,” by Hans Hofmann (1880-1966). Hofmann'’s work reflects a belief that all abstract art
has its origin in nature. Through use of shapes and color and their relationships, he creates rhythm and move-
ment—a dynamic tension among opposing forces. Such dynamism also characterizes a highly developed fi-
nancial system.



About the Author

Lloyd B. Thomas, Jr., is Professor of Economics at Kansas State
Universsity. He received a B.A. and an M.A. in economics from the University of Mis-
souri in 1963 and 1964 and a Ph.D. from Northwestern University in 1970.

Professor Thomas has published in numerous professional economic journals, primarily
in the areas of his chief academic interests—macroeconomic policy, monetary econom-
ics, and international finance. He is the author or co-author of four previous textbooks,
all of which have been published in multiple editions.

Recognized as an excellent teacher, Professor Thomas has won numerous teaching awards.
His teaching interests lie chiefly in the areas of money and banking, monetary theory and
policy, and principles of economics. Professor Thomas has taught at Northwestern Uni-
versity, the University of California at Berkeley, Florida State University, the University
of Delaware, and the University of Idaho. For fun, he enjoys running and playing tennis.



Preface xix

PART 1 INTRODUCTION 1

CHAPTER 1 MONEY, BANKING, AND FINANCIAL MARKETS:
AN OVERVIEW 3

INTRODUCTION 3
MONEY AND BANKING: KEY CONCEPTS 4
Money 4 / Banks 6 / Interest Rates 7 / The Federal Budget Deficit 8
KEY FINANCIAL MARKETS 10
The Stock Market 11 / The Bond Market 13 / The Foreign Exchange Market 13
CONCLUSION 15
KEY TERMS 16
NOTE TO STUDENTS AND INSTRUCTOR 16
CHAPTER 2 MONEY: ITS NATURE, FUNCTIONS, AND EVOLUTION 17
THE NATURE AND FUNCTIONS OF MONEY 17

The Meaning of Money 18 / Distinctions among Money, Wealth,

and Income 19 / Functions of Money 19

THE EVOLUTION OF MONEY AND THE PAYMENTS SYSTEM 26
Full-Bodied Money 26 / Representative Full-Bodied Money 27 / Fiat Money,
or Credit Money 27 / Checking Accounts 28 / Electronic Money 29

MODERN MEASURES OF MONEY 31

The Narrow Definition of Money: M1 31 / Broader Measures of Money: M2,

M3 33 / Which Measure Is Most Useful? 34 / Weighted Measures of Money 35

SUMMARY 36

KEY TERMS 37

STUDY QUESTIONS 37

SUGGESTIONS FOR ADDITIONAL READING 39

PART 2 FINANCIAL INSTITUTIONS, MARKETS,
AND INTEREST RATES 41

CHAPTER 3 FINANCIAL MARKETS AND INSTRUMENTS 43
ATTRIBUTES OF FINANCIAL INSTRUMENTS 46
Liquidity 46 / Risk 47 / Yield 47 / Liquidity, Risk, and Yield:
Their Relationship 48 / Ranking Financial Claims by Their Liquidity 48
CLASSIFICATION OF FINANCIAL MARKETS 49
Debt versus Equity Markets 50 / Primary versus Secondary Markets 50 /
Organized versus Over-the-Counter Markets 51 / Money versus Capital Markets 51

vii



CHAPTER 4

CHAPTER 5

CHAPTER 6

Contents

THE U.S. GOVERNMENT SECURITIES MARKET 52
Kinds of U.S. Government Securities 52 / Nonmarketable Government Debt 60
INSTRUMENTS OF THE MONEY AND CAPITAL MARKETS 60

Instruments of the Money Market 60 / Instruments of the Capital Market 64
SUMMARY 67

KEY TERMS 68

STUDY QUESTIONS 68

SUGGESTIONS FOR ADDITIONAL READING 69

FINANCIAL INTERMEDIATION 70

THE ECONOMIC BASIS FOR FINANCIAL INTERMEDIATION 70
Risks and Costs without Intermediation 71 / Benefits of Intermediation 72
CLASSIFICATION OF FINANCIAL INTERMEDIARIES 73

Depository Institutions 74 / Contractual Savings Institutions 78 / Investment-
Type Financial Intermediaries 80

THE CHANGING NATURE OF FINANCIAL INTERMEDIATION 85

The Emergence of Retirement Funds and Mutual Funds 86 / The Decline

of Commercial Banks and Thrifts 87 / Benefits and Costs of Institutional Change 88
SUMMARY 88

KEY TERMS 89

STUDY QUESTIONS 89

SUGGESTIONS FOR ADDITIONAL READING 90

THE BEHAVIOR OF INTEREST RATES o1

PRESENT VALUE, INTEREST RATES, AND SECURITY PRICES 92
The Concept of Present Value 92 / Interest Rates and Security Prices 94
THE LOANABLE FUNDS MODEL 95

MAJOR DETERMINANTS OF INTEREST RATES 100

Inflation Expectations 100 / Federal Reserve Policy 106 / The Business
Cycle 106 / Federal Budget Deficits 108

MAJOR INTEREST RATE MOVEMENTS, 1950-1996 109
SUMMARY 114

KEY TERMS 114

STUDY QUESTIONS 114

SUGGESTIONS FOR ADDITIONAL READING 115

REAL INTEREST RATES 116

THE MEANING AND IMPORTANCE OF REAL INTEREST RATES 116
Why the Real Interest Rate Is Positive 116 / Ex Ante and Ex Post Real

Interest Rates 118

THE ESTIMATION OF REAL INTEREST RATES 120

Measuring Inflation Expectations 120 / Computing the Real Interest Rate 122

THE HISTORICAL BEHAVIOR OF REAL INTEREST RATES 124
FACTORS THAT INFLUENCE REAL INTEREST RATES 127

Supply Shocks: Changes in Energy Prices 127 / Changes in Federal Tax Policy
and the Regulatory Environment 129 / Changes in Federal Budget Deficits 129 /



CHAPTER 7

CHAPTER 8

Contents IX

Deregulation of the Financial System 130 / Federal Reserve Policy 130

ARE FINANCIAL MARKETS SUBJECT TO MONEY ILLUSION? 131
SUMMARY 132

KEY TERMS 132

STUDY QUESTIONS 132

SUGGESTIONS FOR ADDITIONAL READING 134

THE TERM STRUCTURE AND RISK STRUCTURE

OF INTEREST RATES 135

THE TERM STRUCTURE OF INTEREST RATES 135

THEORIES OF TERM STRUCTURE 138

The Pure Expectations Theory 138 / The Liquidity Premium Theory 142 /
The Segmented Markets Theory 144 / The Preferred Habitat Theory 147
TERM STRUCTURE THEORIES: HOW WELL DO THEY EXPLAIN

THE FACTS? 148

Fact 1: The Upward-Sloping Yield Curve Predominates 148 / Fact 2: The Yield
Curve Typically Shifts Rather Than Rotates 150 / Fact 3: The Yield Curve Exhibits
a Regular Cyclical Pattern 150

THE RISK STRUCTURE OF INTEREST RATES 154
SUMMARY 157

KEY TERMS 158

STUDY QUESTIONS 158

SUGGESTIONS FOR ADDITIONAL READING 159

THE FOREIGN EXCHANGE MARKET 160

FOREIGN EXCHANGE MARKETS AND RATES 160

The Foreign Exchange Market 161 / The Foreign Exchange Rate 162 /

Fixed and Floating Exchange Rates 163 / Spot and Forward Exchange Markets 164 /
The Importance of the Exchange Rate 167

EXCHANGE RATE DETERMINATION 168

LONG-RUN EXCHANGE RATE DETERMINANTS 170

Relative Price Level Behavior 170 / Other Long-Run Exchange Rate
Determinants 174 / Long-Run Exchange Rate Determinants: Summary 175
SHORT-RUN EXCHANGE RATE DETERMINANTS 176

Expected Returns from Investing at Home and Abroad 176 / The Interest Parity
Condition 177 / Equilibrium in the Foreign Exchange Market 178 / Factors
Causing Short-Run Exchange Rate Changes 180 / Examples of Forces Producing
Short-Run Exchange Rate Changes 182

CONSEQUENCES OF EXCHANGE RATE CHANGES 184

Price Level Effects 184 / Income Distribution Effects 185 / Terms-of-Trade
Effects 185

SUMMARY 185
KEY TERMS 186
STUDY QUESTIONS 187

SUGGESTIONS FOR ADDITIONAL READING 188



CHAPTER 9

CHAPTER 10

CHAPTER 11

Contents

PART 3 BANKING: STRUCTURE, REGULATION,
AND DEPOSIT INSURANCE 191

COMMERCIAL BANKING 193

THE COMMERCIAL BANK BALANCE SHEET 194
COMMERCIAL BANK LIABILITIES 195

Transactions Deposits 195 / Nontransactions Deposits 198 / Nondeposit
Borrowing 199 / Other Liabilities 200

COMMERCIAL BANK ASSETS 200

Cash Assets 200 / Loans 201 / Securities 205 / Other Assets 206
COMMERCIAL BANK CAPITAL ACCOUNTS 207
COMMERCIAL BANK MANAGEMENT 209

Liquidity Management 209 / Liability Management 214 / Capital Management 215
SUMMARY 220

KEY TERMS 221
STUDY QUESTIONS 221
SUGGESTIONS FOR ADDITIONAL READING 222

THE BANKING INDUSTRY:

STRUCTURE AND REGULATION 223

AN OVERVIEW OF MODERN U.S. BANKING 223

U.S. BANKING HISTORY AND EVOLUTION 224

The Bank of the United States 224 / The Free Banking Era 226 / The National
Banking Act of 1863 226 / The Glass-Steagall Act 227 / Recent Banking
Legislation 228

REGULATION OF THE BANKING INDUSTRY 230

Regulatory Bodies 230 / Regulatory Responsibilities 232 / Regulatory Reform 232
THE ECONOMICS OF BRANCH BANKING 234

Restrictions on Branching 235 / Responses to Restrictions on Branching 236

THE ECONOMICS OF CONSOLIDATION 237

Economies of Scale 239 / Risk Management and Portfolio Diversification 241 /
Executive Compensation 244 / Monopoly Power 244 / Conclusions 245

THE ECONOMICS OF ACTIVITY RESTRICTIONS 245

Economies of Scope 248 / Misallocation of Capital 248 / Conflicts of Interest 249
SUMMARY 249

KEY TERMS 250
STUDY QUESTIONS 250
SUGGESTIONS FOR ADDITIONAL READING 251

THE SAVINGS AND LOAN DEBACLE, COMMERCIAL BANK FAILURES,
AND DEPOSIT INSURANCE 252

SAVINGS AND LOAN FAILURES 255

The Savings and Loan Disaster of the 1980s 255 / The Government’s Response

to the Savings and Loans’ Problems 259 / Legislative Reform 262 / Summary:
The Role of Moral Hazard and Adverse Selection 263

COMMERCIAL BANK FAILURES 266

The Escalation of Bank Failures in the 1980s 266 / Regulating Bank Capital Ratios 269



CHAPTER 12

CHAPTER 13

CHAPTER 14

Contents X1

FEDERAL DEPOSIT INSURANCE 271
Recent Legislative Reform 273 / The Effectiveness of Reform Measures 274 /
Other Proposed Reforms of Deposit Insurance 274

SUMMARY 277

KEY TERMS 277

STUDY QUESTIONS 271

SUGGESTIONS FOR ADDITIONAL READING 278

PART 4 THE FEDERAL RESERVE SYSTEM
AND THE MONEY SUPPLY PROCESS 281

THE FEDERAL RESERVE SYSTEM:

ITS STRUCTURE AND FUNCTIONS 283

THE ORIGINS OF THE FEDERAL RESERVE SYSTEM 283

THE FINANCIAL STATUS OF THE FEDERAL RESERVE SYSTEM 286
The Balance Sheet of the Federal Reserve System 286 / Federal Reserve Earnings
and Expenses 289

THE STRUCTURE OF THE FEDERAL RESERVE SYSTEM 291

The Board of Governors 292 / The Federal Open Market Committee

(FOMC) 293 / The 12 Federal Reserve Banks 295 / Member Banks 297 /
The Allocation of Power within the Federal Reserve System 298

THE QUESTION OF FEDERAL RESERVE INDEPENDENCE 298

The Case for Federal Reserve Independence 302 / The Case against Federal Reserve
Independence 304

SUMMARY 305

KEY TERMS 306

STUDY QUESTIONS 306

SUGGESTIONS FOR ADDITIONAL READING 306

THE DEPOSIT EXPANSION PROCESS: A SIMPLE ANALYSIS 308
BANKS AND THE CREATION OF BANK DEPOSITS 308

Multiple Expansion of Bank Deposits 311 / Multiple Contraction of Bank Deposits 315
HOW THE FEDERAL RESERVE GETS A GRIP ON THE MONEY SUPPLY 316
SUMMARY 318

KEY TERMS 319

STUDY QUESTIONS 319

SUGGESTIONS FOR ADDITIONAL READING 320

MONEY SUPPLY DETERMINATION: THE MONETARY BASE 321
THE BASE AND MULTIPLIER FRAMEWORK 321

REASONS FOR STUDYING THE MONETARY BASE 323

THE MONETARY BASE: FUNDAMENTAL CONCEPTS 324

Derivation of the Monetary Base 324 / Sources of the Monetary Base 325 / Uses
for the Monetary Base 328

TEN FACTORS THAT CAN PRODUCE CHANGES

IN THE MONETARY BASE 330



CHAPTER 15

CHAPTER 16

Contents

The Federal Reserve’s Securities Portfolio 331 / Federal Reserve Discounts

and Advances 332 / Federal Reserve Float 333 / The U.S. Gold Stock

and the Federal Reserve’s Special Drawing Rights Account 336 / Other Federal
Reserve Assets 336/ Treasury Currency Outstanding 338 / Treasury Deposits
at the Federal Reserve 339 / Foreign and Other Deposits at the Federal

Reserve 342/ Treasury Cash Holdings 342 / Other Liabilities and Capital 342

FEDERAL RESERVE OPERATIONS AND THE MONETARY BASE 343
SUMMARY 343

KEY TERMS 344

STUDY QUESTIONS 344

SUGGESTIONS FOR ADDITIONAL READING 345

MONEY SUPPLY DETERMINATION:

THE MONEY SUPPLY MULTIPLIER 346

THE MONEY SUPPLY MULTIPLIER: DERIVATION

AND APPLICATIONS 347

Comparison with the Simple or Naive Deposit Expansion Multiplier 349 /

The Role of the Federal Reserve in Influencing the Money Supply Multiplier 350 /
Some Arithmetic Examples 351

THE IMPACT OF CHANGES IN %, r,, AND r, ON THE MULTIPLIER 352
The Impact of a Change in k 353 / The Impact of a Change in r. 353 / The Impact
of a Change in r, 354 / Historical Behavior of the Money Supply Multiplier 355
THE VARIABLES UNDERLYING THE MONEY SUPPLY MULTIPLIER

(k, r, ANDr,) 355

Determinants of the Currency Ratio (k) 357 / The Importance of k in the Money
Supply Multiplier 359 / Determinants of the Required Reserve Ratio (r,) 359 /
Determinants of the Desired Excess Reserve Ratio (r,) 362 / The Federal Reserve’s
Control of the Money Supply: The Debate 365

SUMMARY 366

KEY TERMS 367

STUDY QUESTIONS 367

SUGGESTIONS FOR ADDITIONAL READING 368

THE ROLE OF THE FEDERAL RESERVE IN THE GREAT DEPRESSION

OF THE 1930s 369

THE DEBATE ON THE CAUSES OF THE DEPRESSION 369

BANK FAILURES AND MONETARY PHENOMENA: THE FACTS 371

Bank Failures and the Run on Banks 371 / Causes of the Contraction

of the Money Supply 373

INTERPRETING THE FACTS: KEYNESIANS VERSUS MONETARISTS 375
The Keynesian View: You Can’t Push on a String 375 / The Monetarist View:

The Fed Didn’t Push 377

SUMMARY 383
KEY TERMS 384
STUDY QUESTIONS 384

SUGGESTIONS FOR ADDITIONAL READING 385



CHAPTER 17

CHAPTER 18

CHAPTER 19

Contents xm

PART 5 TOOLS AND TARGETS OF FEDERAL RESERVE POLICY 387

OPEN MARKET OPERATIONS: THE PRIMARY TOOL

OF FEDERAL RESERVE POLICY 389

OPEN MARKET OPERATIONS: FUNDAMENTAL CONSIDERATIONS 389
The Banking Act of 1935 391 / The Domain of the Federal Reserve’s Open Market
Activity 392 / The Federal Reserve’s Operations in the Foreign Exchange Market 393
THE EFFECTIVENESS OF OPEN MARKET OPERATIONS 396

The Impact of Open Market Operations 396 / Advantages of Open Market
Operations 397 / Disadvantages of Open Market Operations 398

TECHNICAL ASPECTS OF OPEN MARKET OPERATIONS 400

Defensive Operations versus Dynamic Operations 400 / Outright Transactions versus
Repurchase Agreements 401

POLICY DIRECTIVES 404

Production of a Policy Directive 404 / Implementation of the Directive 405
SUMMARY 410

KEY TERMS 410
STUDY QUESTIONS 411
SUGGESTIONS FOR ADDITIONAL READING 411

TOOLS OF FEDERAL RESERVE POLICY: DISCOUNT WINDOW POLICY
AND RESERVE REQUIREMENT POLICY 413

THE DISCOUNT WINDOW: POLICY AND PROCEDURES 413

Criteria for Bank Borrowing at the Federal Reserve 414 / Adjustment

to Reserve Deficiencies 415 / Factors That Inhibit Bank Borrowing at the Fed 417
ECONOMIC EFFECTS OF A CHANGE IN THE DISCOUNT RATE 417
Impact on Reserves, the Monetary Base, and the Money Supply 420 / Impact

on Yields, Loan Rates, and Security Prices 420 / The Announcement Effect 422
CRITICISMS AND PROPOSED REFORMS OF DISCOUNT WINDOW POLICY 423
Alleged Shortcomings of Discount Window Policy 423 / Proposed Reforms

of Discount Window Policy 426

THE RESERVE REQUIREMENT INSTRUMENT 428

Institutional Aspects of Reserve Requirements 428 / Banks’ Management

of the Reserve Position 430

ECONOMIC EFFECTS OF CHANGES IN THE RESERVE REQUIREMENT 432
Influence on the Money Supply 432 / Advantages of the Reserve Requirement
Tool 435 / Disadvantages of the Reserve Requirement Tool 436

SUMMARY 437

KEY TERMS 437
STUDY QUESTIONS 437
SUGGESTIONS FOR ADDITIONAL READING 438

CONDUCTING MONETARY POLICY: ULTIMATE GOALS AND
INTERMEDIATE TARGETS 440

THE ULTIMATE GOALS OF MONETARY POLICY 440

Price Level Stability 441 / Full Employment 441 / Stable Exchange Rate 442 /
Long-Term Economic Growth 442



Xiv

CHAPTER 20

CHAPTER 21

Contents

INTERMEDIATE MONETARY POLICY TARGETS 443

Criteria for an Effective Intermediate Target 444 / Net Free Reserves: A Flawed
Intermediate Target 445

LINKS AMONG POLICY, TARGETS, AND GOALS 447

Short-Range Variables 447 / Intermediate-Range Variables 451 / Monetarists
versus Keynesians on Appropriate Targets 454 / Money Supply Targets versus
Interest Rate Targets 454

EFFECTS OF FEDERAL RESERVE TARGETING PROCEDURES 455
Pegging Treasury Bond Yields, 1942-1951 455 / Has the Federal Reserve Been
a Destabilizing Influence? 457

SUMMARY 462

KEY TERMS 462

STUDY QUESTIONS 462

SUGGESTIONS FOR ADDITIONAL READING 463

PART 6 THE LINKAGE BETWEEN INTERMEDIATE TARGETS
AND ECONOMIC ACTIVITY 465

THE AGGREGATE DEMAND-AGGREGATE SUPPLY MODEL 467
THE AGGREGATE DEMAND-AGGREGATE SUPPLY FRAMEWORK 467
The Aggregate Demand Curve 468 / The Aggregate Supply Curve 469 /
Equilibrium OQutput and the Equilibrium Price Level 470 / Factors That Shift

the Aggregate Demand Curve 471 / Factors That Shift the Aggregate

Supply Curve 472

APPLICATIONS OF THE AGGREGATE DEMAND-AGGREGATE SUPPLY
FRAMEWORK 473

Equilibrium Output versus the Full Employment Output Level 473 / Stabilization
Policies 475 / The Dilemma Posed by Adverse Aggregate Supply Shocks 476
THE AGGREGATE DEMAND-AGGREGATE SUPPLY MODEL AND MODERN
U.S. MACROECONOMIC HISTORY 478

The Great Depression of the 1930s 478 / World War II and Postwar Inflation 480
The Post-1960 Era 480

SUMMARY 489

KEY TERMS 489

STUDY QUESTIONS 490

SUGGESTIONS FOR ADDITIONAL READING 491

THE DEMAND FOR MONEY AND VELOCITY OF MONEY 492
THE VELOCITY OF MONEY 494

The Income Velocity of Money 497 / Velocity and the Demand for Money 499
THE DEMAND FOR MONEY 500

Motives for Holding Money 501 / The Role of Interest Rates in the Demand
for Money 506 / The Role of Interest Rates in the Demand for Money:
Conclusion 512

SUMMARY 514

/



CHAPTER 22

CHAPTER 23

CHAPTER 24

Contents xv

KEY TERMS 515
STUDY QUESTIONS 515
SUGGESTIONS FOR ADDITIONAL READING 516

THE BEHAVIOR OF VELOCITY OF MONEY

IN THE UNITED STATES 517

DETERMINANTS OF VELOCITY 517

Institutional Factors 517 / Financial Technology 518 / Interest Rates 518 /
Economic Uncertainty 519 / Expected Inflation 519 / Income 519

LONG-RUN BEHAVIOR OF MONEY VELOCITY 520
Friedman’s Luxury Good Explanation 522 / Tobin’s Institutional Explanation 523
SHORT-RUN BEHAVIOR OF MONEY VELOCITY 525

Induced Changes in Velocity and the Effectiveness of Monetary Policy 527 /
The “Ratchet Effect” of Financial Innovations 527 / The Cyclical Behavior
of Velocity 528

RECENT HISTORICAL BEHAVIOR OF MONEY VELOCITY 530
VELOCITY BEHAVIOR AND MONETARY POLICY 531
SUMMARY 534

KEY TERMS 535

STUDY QUESTIONS 535

SUGGESTIONS FOR ADDITIONAL READING 536

THE IS-LM MODEL OF THE MACROECONOMY 537

THE IS-LM MODEL: FUNDAMENTAL ELEMENTS 539

Equilibrium in the Money Market: The LM Curve 539 / Factors That Cause a Shift
in the LM Curve 542 / Equilibrium in the Product Market: The IS Curve 543 /
Factors That Shift the IS Curve 545 / General Equilibrium and the Adjustment

to Disequilibrium 546

APPLICATIONS OF THE IS-LM MODEL 547

Disturbances Originating in the Monetary Sector 548 / Initiation of Overdraft
Protection 551 / Disturbances Originating in the Real Sector 552

SUMMARY 556

KEY TERMS 558
STUDY QUESTIONS 558
SUGGESTIONS FOR ADDITIONAL READING 558

THE IS-LM MODEL: IMPLICATIONS FOR MONETARY

AND FISCAL POLICY 560

DETERMINING THE SOURCES OF ECONOMIC DISTURBANCES 560
Fiscal and Other Real-Sector Disturbances 560 / Pure Monetary

Disturbances 562 / Combined Fiscal and Monetary Disturbances 562
FINANCING AN INCREASE IN GOVERNMENT EXPENDITURES 564
Tax Increase 564 / Sale of Government Securities to the Public 565 / Sale

of Government Securities to the Federal Reserve 565

KEYNESIAN VERSUS MONETARIST VIEWS IN THE IS-LM MODEL 566



xvi

CHAPTER 25

CHAPTER 26

Contents

The Interest Sensitivity of Velocity Expressed in the IS-LM Model 567 / Position,
Slope, and Stability of the Curves 569 / Recommended Policy Measures 570
SELECTION OF INTERMEDIATE MONETARY POLICY TARGETS 573

The Case of LM Uncertainty 573 / The Case of IS Uncertainty 575 / Uncertainty
in Both the IS and LM Curves 576

MONETARIST VERSUS KEYNESIAN POLICY VIEWS: SUMMARY 578
SUMMARY 579

KEY TERM 579

STUDY QUESTIONS 580

SUGGESTIONS FOR ADDITIONAL READING 581

THE TRANSMISSION OF MONETARY POLICY 582
EARLY VIEWS OF THE TRANSMISSION MECHANISM 583
Early Keynesian Views 584 / Early Monetarist Views 585

STOCK AND BOND PRICES 585

CONSUMPTION, INVESTMENT, AND NET EXPORTS 587
Consumer Expenditures 588 / Monetary Policy and Investment Spending 590 /
Net Exports (X — M) 594

THE MONEY VIEW VERSUS THE CREDIT VIEW 595

The Money View 596

The Lending, or Credit, View 598

SUMMARY 601

KEY TERMS 603

STUDY QUESTIONS 603

SUGGESTIONS FOR ADDITIONAL READING 604

MONETARISM AND THE NEW CLASSICAL MACROECONOMICS:
SKEPTICAL VIEWS OF DISCRETIONARY MONETARY POLICY 605
THE SELF-CORRECTING MECHANISM AND THE AGGREGATE
DEMAND-AGGREGATE SUPPLY MODEL 605

The Self-Correcting Mechanism 607 / The Viability of the Self-Correcting
Mechanism 608

THE ARGUMENT FOR ABANDONING DISCRETIONARY

MONETARY POLICY 609

The Federal Reserve as a Destabilizing Influence 610 / The Federal Reserve’s
Tendency to Change Objectives 612 / Lags of Monetary Policy 613

THE DEBATE OVER THE FIXED MONEY GROWTH RULE 616

Arguments for a Fixed Money Growth Rule 616 / Arguments against a Fixed
Money Growth Rule 619

THE CHALLENGE OF RATIONAL EXPECTATIONS MACROECONOMICS 621
Assumptions of Rational Expectations Macroeconomics 622 / Policy Implications

of Rational Expectations Macroeconomics 623 / Implications for the Phillips Curve 624
THE ACTIVIST CRITIQUE OF RATIONAL EXPECTATIONS
MACROECONOMICS 627

SUMMARY 628

KEY TERMS 628



CHAPTER 27

Contents xvii

STUDY QUESTIONS 628
SUGGESTIONS FOR ADDITIONAL READING 629

PART 7 THE INTERNATIONAL FINANCIAL SYSTEM 631

THE INTERNATIONAL MONETARY SYSTEM 633

THE BRETTON WOODS EXCHANGE RATE SYSTEM 634

Establishment of the International Monetary Fund 634 / The Bretton Woods (Fixed-
Exchange-Rate) System 635 / How the Bretton Woods System Operated 636 /
INTERNATIONAL MONETARY ARRANGEMENTS SINCE 1973 643

The U.S. Dollar since 1973 646 / The European Monetary System 653
SUMMARY 656

KEY TERMS 657
STUDY QUESTIONS 657
SUGGESTIONS FOR ADDITIONAL READING 658

Glossary 661

Index 671



eyelila e

I this opening section, we introduce severdl
important concepts to be studied throughout
this coursel Chapter 1 overviews the role
that money, banks, and financial markets play
in a nation’s economyM Crucial financial mar-
kets include the stock market, bond market,
and foreign exchange marketlll The prices that
are defermined in these markets are powerfully
influenced by current and expected future eco-
nomic conditionslll These prices, in turn, affect
expenditure decisions, thereby influencing eco-
nomic conditionsBl Chapter 2 examines the
nature, functions, and evolution of moneylll
Changes in the quantity of money typically
lead to changes in a nation’s output, employ-
ment, and price levelll There are several alter.
native measures of money in the United States
and other nations, and there is no clear con
census about which measure is bestl
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