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Preface

Do You Think This Might Be Important?

It’s customary for authors to begin textbooks by trying to convince readers that their sub-
ject is important—even exciting. Following the events of the financial crisis and recession
of 2007-2009, we doubt anyone needs to be convinced that the study of money, banking,
and financial markets is important. And it’s exciting . . . maybe a little too exciting. Nothing
comparable to the upheaval of 2007-2009 had happened in the financial system since the
Great Depression of the 1930s. The financial crisis changed virtually every aspect of how
money is borrowed and lent, how banks and other financial firms operate, and how policy-
makers regulate the financial system. More than five years after the beginning of the crisis,
there seems little doubt that its effects will linger for a very long time, just as did the effects
of the Great Depression.

New to This Edition

We were gratified by the enthusiastic response of students and instructors who used the
first edition. The response confirmed our view that a modern, relatively brief approach,
paying close attention to recent developments in policy and theory, would find a receptive
audience. In this second edition, we retain the approach of our first edition while making
several changes to address feedback from instructors and students and also to reflect our
own classroom experiences. Here is a summary of our key changes. Please see the pages
that follow for details about these changes:

o Replaced 7 chapter-opening cases and updated retained cases

o Added 16 new Making the Connection features, including several that appeal to stu-
dents’ personal lives and decisions

e Added more than 40 new real-time data exercises that students can complete on
MyEconLab

o Added 2 new Solved Problems features, and updated retained Solved Problems. Some
Solved Problems also involve subjects that appeal to students’ personal lives and decisions.

o Replaced or updated approximately one-half of the questions and problems at the end
of each chapter
o Updated graphs and tables with the latest available data

New Chapter-Opening Cases

Each chapter-opening case provides a real-world context for learning, sparks students’
interest in money and banking, and helps to unify the chapter. The second edition includes
the following new chapter-opening cases:

o “Will Investors Lose Their Shirts in the Market for Treasury Bonds?” (Chapter 3,
“Interest Rates and Rates of Return™)
o “Are There Any Safe Investments?” (Chapter 4, “Determining Interest Rates”)

o “Searching for Yield” (Chapter 5, “The Risk Structure and Term Structure of Interest
Rates”)

o “Using Financial Derivatives to Reduce Risk” (Chapter 7, “Derivatives and Derivative
Markets”)

e “Is Ben Bernanke Responsible for Japanese Firms Moving to the United States?”
(Chapter 8, “The Market for Foreign Exchange”)

Xvii
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e “Should You Crowd-Fund Your Startup?” (Chapter 9, “Transactions Costs, Asymmet-
ric Information, and the Structure of the Financial System”)
e “To Buy a House, You Need a Loan” (Chapter 10, “The Economics of Banking”)

New Making the Connection Features and Supporting Exercises at the End of Each Chapter
Each chapter includes two or more Making the Connection features that provide real-world
reinforcement of key concepts. Several of these Making the Connections cover topics that
apply directly to the personal lives and decisions that students make and include the sub-
title of In Your Interest.

o “Microlending Aids U.S. Small Businesses” (Chapter 1, “Introducing Money and the
Financial System”)

e “What Do People Do with Their Savings?” (Chapter 1, “Introducing Money and the
Financial System”)

e “In Your Interest: Interest Rates and Student Loans” (Chapter 3, “Interest Rates and
Rates of Return”)

o “Why Are Bond Interest Rates So Low?” (Chapter 4, “Determining Interest Rates”)

o “In Your Interest: Should You Invest in Junk Bonds?” (Chapter 5, “The Risk Structure
and Term Structure of Interest Rates”)

o “In Your Interest: Should You Invest in Emerging Markets?” (Chapter 8, “The Market
for Foreign Exchange”)

o “In Your Interest: Is It Safe to Invest Through Crowd-funding?” (Chapter 9, “Transac-
tions Costs, Asymmetric Information, and the Structure of the Financial System”)

e “In Your Interest: Corporations Are Issuing More Bonds; Should You Buy Them?”
(Chapter 9, “Transactions Costs, Asymmetric Information, and the Structure of the
Financial System”)

o “In Your Interest: Your Bank’s Message to You: ‘Please Go Away!”” (Chapter 10, “The
Economics of Banking”)

o In Your Interest: “Is Your Neighborhood ATM About to Disappear?” (Chapter 10,
“The Economics of Banking”)

e “In Your Interest: Would You Invest in a Hedge Fund if You Could?” (Chapter 11,
“Investment Banks, Mutual Funds, Hedge Funds, and the Shadow Banking System”)

>

e “Greece Experiences a ‘Bank Jog
Regulation”)

(Chapter 12, “Financial Crises and Financial

e “The Consumer Financial Protection Bureau: The New Sheriff of Financial Town”
(Chapter 12, “Financial Crises and Financial Regulation”)

o “Fedspeak vs. Transparency” (Chapter 13, “The Federal Reserve and Central Banking”)

o “In Your Interest: 1f You Were Greek, Would You Prefer the Euro or the Drachma?”
(Chapter 16, “The International Financial System and Monetary Policy”)

e “Fracking’ Transforms Energy Markets in the United States” (Chapter 17, “Monetary
Theory I: The Aggregate Demand and Aggregate Supply Model”)

Added More Than 40 New Real-Time Data Exercises That Students Can Complete

on MyEconlLab
FRED -~ MyEconLab is a powerful assessment and tutorial system that works hand-in-hand with
cconomIc oATA 1 51 Louis o Money, Banking, and the Financial System. MyEconLab includes comprehensive home-

work, quiz, test, and tutorial options, allowing instructors to manage all assessment needs



in one program. Key innovations in the MyEconLab course for Money, Banking, and the
Financial System, second edition, include the following:

o Real-time Data Analysis Exercises, marked with @, allow students and instructors to
use the absolute latest data from FRED, the online macroeconomic data bank from the
Federal Reserve Bank of St. Louis. By completing the exercises, students become famil-
iar with a key data source, learn how to locate data, and develop skills to interpret data.

o In the eText available in MyEconLab, select figures labeled MyEconLab Real-time data
allow students to display a popup graph updated with real-time data from FRED.

o Current News Exercises, new to this edition of the MyEconLab course, provide a turn-
key way to assign gradable news-based exercises in MyEconLab. Every week, Pear-
son scours the news, finds a current article appropriate for the money and banking
course, creates an exercise around this news article, and then automatically adds it to
MyEconLab. Assigning and grading current news-based exercises that deal with the
latest money, banking, financial system events and policy issues has never been more
convenient.

Other Changes

o New Solved Problems—Many students have great difficulty handling problems in ap-
plied economics. We help students overcome this hurdle by including worked-out
problems in each chapter. The following Solved Problems are new to this edition:

o “In Your Interest: How Do You Value a College Education?” (Chapter 3, “Interest
Rates and Rates of Return”)

o “In Your Interest: Should You Worry About Falling Bond Prices When the Inflation
Rate Is Low?” (Chapter 4, “Determining Interest Rates”)

o Replaced or updated approximately one-half of the questions and problems at the end
of each chapter
o Updated graphs and tables with the latest available data

Our Approach

In this book, we provide extensive analysis of the financial events of the past few years. We
believe these events are sufficiently important to be incorporated into the body of the text
rather than just added as boxed features. In particular, we stress a lesson policymakers re-
cently learned the hard way: What happens in the shadow banking system is as important
to the economy as what happens in the commercial banking system.

We realize, however, that the details of the financial crisis and recession will eventu-
ally pass into history. What we strive to do in this text is not to add to the laundry list of
facts that students must memorize. Instead, we present students with the underlying eco-
nomic explanations of why the financial system is organized as it is and how the financial
system is connected to the broader economy. We are gratified by the success of our prin-
ciples of economics textbook, and we have employed a similar approach in this textbook:
We provide students with a framework that allows them to apply the theory that they learn
in the classroom to the practice of the real world. By learning this framework, students will
understand not just the 2007-2009 financial crisis and other past events but also develop-
ments in the financial system during the years to come. To achieve this goal, we have built
four advantages into this text:

1. A framework for understanding, evaluating, and predicting
2. A modern approach

PREFACE
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3. Integration of international topics
4. A focus on the Federal Reserve

Framework of the Text: Understand, Evaluate, Predict

The framework underlying all discussions in this text has three levels. First, students
learn to understand economic analysis. “Understanding” refers to students developing
the economic intuition they need to organize concepts and facts. Second, students learn
to evaluate current developments and the financial news. Here, we challenge students to
use financial data and economic analysis to think critically about how to interpret cur-
rent events. Finally, students learn to use economic analysis to predict likely changes in the
economy and the financial system. Having just come through a period in which Federal
Reserve officials, members of Congress, heads of Wall Street firms, and nearly everyone
else failed to predict a huge financial crisis, the idea that we can prepare students to predict
the future of the financial system may seem overly ambitious—to say the least. We admit,
of course, that some important events are difficult to anticipate. But knowledge of the eco-
nomic analysis we present in this book does make it possible to predict many aspects of
how the financial system will evolve. For example, in Chapter 12, “Financial Crises and
Financial Regulation,” we discuss the ongoing cycle of financial crisis, regulatory response,
financial innovation, and further regulatory response. The latest episode in this cycle was
the passage in July 2010 of the Dodd-Frank Wall Street Reform and Consumer Protection
Act. With our approach, students learn not just the new regulations contained in Dodd-
Frank but, more importantly, the key lesson that over time innovations by financial firms
are likely to supersede many of the provisions of Dodd-Frank. In other words, students will
learn that the financial system is not static—it evolves over time in ways that can be under-
stood using economic analysis.

A Modern Approach

Textbooks are funny things. Most contain a mixture of the current and the modern
alongside the traditional. Material that is helpful to students is often presented along with
material that is not so helpful or that is—frankly—counterproductive. We believe the
ideal is to produce a textbook that is modern and incorporates the best of recent research
on monetary policy and the financial system without chasing every fad in economics or
finance. In writing this book, we have looked at the topics in the money and banking
course with fresh eyes. We have pruned discussion of material that is less relevant to the
modern financial system or no longer considered by most economists to be theoretically
sound. We have also tried to be as direct as possible in informing students of what is and
is not important in the financial system and policymaking as they exist today. For exam-
ple, rather than include the traditional long discussion of the role of reserve requirements
as a monetary policy tool, we provide a brief overview and note that the Federal Reserve
has not changed reserve requirements since 1992. Similarly, it has been several decades
since the Fed paid serious attention to targets for M1 and M2. Therefore, in Chapter 18,
“Monetary Theory II: The IS-MP Model,” we replace the IS-LM model—which assumes
that the central bank targets the money stock, rather than an interest rate—with the
IS-MP model, first suggested by David Romer more than 15 years ago. We believe that
our modern approach improves the ability of students to make the connection between
the text material and the economic and financial world they read about. (For those who
do wish to cover the IS-LM model, we provide an appendix on that model at the end of
Chapter 18.)

By cutting out-of-date material, we have achieved two important goals: (1) We pro-
vide a much briefer and more readable text, and (2) we have made room for discussion
of essential topics, such as the “shadow banking system” of investment banks, hedge



funds, and mutual funds, as well as the origins and consequences of financial crises. See
Chapter 11, “Investment Banks, Mutual Funds, Hedge Funds, and the Shadow Banking
System,” and Chapter 12, “Financial Crises and Financial Regulation.” Other texts either
omit these topics or cover them only briefly.

We have both taught money and banking to undergraduate and graduate students
for many years. We believe that the modern, real-world approach in our text will engage
students in ways that no other text can.

Integration of International Topics

When the crisis in subprime mortgages began, Federal Reserve Chairman Ben Bernanke
famously observed that it was unlikely to cause much damage to the U.S. housing market,
much less the wider economy. (We discuss Bernanke’s argument in Chapter 12, “Finan-
cial Crises and Financial Regulation,” where we note that he was hardly alone in making
such statements.) As it turned out, of course, the subprime crisis devastated not only the
U.S. housing market but the U.S. financial system, the U.S. economy, and the economies
of most of the developed world. That a problem in one part of one sector of one economy
could cause a worldwide crisis is an indication that a textbook on money and banking
must take seriously the linkages between the U.S. and other economies. Our text consists
of only 18 chapters and is one of the briefest texts on the market. We achieved this brev-
ity by carefully pruning many out-of-date and esoteric topics to focus on the essentials,
which includes a careful exploration of international topics. We devote two full chapters to
international topics: Chapter 8, “The Market for Foreign Exchange,” and Chapter 16, “The
International Financial System and Monetary Policy” In these chapters, we discuss such
issues as the European sovereign debt crisis and the increased coordination of monetary
policy actions among central banks. We realize, however, that, particularly in this course,
what is essential to one instructor is optional to another. So, we have written the text in a
way that allows instructors to skip one or both of the international chapters.

A Focus on the Federal Reserve

We can hardly claim to be unusual in focusing on the Federal Reserve in a money and
banking textbook . . . but we do! Of course, all money and banking texts discuss the Fed,
but generally not until near the end of the book—and the semester. Based on speaking to
instructors in focus groups and based on our own teaching experience, we believe that this
approach is a serious mistake. We have found that students often have trouble integrating
the material in the money and banking course. To them, the course often seems a jumble of
unrelated topics. Particularly in light of recent events, the role of the Fed can serve as a uni-
tying theme for the course. Accordingly, we provide an introduction and overview of the
Fed in Chapter 1, “Introducing Money and the Financial System,” and in each subsequent
chapter, we expand on the Fed’s role in the financial system. So, by the time students read
Chapter 13, “The Federal Reserve and Central Banking,” where we discuss the details of
the Fed’s operation, students already have a good idea of the Fed’s importance and its role
in the system.

Special Features

We can summarize our objective in writing this textbook as follows: to produce a stream-
lined, modern discussion of the economics of the financial system and of the links between
the financial system and the economy. To implement this objective, we have developed a
number of special features. Some are similar to the features that have proven popular and
effective aids to learning in our principles of economics textbook, while others were devel-
oped specifically for this book.

PREFACE
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Key Issue and Question

Issue: During the financial crisis, the bond rating agencies were criticized for having given high ratings to
securities that proved to be very risky.

Question: Should the government more closely regulate the credit rating agencies?

Answered on page 151

Key Issue-and-Question Approach

We believe that having a key issue and related key ques-
tion in each chapter provides us with an opportunity to
explain how the financial system works within the con-

text of topics students read about online and in news-

Answering the Key Question

At the beginning of this chapter, we asked:

Continued from page 124

“Should the government more closely regulate credit rating agencies?”

Like other policy questions we will encounter in this book, this question has no definitive answer. We have
seen in this chapter that many investors rely on the credit rating agencies for important information on the
default risk on bonds. During the financial crisis of 2007-2009, many bonds—particularly mortgage-backed
securities—turned out to have much higher levels of default risk than the credit rating agencies had indicated.
Some observers argued that the rating agencies had given those bonds inflated ratings because the agencies
have a conflict of interest in being paid by the firms whose bond issues they rate. Other observers, though,
argued that the ratings may have been accurate when given, but the creditworthiness of the bonds declined
rapidly following the unexpected severity of the housing bust and the resulting financial crisis.

papers and discuss among themselves and with their
families. In Chapter 1, “Introducing Money and the
Financial System,” we cover the key components of the
financial system, introduce the Federal Reserve, and
preview the important issues facing the financial sys-
tem. At the end of Chapter 1, we present 17 key issues
and questions that provide students with a roadmap
for the rest of the book and help them to understand

that learning the basic principles of money, banking,
and the financial system will allow them to analyze in-

telligently the most important issues about the financial system and monetary policy. The
goal here is not to make students memorize a catalog of facts. Instead, we use these key
issues and questions to demonstrate that an economic analysis of the financial system is
essential to understanding recent events. See pages 18-20 in Chapter 1 for a complete list

of the issues and questions.

We start each subsequent chapter with a key issue and key question and end each of
those chapters by using the concepts introduced in the chapter to answer the question.

Contemporary Opening Cases

Each chapter-opening case provides a real-world context for learning, sparks students’
interest in money and banking, and helps to unify the chapter. For example, Chapter 11,

>

“Investment Banks, Mutual Funds, Hedge Funds, and the Shadow Banking System,” opens
with a discussion of the rise of the shadow banking system in a case study entitled “When Is
a Bank Not a Bank? When It’s a Shadow Bank!” We revisit this topic throughout the chapter.

CHAPTER

1

Investment Banks, Mutual
Funds, Hedge Funds, and the
Shadow Banking System

Learning Objectives
After studying this chapter, you should be able to:

@) Explain the roles that pension funds and
insurance companies play in the financial
system (pages 334-338)

@™ Explain the connection between the shadow
banking system and systemic risk
(pages 339-342)

@D Explain how investment banks operate
(pages 314-327)

@ Distinguish between mutual funds
and hedge funds and describe their
roles in the financial system (pages
327-334)

When Is A Bank Not A Bank? When It's A Shadow Bank!

What is a hedge fund? What is the difference between
a commercial bank and an investment bank? At the

been deposited in banks, and they were using these
funds to provide credit that banks had previously
provided. These nonbanks were using newly developed
financial securities that even long-time veterans of Wall

beginning of the financial crisis of 2007-2009, most
Americans would have been unable to answer these

questions. Many members of Congress were in a Street often did not fully understand.

— Y

later became secretary of the that commercial banks were the most important financial

a administration. A Federal firms. In particular, the Federal Reserve System had been
s that by 2008, the shadow

rown to be more than 50% larger
anking system.

isis worsened, two large investment

set up in 1913 to stabilize and regulate the commercial
banking system.

Partly as a result of the financial crisis, the size of
the shadow banking system has declined relative to
the size of the commercial banking system, although
shadow banking remains larger. Following the financial
crisis, in 2010 Congress passed the Wall Street Reform
and Consumer Protection Act, or the Dodd-Frank Act,
which increased to some extent federal regulation of the

ind Lehman Brothers—and

— American International Group
mter of the storm. Although many
e also drawn into the crisis, 2007—
lirst time in U.S. history that a ma-
not originated in the commercial shadow banking system. But a number of policymakers

lems with nonbanks made dealing and economists continue to believe that shadow

fficult because U.S. policymaking banking remains a source of instability in the

and regulatory structures were based on the assumption

Sources: Zoltan Pozar, et al., “The Shadow Banking System,” Federal Reserve Bank of New York, Staff Report No. 458, July 2010, Revised February
2012; Timothy F. Geithner, “Reducing Systemic Risk in a Dynamic Financial System,” talk at The Economic Club of New York, June 9, 2008; and
Paul McCulley, “Discussion,” Federal Reserve Bank of Kansas City, Housing, Housing Finance, and Monetary Policy, 2007, p. 485.

financial system.




Making the Connection Features

Each chapter includes two to four Making
the Connection features that present real-
world reinforcement of key concepts and
help students learn how to interpret what
they read on the Web and in newspapers.
Most Making the Connection features use
relevant, stimulating, and provocative
news stories, many focused on pressing
policy issues. Several of these Making the
Connections cover topics that apply di-
rectly to the personal lives and decisions
that students make and include the subti-
tle of In Your Interest.
Here are examples:

e “In Your Interest: Interest Rates and Student

Loans” (Chapter 3, page 61)

e “In Your Interest: Interest Rates and Student Loans”

(Chapter 3, page 61)

o “In Your Interest: How Much Volatility Should You
Expect in the Stock Market?” (Chapter 7, page 210)

PREFACE

Making the Connection IRURCISINCESS

Interest Rates and Student Loans

With rising tuition costs, more students are taking out student loans, and the loans
are for larger amounts. In 2012, the total amount of student loans outstanding passed
$1 trillion for the first time—more than the total value of credit card debt. Student
loan payments are often the largest item in the budgets of recent college graduates.
Even future presidents are not immune. According to Michelle Obama: “In fact, when
[Barack and I] were first married . . . our combined monthly student loan bills were
actually higher than our mortgage.”
There are three main types of student loans:

1. Subsidized student loans

W

2. Unsubsidized student loans
3. Private loans

In 2012, most undergraduate students were eligible to borrow up to $31,000 in fed-

variety of interest rates and repayment times.

th,

eral student loans, with a maximum of $23,000 being subsidized loans. In 2012, subsi- | With a
dized federal student loans had a fixed interest rate of 3.4% and unsubsidized federal payback
loans had an interest rate of 6.8%. Under the standard repayment plan, federal student ;:;:‘::
loans are paid back over 10 years. Private student loans, obtained from banks, have a e isa

fears, you

te af di 4 di ing t 1 £ th,
are paying down the $20,000 principal more slowly, so you are paying more in total

interest over the life of your loan. With a 10-year payback period, your total interest
payments are $7,619.28, while with a 30-year payback period, your total interest
payments are nearly $27,000, or almost four times as high.

Being familiar with the interest rate concepts we are discussing in this chapter can

help students and their parents as they decide how to finance a college education. Help-
ful loan calculators are available on the studentaid.ed.gov and bankrate.com Web sites.
Sources: Rachel Louise Ensign, “Time to Repay Student Loans,” Wall Street Journal, September

15, 2012; Charlie Spiering, "At Princeton, Michelle Obama Complains about Her Student Loans,”
Washington Examiner, September 24, 2012; “Student Loans,” New York Times, September 9, 2012;
and studentaid.ed.gov.

See related problem 2.6 at the end of the chapter.

o “Has Securitization Increased Adverse Selection Prob-
lems in the Financial System?” (Chapter 9, page 263)

o “In Your Interest: Your Bank’s Message to You: ‘Please Go Away!’” (Chapter 10, page 291)
e “Did Moral Hazard Derail Investment Banks?” (Chapter 11, page 322)
e “Why Was the Severity of the 2007-2009 Recession So Difficult to Predict?” (Chapter 12,

page 355)

Each Making the Connection has at least one supporting end-of-chapter problem to

allow students to test their understanding of the topic discussed.

Solved Problem Features

Many students have great difficulty
handling problems in applied eco-
nomics. We help students overcome
this hurdle by including worked-out
problems in each chapter. Our goals
are to keep students focused on the
main ideas of each chapter and to
give students a model of how to solve
an economic problem by breaking
it down step by step. Several of these
Solved Problems cover topics that ap-
ply directly to the personal lives and
decisions that students make and in-
clude the subtitle In Your Interest.

Solved Problem 3.1A JRURCTTIIEES

Using Compound Interest to Select a Bank CD

Suppose you are considering investing $1,000 in one

of the following bank CDs:

« The first CD will pay an interest rate of 4% per

year for three years

Solving the Problem

Step 1 Review the chapter material. This problem is about compound interest, so you
may want to review the section “Compounding for More Than One Period” on

page 52.

« The second CD will pay an interest rate of 10%
the first year, 1% the second year, and 1% the
third year

‘Which CD should you choose?

Step 2 Calculate the future valul
interest rate is the same
years will be equal to the
principal, multiplied by 1

$1,0
Step 3 Calculate the future val

second CD, the interest
different compounding faf

$1,000 X (1 + 0.1

Additional exercises in the end-
of-chapter Problems and Applications

section are tied to every Solved Problem. Students can also
complete related Solved Problems on www.myeconlab.com.
(See page xxv of this preface for more on MyEconLab.)

Step 4 Decide which CD you should choose. You should choose the investment with
the highest future value, so you should choose the first CD.

EXTRA CREDIT: Note that the average interest rate received across the three years is
4% for both CDs. When asked to guess the answer to this problem without first doing
the calculations, many students choose the second CD. They reason that the high 10%
interest rate received in the first year means that even though the interest rates in the
second and third years are low, the second CD will end up with the higher future value.
As the table below shows, although the first CD starts out well behind after the first year,
it finishes the third year with the higher value. This example illustrates the sometimes
surprising results of compounding.

First CD Second CD
After 1 year $1,040.00 $1,100.00
After 2 years 1,081.60 1,111.00
After 3 years 1,124.86 1,122.11

See related problem 1.6 at the end of the chapter.
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Table 4.2 Factors That Shift the Demand Curve for Bonds

Graph of effect on
equilibrium in the
bond market

causes the demand for
bonds to ...

Al else being equal,

an increase in ... because ...

Graphs and Summary Tables

We use four devices to help students read and interpret graphs:

Figure 4.7

Expected Inflation and Interest Rates

1. From an initial equilibrium at E,, an increase in expected
inflation reduces investors'expected real return,reducing
investors’ willingness to buy bonds at any bond price. The
demand curve for bonds shifs o the left,from D to D.

2. The increase in expected inflation increases firms' willingness to
issue bonds at any bond price. The supply curve for bonds shifts
tothe right, from §, t0 5.

1. Higher expected | 3. In the new equilibrium, Ey, the bond price fall, from P, to Py

Key Terms and Problems

Key Terms

Bond rating, p. 126
Default risk (or credit risk), p. 126
Expectations theory, p. 140

Liquidity premium theory (or
preferred habitat theory), p. 147

Municipal bonds, p. 132

Risk structure of interest rates, p. 125

Segmented markets theory, p. 146

Term premium, p. 147

Term structure of interest rates,
p-137

The Risk Structure of Interest Rates
Explain why bonds with the same maturity can have different interest rates.

Review Questions 1.8 [Related to the Chapter Opener on page 124]

1.1 Briefly explain why bonds that have the same According to an article in the New York Times,

1.2

13

maturities often do not have the same interest rates.
How is a bond’s rating related to the bond
issuer’s creditworthiness?

How does the interest rate on an illiquid bond
compare with the interest rate on a liquid bond?
How does the interest rate on a bond with high

in 2012, “everyone has piled into” the junk
bond market. The article also observed,
“The average yields on these bonds have
dropped to 6.6 percent, hovering near a
record low.”

a. What are junk bonds?

b. Is there a connection between everyone

wealth increase more fundsare P
allocated to 2 2 _s . .
i X 1. Detailed captions
- - 2. Boxed notes
expected returns on _ increase holding bondsis P
E relatively more |2 D S 3. Color-coded curves
attractive >e<
4. Summary tables with graphs
Q
expected inflation  decrease holding bonds P
is relatively less | % 2 S
attractive. -
53 2 Figher expected nfiaion
25 increases supply of bonds
a & Bl
expected returnson  decrease. holding bonds P
other assets is relatively less o, B s
attractive. >‘?<
a P
riskiness of bonds decrease holding bonds P e
relative to other is relatively less 2 b g e o T
assets attractive >?< .
3.8ond
pice D,
Q falls. D,
liquidity of bonds increase holding bonds is P "
relative to other relatively more o 0 s I
assets attractive. >e<
Q
information costs decrease holding bonds P
of bonds relative to is relatively less Do s
other assets attractive. >‘?<
Q

Review Questions and Problems and
Applications—Grouped by Learning
Objective to Improve Assessment

The end-of-chapter Review Questions and Problems and
Applications are grouped under learning objectives. The
goals of this organization are to make it easier for in-
structors to assign problems based on learning objec-
tives, both in the book and in MyEconLab, and to help
students efficiently review material that they find diffi-
cult. If students have difficulty with a particular learning
objective, an instructor can easily identify which end-

of-chapter questions and problems support that

information costs compare with the interest rate
v .

objective and assign them as homework or dis-
cuss them in class. Exercises in a chapter’s Prob-
lems and Applications section are available in
MyEconLab. Using MyEconLab, students can
complete these and many other exercises on-

line, get tutorial help, and receive

2.3 Briefly describe the three theories of the term
structure.

Problems and Applications

2.4 Suppose that you want to invest for three years
to earn the highest possible return. You have

which pay interest rates of 8% in the first year,
11% in the second year, and 7% in the third year;
(b) buy a two-year bond with a 10% interest rate

three options: (a) Roll over three one-year bonds,

2.6

on TCTIATIC TOT SPATTSIT GOVETTIET DOTAS Wa
14 Wha 1.10 [Related to the Making the Connection on page 129] increasing or decreasing? Briefly explain.
: carn According to an article in the New York Times, “It b. Can we tell from the headline whether the
was the near universal agreement that potential prices of Spanish government bonds were
L5 (l::’"; conflicts were embedded in the [bond] ratings increasing or decreasing? Briefly explain.
the » . .
Hous madel,‘ What s the bond ralmgs.m.odel? What c. The article observes that Spain is “reaping the
by th potential conflicts are embedded in it? bitter harvest of a decade of ambitious and
y U Source: David Segal, “Debt Raters Avoid Overhaul After often unchecked spending on infrastructure
Crisis,” New York Times, December 7, 2009. o B o
Problems and services.” What does this observation
1.6 Dra 1.11 Some ists have argued that one impor- have ta do with the article’s headli
tant role of rating aj
show
lowe agers of firms that i|
funds raised in way] The Term Structure of Interest Rates
curve| . X . o . .
beforl best interests of the Explain why bonds with different maturities can have different interest rates.
1.7 Acco Why mllgh}: ‘he:m Review Questions gives you the highest return by 2018: (a) Buy
- ent goals than the i
bon%ls'? How doest] 21 How does the Treasury yield curve illustrate the a four-year bond on January 1, 2014; (b) buy a
o N ¢ . three-year bond January 1, 2014, and a one-year
reduce this conflict term structure of interest rates? o year o, (Y) van . Yd
N 22 What are three key facts about the t ond January 1, 3 () buy a two-year bon
managers? " atare three key facts about the term January 1, 2014, a one-year bond January 1, 2016,
structure?

and another one-year bond January 1, 2017; or
(d) buy a one-year bond January 1, 2014, and
then additional one-year bonds on the first days
of 2015, 2016, and 20177

Suppose that the interest rate on a one-year Trea-

sury bill is currently 1% and that investors expect
that the interest rates on one-year Treasury bills
over the next three years will be 2%, 3%, and 2%.
Use the expectations theory to calculate the cur-
rent interest rates on two-year, three-year, and
four-vear Treasurv note:

instant feedback and assistance
on exercises they answer incor-
rectly. Also, student learning
will be enhanced by having the
summary material and problems
grouped together by learning
objective, which will allow stu-
dents to focus on the parts of the
chapter they find most challeng-
ing. Each major section of the
chapter, paired with a learning
objective, has at least two review
questions and three problems.
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We include one or more end-of-chapter problems that test students’ understanding of
the content presented in each Solved Problem, Making the Connection, and chapter opener.
Instructors can cover a feature in class and assign the corresponding problem for home-
work. The Test Item Files also include test questions that pertain to these special features.

Data Exercises

PREFACE  xxv

Each chapter ends with at least two
Data Exercises that help students be-
come familiar with a key data source,
learn how to locate data, and develop
skills to interpret data.

Data Exercises

D5.1: [The yield curve and recessions] Go to the Web

@ site of the Federal Reserve Bank of St. Louis
(FRED) (research.stlouisfed.org/fred2/) and
for the period from January 1957 to the present
download to the same graph the data series for
the 3-month Treasury bill (TB3MS) and the

10-year Treasury note (GS10). Go to the Web site
of the National Bureau of Economic Research
(nber.org) and find the dates for business cycle
peaks and troughs (the period between a business
cycle peak and trough is a recession). During
which months was the yield curve inverted? How

Real-time Data Analysis Exercises,
marked with @, allow students and
. D5.2: [Predicting with the yield curve] Go t 8
instructors to use the very latest data from FRED, the | & wcuuryor ant ind e e “Datly Trensary
online macroeconomic data bank from the Federal Yield Curve Rates.” Briefly describe the cur-
rent shape of the yield curve. Can you use the
Reserve Bank of St. Louis.

yield curve to draw any conclusion about what

many of these periods were followed within a
year by a recession?

investors in the bond market expect will happen

to the economy in the future?

org/fred2/) and for the period from January 1997
to the present, download to the same graph the
data series for the BofA Merrill Lynch US Corpo-
rate AAA Effective Yield (BAMLCOA1CAAAEY)
and the BofA Merrill Lynch US High Yield CCC
or Below Effective Yield (BAMLHOA3HYCEY).
Describe how the difference between the yields
on high-grade corporate bonds and on junk
bonds have changed over this period.

Supplements

The authors and Pearson Education have worked together to integrate the text, print, and
media resources to make teaching and learning easier.

MyEconLab

MyEconLab is a powerful assessment and tutorial system that works hand-in-hand with
Money, Banking, and the Financial System, second edition. MyEconLab includes compre-
hensive homework, quiz, test, and tutorial options, allowing instructors to manage all as-
sessment needs in one program. Key innovations in the MyEconLab course for Money,
Banking, and the Financial System, second edition, include the following:

o Real-time Data Analysis Exercises, marked with @, allow students and instructors
to use the very latest data from FRED, the online macroeconomic data bank from the
Federal Reserve Bank of St. Louis. By completing the exercises, students become famil-
iar with a key data source, learn how to locate data, and develop skills to interpret data.

[ Do Heenpaeek - Mol Lotz - Wirsden Inberned Fapleres

. -\-.J(;){E-le research O = 26kilﬂﬁuwsn;-ma-;.lm.. -l
File [de View Fawvorites Tools Hep

< bing B9, e8P

Homework: RTDA
(ORORORORON>

Ewarcies Soares 3 of 1 pt

Avsignment sras)

Real-Time Data Analysis Exercise

»

Chck the following Bk 1o view GDP data from FRED®. Then use FREDw Economéc (ata | Dats Tools | Publications | Working Papers | Ecomomists | More
o | thatdata to answer the following questions. || TH
& For this exercise, you will need to enter data from FRED for

FRED ; Homa > FRED® Econamic Dats > Categories > National Accounts > Natio-

potential real GIW, nownmal GIVE and ceal GOP'. Then you will be
GDP/GNP

asked 1o compute statistics based on that data. Finally, vou will use
what you've learned 1o identify the curves in the graph to the right

WEOMOMIC BATA | 5T LOU FED

Tools
Using the data from FRED, enter the values for the second quarter
of 2012 (shown as 2002 - 04 = 01 in FRED) for the following series 1 Dewnload Data

i3 Ll selected Sertes: | Aodio Data List

Add 13 New Graph
Notity Me of Updates

(Entor your responses exoctly as they appear i FRED ) | Real Gross Domestic Product, 1 Decimal

Series ID Value 24 Beries GDFCI, 1947:Q1 to 2012:02, Quartesty, Bilions of Chained 2005 B
GDP s | billion Salact tags balow to filter Rt (i 20}
4 S Feries, Loo about Kegs, usa mation s quarterdy bea nipa gdp real

GDPPOT 8| bion :
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o, 6D, 1947:01 to 2012:02, Quarterly, Billions of Dollars, Seasonally
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o In the eText available in MyEconLab, select figures labeled MyEconLab Real-time data
allow students to display a popup graph updated with real-time data from FRED.

Hubbard/O'Brien: Money and Banking 2e
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ks in their checking accounts rather than as cash. The
bm 1975 to 2012 the ratio of currency to checking ac-
p to understand how over time people have balanced
tor their holdings of checking account deposits.

— .
E 1990 1965 200 005 010

Bt Lows
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007, before declining after the financial crisis cascd

the past 15 to 20 years increated their holdings of

o Current News Exercises, new to this edition of the MyEconLab course, provide a turn-
key way to assign gradable news-based exercises in MyEconLab. Each week, Pear-
son scours the news, finds a current article appropriate for the money and banking
course, creates an exercise around this news article, and then automatically adds it to
MyEconLab. Assigning and grading current news-based exercises that deal with the
latest macro events and policy issues has never been more convenient.
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L] v el om Seurdent/PlayerHomeacrk sspiThomesrorkdd s B095M 25 Bquestionlds 1 Adlushed s faized
Homework: Cument News
JHONONONRON:
Fxwrcies Scorws 0 of | pt

Bemanke Sees More Scope for Easmg to Spur U.S. Economy

Amsigremant Score: 0% (0 of 4 pta)

P

&

& | TheFederal Reserve continues v wait price 1o taking additional action to stimalate the econe
inficated the Fed sull has the abiiy to wse mosetary policy 10 "strengthen the recovery.” Bem|
that fiscal policy measures to increase growih thond alko be explored

Source: Zumhrun. Joshma. "Bermanke Sees Mare Scope for Fasing 1o Spur U5, Fconsmy.” Bloombey
antiche,

Bernanke maimained the Fed would not soccumb to pelieal pressure bur would de what the g
price level stabifity and fidll In defense of the corrent wail and see policy Bernand
take several quanters to achieve thewr fidl effect on economsc activity.”
Analvring the News

The Fed faces more poitnical pressure during lacrion years snce incumbem politcians

with reslection bids. Mowever the Fad was constructed 1o remain ax mdependent ax pozd
cantrol bank could talke the ships necessary fo promole stable pricet and economis gro

Thinking Critically Questions

1, Which of the following is 2 goal of the Fed?
On political reelection

O economic growth

Chek b aeinct your anames, (hen cheke Check Arawes

2 parts remaining Cloar 4

Other features of MyEconLab include:

| 2 pateci e ot imanke-taes-furthis-beope-or-eing-bo-spur-u-s-tconomy.

Bernanke Sees More Scope for Easing to
Spur U.S. Economy

By Jostusn Zombrun - Aug 24, 2012 10-56 AM GT

[ 1 1) B o ocomans + DuLve

Federal Reserve Chairman Ben S, Bemanke said the central bank has the abiity to take
additional steps 1o boost the economy,

“There is scope for further action by the Federal Reserve to ease financial conditions and
the recovery,” By ke said in a letter dated Aug. 22 to Califomia Republican
Daredl 1, the chairman of the Housa Oversight and Govermment Reform Committes

& St = Bernanke repeated the statement from the Federal Open
Market Commaties's Aug. 1 meeting that the Fed will provide-
“additional accommodation as needed.” He has an
opportunsty to expand on his veews in an Aug, 31 speech al
the Kansas City Fed's annual econdmic Symposium in
Jackson Hole, Wyoming.

“Thors i e b et oo by o US siocks rose, panng the Standard & Poor's 500 Index's

e, el sdrerapien o ey * first weekly dechine in almest two months, on speculation the-

[emarkn sl s e e s 535 ceniral bank will act to boost economic growth. The S&° 500

Presgmper bt Rotmeaiooocey 80020 (.7 percent to 1,411.13 at the close of trading in New
York.

o All end-of-chapter Questions and Problems, including algorithmic, graphing, and
numerical questions and problems, are available for student practice and instructor
assignment. Test Item File multiple-choice questions are available for assignment as

homework.

o The Custom Exercise Builder allows instructors the flexibility of creating their own
problems or modifying existing problems for assignment.

o The powerful Gradebook records each student’s performance and time spent on the
Tests and Study Plan and generates reports by student or chapter.



A more detailed walk-through of the student benefits and features of MyEconLab can
be found at the beginning of this book. Visit www.myeconlab.com for more information
on and an online demonstration of instructor and student features.

MyEconLab content has been created through the efforts of Melissa Honig, executive
media producer, and Noel Lotz and Courtney Kamauf, content leads.

Access to MyEconLab can be bundled with your printed text or purchased directly
with or without the full eText, at www.myeconlab.com.

Test Item File

William Seyfried of Rollins College prepared the Test Item File, which includes more than
1,500 multiple-choice and short-answer questions. Test questions are annotated with the
following information:

o Difficulty: 1 for straight recall, 2 for some analysis, and 3 for complex analysis
o Type: Multiple-choice, short-answer, and essay
o Topic: The term or concept that the question supports

o Learning objective: The major sections of the main text and its end-of-chapter ques-
tions and problems are organized by learning objective. The Test Item File questions
continue with this organization to make it easy for instructors to assign questions
based on the objective they wish to emphasize.

¢ Advanced Collegiate Schools of Business (AACSB) Assurance of Learning Standards:
Communication
Ethical Reasoning
Analytic Skills
Use of Information Technology
Multicultural and Diversity
Reflective Thinking

o Page number: The page in the main text where the answer appears allows instructors
to direct students to where supporting content appears.

o Special features in the main book: Chapter-opening story, the Key Issue & Question,
Solved Problem, and Making the Connection.

The Test Item File is available for download from the Instructor’s Resource Center
(www.pearsonhighered.com/hubbard).

The multiple-choice questions in the Test Item File are also available in TestGen
software for both Windows and Macintosh computers, and questions can be assigned via
MyEconLab. The computerized TestGen package allows instructors to customize, save,
and generate classroom tests. The TestGen program permits instructors to edit, add, or
delete questions from the Test Item Files; analyze test results; and organize a database of
tests and student results. This software allows for extensive flexibility and ease of use. It
provides many options for organizing and displaying tests, along with search and sort
features. The software and the Test Item Files can be downloaded from the Instructor’s
Resource Center (www.pearsonhighered.com/hubbard).

PowerPoint Lecture Presentation

Instructors can use the PowerPoint slides for class presentations, and students can
use them for lecture preview or review. These slides include all the graphs, tables, and
equations from the textbook. Student versions of the PowerPoint slides are available as
PDF files. These files allow students to print the slides and bring them to class for note
taking. Instructors can download these PowerPoint presentations from the Instructor’s
Resource Center (www.pearsonhighered.com/hubbard).
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Blackboard and WebCT Course Content

Pearson Education offers fully customizable course content for the Blackboard and WebCT
Course Management Systems.

Course

CourseSmart for Instructors CourseSmart goes beyond traditional expectations, provid-
ing instant online access to the textbooks and course materials you need at a lower cost to
students. And, even as students save money, you can save time and hassle with a digital
textbook that allows you to search the most relevant content at the very moment you need
it. Whether it’s evaluating textbooks or creating lecture notes to help students with dif-
ficult concepts, CourseSmart can make life a little easier. See how when you visit www.
coursesmart.com/instructors.

CourseSmart for Students CourseSmart goes beyond traditional expectations, providing
instant, online access to the textbooks and course materials students need at lower cost.
Students can also search, highlight, and take notes anywhere, at any time. See all the
benefits to students at www.coursesmart.com/students.

Accuracy Checkers, Class Testers, and Reviewers

The guidance and recommendations of the following instructors helped us to revise the
content and features of this text. While we could not incorporate every suggestion from
every reviewer, we carefully considered each piece of advice we received. We are grateful
for the hard work that went into their reviews and truly believe that their feedback was
indispensable in revising this text. We appreciate their assistance in making this the best
text it could be; they have helped teach a new generation of students about the exciting
world of money and banking.

Special thanks to Edward Scahill of the University of Scranton for preparing some of
the Making the Connection features. We also extend special thanks to Bob Gillette of the
University of Kentucky for his extraordinary work accuracy checking these chapters in
page proof format and playing a critical role in improving the quality of the final product.

Mohammed Akacem, Metropolitan State ~ Robert Gillette, University of Kentucky

College of Denver Anthony Gyapong, Pennsylvania State
Maharukh Bhiladwalla, New York University—Abington

University Sungkyu Kwak, Washburn University
Tina A. Carter, Tallahassee Community Raoul Minetti, Michigan State University

College Hilde E. Patron-Boenheim, University of
Darian Chin, California State West Georgia

University-Los Angeles Andrew Prevost, Ohio University
Dennis Farley, Trinity Washington Edward Scahill, University of Scranton

University Heather L.R. Tierney, University of
Amanda S. Freeman, Kansas State California, San Diego

University

First Edition Accuracy Checkers, Class Testers,
and Reviewers

Special thanks to Ed Scahill of the University of Scranton for preparing the An Inside Look
news feature in the first edition. Nathan Perry of Mesa State College and Robert Gillette of
the University of Kentucky helped the authors prepare the end-of-chapter problems.
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We are also grateful to Robert Gillette of the University of Kentucky, Duane Graddy
of Middle Tennessee State University, Lee Stone of the State University of New York at
Geneseo, and their students for class-testing manuscript versions and providing us with
guidance on improving the chapters.

First Edition Accuracy Checkers

In along and relatively complicated manuscript, accuracy checking is of critical importance.
Our thanks go to a dedicated group who provided thorough accuracy checking of both the
manuscript and page proof chapters. Special thanks to Timothy Yeager of the University
of Arkansas for both commenting on and checking the accuracy of all 18 chapters of the
manuscript.

Clare Battista, California Polytechnic State ~ Robert Gillette, University of Kentucky
University—-San Luis Obispo Woodrow W. Hughes, Jr., Converse

Howard Bodenhorn, Clemson University College

Lee A. Craig, North Carolina State Andrew Prevost, Ohio University

University Ellis W. Tallman, Oberlin College
Anthony Gyapong, Pennsylvania Timothy Yeager, University of Arkansas
State University

First Edition Reviewers and Focus Group Participants

We also appreciate the thoughtful comments of our reviewers and focus group partici-
pants. They brought home to us once again that there are many ways to teach a money and
banking class. We hope that we have written a text with sufficient flexibility to meet the
needs of most instructors. We carefully read and considered every comment and sugges-
tion we received and incorporated many of them into the text. We believe that our text has
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been greatly improved as a result of the reviewing process.

Mohammed Akacem, Metropolitan
State College of Denver

Stefania Albanesi, Columbia
University

Giuliana Andreopoulos-Campanelli,
William Paterson University

Mohammad Ashraf, University of
North Carolina-Pembroke

Cynthia Bansak, St. Lawrence
University

Clare Battista, California Polytechnic
State University—San
Luis Obispo

Natalia Boliari, Manhattan College

Oscar Brookins, Northeastern
University

Michael Carew, Baruch College

Tina Carter, Florida State University

Darian Chin, California State
University—-Los Angeles

Chi-Young Choi, University of Texas
at Arlington

Julie Dahlquist, University of Texas at
San Antonio

Peggy Dalton, Frostburg State
University

H. Evren Damar, State University of
New York-Brockport

Ranyjit Dighe, State University of New
York College-Oswego

Carter Doyle, Georgia State
University

Mark Eschenfelder, Robert Morris
University

Robert Eyler, Sonoma State
University

Bill Ford, Middle Tennessee State
University

Amanda Freeman, Kansas State
University

Joseph Friedman, Temple University
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CHAPTER

Introducing Money and the

Financial System

Learning Objectives
After studying this chapter, you should be able to:

€ED !dentify the key components of the financial
system (pages 2-15)

€D Provide an overview of the financial crisis of
2007-2009 (pages 15-18)

Is Prosperity Just Around the Corner?

In 2007, the United States entered what is likely to be
the worst recession of your lifetime. Millions of people
lost their jobs during the recession. Although the reces-
sion ended in June 2009, the recovery was weak and in
late 2012, the unemployment rate was still very high at
just below 8%. When the recession began, few econo-
mists or policymakers suspected that it would be so
deep or that the recovery would be so slow.

The only comparable episode in the past 100 years
was the Great Depression of the 1930s. In 1931, Presi-
dent Herbert Hoover famously announced, “Prosperity
is just around the corner,” even though nine more years
of high unemployment lay ahead. During and after
the recession of 2007-2009, some policymakers and
economists made similarly incorrect predictions that
prosperity would soon return. In the fall of 2012, there
were some signs that the economic recovery was pick-
ing up steam and the unemployment rate was heading
toward more normal levels. Even the most optimistic
forecasters, however, believed it would take several
more years for the economy to return to unemployment
rates of 5% to 5.5%, which economists consider to be
full employment.

€ED cxplain the key issues and questions the finan-
cial crisis raises (pages 18-20)

Why was the recession of 2007-2009 so severe, and
why was the recovery so weak? The simple answer is
that unlike any other recession since the Great Depres-
sion of the 1930s, the recession of 2007-2009 had been
accompanied by a financial crisis.

To understand why a financial crisis deepens a
recession, think about how dependent farmers are on
water. Large areas of southern Arizona and California’s
central valley have rich soils but receive very little rain.
Without an elaborate irrigation system of reservoirs
and canals, water would not flow to these areas, and
farmers could not raise their vast crops of lettuce,
asparagus, cotton, and more. The financial system is
like an irrigation system, although it is money, not
water, that flows through the financial system. During
the economic crisis that began in 2007, the financial
system was disrupted, and large sections of the U.S.
economy were cut off from the flow of funds they
needed to thrive. Just as cutting off the irrigation
water in California’s San Joaquin Valley would halt the
production of crops, the financial crisis resulted in a
devastating decline in production of goods and services
throughout the economy.
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Like engineers trying to repair a damaged irrigation
canal to restore the flow of water, officials of the U.S.
Treasury Department and the Federal Reserve (the Fed)
took strong actions during the financial crisis to restore
the flow of money through banks and financial markets
to the firms and households that depend on it. Although
some of these policies were controversial, most econo-
mists believe that some government intervention was
necessary to pull the economy out of a deep recession.

Learning Obijective

Identify the key
components of the
financial system.

Asset Anything of value
owned by a person or a
firm.

Financial asset An asset
that represents a claim

on someone else for a
payment.

Security A financial asset
that can be bought and
sold in a financial market.

Financial market A place
or channel for buying or
selling stocks, bonds, and
other securities.

Few households or firms escaped the fallout from
the financial crisis and the recession it caused, so they
came to realize the importance of the financial system.
However, people also came to realize that the financial
system had become very complex.

In this chapter, we provide an overview of the
important components of the financial system and in-
troduce key issues and questions that we will explore
throughout the book.

Key Components of the Financial System

The purpose of this book is to provide you with the tools you need to understand the
modern financial system. First, you should be familiar with the three major components
of the financial system:

1. Financial assets
2. Financial institutions
3. The Federal Reserve and other financial regulators

As vendors in baseball parks like to yell: “You can’t tell the players without a program.”
We will briefly consider each of these components now and then return to them in later
chapters.

Financial Assets
An asset is anything of value owned by a person or a firm. A financial asset is a financial
claim, which means that if you own a financial asset, you have a claim on someone else
to pay you money. For instance, a bank checking account is a financial asset because
it represents a claim you have against a bank to pay you an amount of money equal to
the dollar value of your account. Economists divide financial assets into those that are
securities and those that aren’t. A security is tradable, which means that it can be bought
and sold in a financial market. Financial markets are places or channels for buying and
selling stocks, bonds, and other securities, such as the New York Stock Exchange. If you
own a share of stock in Apple or Google, you own a security because you can sell that
share in the stock market. If you have a checking account at Citibank or Wells Fargo,
you can’t sell it. So, your checking account is an asset but not a security.

In this book, we will discuss many financial assets. The following are five key
categories of assets:

. Money

. Stocks

. Bonds

. Foreign exchange
. Securitized loans

Ul s W N =

Money Although we typically think of “money” as coins and paper currency, even the
narrowest government definition of money includes funds in checking accounts. In fact,
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economists have a very general definition of money: Anything that people are willing to
accept in payment for goods and services or to pay off debts. The money supply is the
total quantity of money in the economy. As we will see in Chapter 2, money plays an
important role in the economy, and there is some debate about the best way to measure it.

Stocks Stocks, also called equities, are financial securities that represent partial
ownership of a corporation. When you buy a share of Microsoft stock, you become a
Microsoft shareholder, and you own part of the firm, although only a tiny part because
Microsoft has issued millions of shares of stock. When a firm sells additional stock, it
is doing the same thing that the owner of a small firm does when taking on a partner:
increasing the funds available to the firm, its financial capital, in exchange for increasing
the number of the firm’s owners. As an owner of a share of stock in a corporation, you
have a legal claim to a share of the corporation’s assets and to a share of its profits, if
there are any. Firms keep some of their profits as retained earnings and pay the remain-
der to shareholders in the form of dividends, which are payments corporations typi-
cally make every quarter.

Bonds When you buy a bond issued by a corporation or a government, you are lending
the corporation or the government a fixed amount of money. The interest rate is the cost
of borrowing funds (or the payment for lending funds), usually expressed as a percent-
age of the amount borrowed. For instance, if you borrow $1,000 from a friend and pay
him back $1,100 a year later, the interest rate on the loan was $100/$1,000 = 0.10, or
10%. Bonds typically pay interest in fixed dollar amounts called coupons. When a bond
matures, the seller of the bond repays the principal. For example, if you buy a $1,000
bond issued by IBM that has a coupon of $65 per year and a maturity of 30 years, IBM
will pay you $65 per year for the next 30 years, at the end of which IBM will pay you the
$1,000 principal. A bond that matures in one year or less is a short-term bond. A bond
that matures in more than one year is a long-term bond. Bonds can be bought and sold in
financial markets, so, bonds are securities just as stocks are.

Foreign Exchange Many goods and services purchased in a country are produced out-
side that country. Similarly, many investors buy financial assets issued by foreign govern-
ments and firms. To buy foreign goods and services or foreign assets, a domestic business
or a domestic investor must first exchange domestic currency for foreign currency. For
example, consumer electronics giant Best Buy exchanges U.S. dollars for Japanese yen
when importing Sony televisions. Foreign exchange refers to units of foreign currency.
The most important buyers and sellers of foreign exchange are large banks. Banks engage
in foreign currency transactions on behalf of investors who want to buy foreign financial
assets. Banks also engage in foreign currency transactions on behalf of firms that want to
import or export goods and services or to invest in physical assets, such as factories, in
foreign countries.

Securitized Loans If you don't have the cash to pay the full price of a car or a house, you
can apply for a loan at a bank. Similarly, if a developer wants to build a new office build-
ing or shopping mall, the developer can also take out a loan with a bank. Until about 30
years ago, banks made loans with the intention of making profits by collecting interest

Money Anything that
is generally accepted in
payment for goods and
services or to pay off debts.

Money supply The total
quantity of money in the
economy.

Stock Financial securities
that represent partial
ownership of a firm; also
called equities.

Dividend A payment that
a corporation makes to its
shareholders.

Bond A financial security
issued by a corporation or a
government that represents
a promise to repay a fixed
amount of money.

Interest rate The cost of
borrowing funds (or the
payment for lending funds),
usually expressed as a
percentage of the amount
borrowed.

Foreign exchange Units
of foreign currency.
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Securitization The process
of converting loans and
other financial assets

that are not tradable into
securities.

Financial liability A
financial claim owed by a
person or a firm.

Financial intermediary
A financial firm, such as a
bank, that borrows funds
from savers and lends them
to borrowers.

payments on a loan until the borrower paid off the loan. It wasn't possible to sell most
loans in financial markets, so loans were financial assets but not securities. Then, the fed-
eral government and some financial firms created markets for many types of loans (see
Chapter 11). Loans that banks could sell on financial markets became securities, so the
process of converting loans into securities is known as securitization.

For example, a bank might grant a mortgage, which is a loan a borrower uses to
buy a home, and sell it to a government-sponsored enterprise or a financial firm that
will bundle the mortgage together with similar mortgages that other banks granted.
This bundle of mortgages will form the basis of a new security called a mortgage-backed
security that will function like a bond. Just as an investor can buy a bond from IBM, the
investor can buy a mortgage-backed security from the government agency or financial
firm. The bank that grants, or originates, the original mortgages will still collect the
interest paid by the borrowers and send those interest payments to the government
agency or financial firm to distribute to the investors who have bought the mortgage-
backed security. The bank will receive fees for originating the loan and for collecting the
loan payments from borrowers and distributing them to lenders.

Note that what a saver views as a financial asset a borrower views as a financial
liability. A financial liability is a financial claim owed by a person or a firm. For exam-
ple, if you take out a car loan from a bank, the loan is an asset from the viewpoint of the
bank because it represents your promise to make a certain payment to the bank every
month until the loan is paid off. But the loan is a liability to you, the borrower, because
you owe the bank the payments specified in the loan.

Financial Institutions

The financial system matches savers and borrowers through two channels: (1) Banks
and other financial intermediaries and (2) financial markets. These two channels
are distinguished by how funds flow from savers, or lenders, to borrowers and by
the financial institutions involved.! Funds flow from lenders to borrowers indirectly
through financial intermediaries, such as banks, or directly through financial markets,
such as the New York Stock Exchange.

If you get a loan from a bank to buy a car, economists refer to this flow of funds as
indirect finance. The flow is indirect because the funds the bank lends to you come from
people who have put money in checking or savings deposits in the bank; in that sense,
the bank is not lending its own funds directly to you. On the other hand, if you buy
stock that a firm has just issued, the flow of funds is direct finance because the funds are
flowing directly from you to the firm.

Savers and borrowers can be households, firms, or governments, both domestic and
foreign. Figure 1.1 shows that the financial system channels funds from savers to bor-
rowers, and channels returns back to savers, both directly and indirectly. Savers receive

Note that for convenience, we sometimes refer to households, firms, and governments that have funds
they are willing to lend or invest as lenders, and we refer to households, firms, and governments that wish
to use those funds as borrowers. These labels are not strictly accurate because the flow of funds does not
always take the form of loans. For instance, investors who buy stock are buying part ownership in a firm,
not lending money to the firm.
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Financial System

Financial
Markets

Savers Borrowers

Households Firms Government

Financial
Intermediaries

Y

Figure 1.1 Moving Funds Through the Financial System
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\

The financial system transfers funds from savers to borrowers. Borrowers transfer returns back to savers through the financial system. Savers and

borrowers include domestic and foreign households, businesses, and governments.

their returns in various forms, including dividend payments on stock, coupon payments
on bonds, and interest payments on loans.

Financial Intermediaries Commercial banks are the most important financial inter-
mediaries. Commercial banks play a key role in the financial system by taking in deposits
from households and firms and investing most of those deposits, either by making loans
to households and firms or by buying securities, such as government bonds or secu-
ritized loans. Most households rely on borrowing money from banks when they purchase

Commercial bank A
financial firm that serves as
a financial intermediary by
taking in deposits and using
them to make loans.
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“big-ticket items,” such as cars or homes. Similarly, many firms rely on bank loans to meet
their short-term needs for credit, such as funds to pay for inventories or to meet their
payrolls. Many firms rely on bank loans to bridge the gap between the time they must
pay for inventories or meet their payrolls and when they receive revenues from the sales
of goods and services. Some firms also rely on bank loans to meet their long-term credit
needs, such as funds they require to physically expand the firm.

In each chapter, the Making the Connection feature discusses a news story or another
application related to the chapter material. Read the following Making the Connection
for a discussion of how firms were affected by the decline in bank lending during the
financial crisis that began in 2007.

Making the Connection

Microlending Aids U.S. Small Businesses

Low-income countries generally have poorly developed financial markets. Typically,
these countries have no stock and bond markets and only weak banking systems. As a
result, the owners of small firms in these countries have had to rely for funds on their
own savings, the savings of relatives and friends, or a few local lenders who often charge
very high interest rates. In recent years, some small firms have gained access to funds
through microlending or microfinance. Microlending involves making small loans,
often just a few hundred dollars or less, to people attempting to start or expand small
businesses. The loans are made by a variety of groups, including pooled savings from
a village, international aid agencies, or large financial firms, such as Citigroup, often
operating through small local banks.

According to many economists, microlending has aided economic growth in low-
income countries. Few economists saw microlending playing a role in the U.S. financial
system because U.S. firms typically have access to bank loans. But the financial crisis of
2007-2009 greatly reduced the ability of small businesses to borrow from banks.

Large businesses can raise funds in financial markets by selling stocks and bonds,
but small businesses don’t have this option. Because it’s costly for investors to gather in-
formation on small businesses, these businesses cannot sell stocks and bonds and must
rely instead on loans from banks. Firms use bank loans for a variety of purposes, includ-
ing to bridge the gap between when the firms must pay employees and suppliers and
when they receive revenue from selling their products.

Over the past 20 years, the relationship between banks and small businesses has
changed. At one time, government regulations kept many banks small. As a result, banks
made most of their loans in a limited geographic area. In those circumstances, bank
loan officers usually had extensive personal knowledge of the finances of most local
businesses and used that knowledge to determine whether to grant loans. By the 2000s,
changes in banking law meant that many small businesses were receiving loans from
banks that operated on a regional, or even national, basis. These larger banks typically
applied fixed guidelines for granting loans that left little room for the personal judg-
ment traditionally exercised by loan officers of small banks. Such guidelines were both
good news and bad news for small businesses. On the one hand, businesses that met the
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guidelines would receive loans even if aspects of their financial situation not covered by
the guidelines made them riskier borrowers. On the other hand, businesses that failed to
meet the guidelines might be turned down for loans even though they were very likely to
be able to make their payments.

By the mid-2000s, though, many banks became convinced that it would be prof-
itable to loosen their loan guidelines to make more borrowers eligible to receive credit.
These banks believed that the larger number of borrowers who would default on their
loans because of the looser guidelines would be more than offset by the payments received
from the additional borrowers who would now qualify for loans. Unfortunately, during
the financial crisis that began in mid-2007, the number of borrowers defaulting on loans
turned out to be much higher than banks had predicted. Loan losses began rising in the
spring of 2008, and by the end of 2009, they were four times greater than at the end of 2007.

In fact, the loan losses during 2007-2009 were by far the largest since the Great
Depression of the 1930s. Partly as a result of these losses and partly because of pressure
from government bank regulators, most banks tightened their loan guidelines, which
made it much more difficult for households and businesses to qualify for loans. Between
2009 and 2010, business loans declined by about 40% before beginning to recover. Large
U.S. banks have significantly reduced their small business lending, offering these busi-
nesses credit cards instead. Because the credit cards often have low credit limits, involve
fees, and have high interest rates, many small businesses find credit cards much less
desirable than loans.

Cut off from their normal source of funds, many small businesses had to resort to
drastic measures, such as borrowing from pawnshops or borrowing from friends and
family members, in order to survive. It was no surprise, then, when many economists
argued during the crisis that the economy would not recover until banks increased their
lending to small businesses.

In 2012, some small firms began to turn to lenders willing to make microloans similar
to those seen in low-income countries. For example, Mohamed Diallo is a cab driver in
New York City who needed a loan to buy a cab and go into business for himself. Unable
to find a bank willing to lend him money, he was finally able to secure a $2,000 microloan
from the Business Center for New Americans, a nonprofit organization. The U.S. Small
Business Administration, a federal government agency, has provided funds to a number of
microlenders across the country, in an attempt to increase lending to small businesses.

As the U.S. financial system has evolved since the financial crisis, a surprising

change has been the increased importance of microlending to small businesses.
Sources: Joseph Adinolfi, “Mini Loans Feed Bigger Ambitions,” Wall Street Journal, September 8, 2012;
lan Mount, “When Banks Won't Lend, There Are Alternatives, Though Often Expensive,” New York

Times, August 1, 2012; and Gary Fields, “People Pulling Up to Pawnshops Today Are Driving Cadillacs
and BMWs," Wall Street Journal, December 30, 2008.

See related problem 1.8 at the end of the chapter.

Nonbank Financial Intermediaries Some financial intermediaries, such as savings and
loans, savings banks, and credit unions, are legally distinct from banks, although these
“nonbanks” operate in a very similar way by taking in deposits and making loans. Other

7
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Portfolio A collection of
assets, such as stocks and
bonds.

financial intermediaries include investment banks, insurance companies, pension funds,
mutual funds, and hedge funds. Although these institutions don't at first glance appear to
be very similar to banks, they fulfill a similar function in the financial system by channeling
funds from savers to borrowers.

Investment Banks Investment banks, such as Goldman Sachs and Morgan Stanley, differ
from commercial banks in that they do not take in deposits and rarely lend directly to
households. Instead, they provide advice to firms issuing stocks and bonds or consider-
ing mergers with other firms. They also engage in underwriting, in which they guarantee
a price to a firm issuing stocks or bonds and then make a profit by selling the stocks or
bonds at a higher price. In the late 1990s, investment banks increased their importance as
financial intermediaries by becoming heavily involved in the securitization of loans, par-
ticularly mortgage loans. Investment banks also began to engage in proprietary trading,
which involves earning profits by buying and selling securities.

Insurance Companies Insurance companies specialize in writing contracts to protect their
policyholders from the risk of financial losses associated with particular events, such as
automobile accidents or fires. Insurance companies collect premiums from policyholders,
which the companies then invest to obtain the funds necessary to pay claims to poli-
cyholders and to cover their other costs. So, for instance, when you buy an automobile
insurance policy, the insurance company may lend the premiums you pay to a hotel chain
that needs funds to expand.

Pension Funds For many people, saving for retirement is the most important form of
saving. Pension funds invest contributions from workers and firms in stocks, bonds, and
mortgages to earn the money necessary to pay pension benefit payments during workers’
retirements. With about $13 trillion in assets in 2011, private and state and local govern-
ment pension funds are an important source of demand for financial securities.

Mutual Funds A mutual fund, such as Fidelity Investment’s Magellan Fund, obtains money
by selling shares to investors. The mutual fund then invests the money in a portfolio of
financial assets, such as stocks and bonds, typically charging a small management fee for
its services. By buying shares in a mutual fund, savers reduce the costs they would incur if
they were to buy many individual stocks and bonds. Small savers who have only enough
money to buy a few individual stocks and bonds can also lower their investment risk by
buying shares in a mutual fund because most mutual funds hold a large number of stocks
and bonds. If a firm issuing a stock or a bond declares bankruptcy, causing the stock or
bond to lose all of its value, the effect on a mutual fund’s portfolio is likely to be small.
The effect might be devastating, though, on a small investor who had invested most of his
or her savings in the stock or bond. Because mutual funds are willing to buy back their
shares at any time, they also provide savers with easy access to their money.

Hedge Funds Hedge funds, such as Bridgewater run by Ray Dalio, are similar to mutual
funds in that they accept money from investors and use the funds to buy a portfolio of
assets. However, a hedge fund typically has no more than 99 investors, all of whom are
wealthy individuals or institutions such as pension funds. Hedge funds typically make
riskier investments than do mutual funds, and they charge investors much higher fees.
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Financial Markets Financial markets are places or channels for buying and selling stocks,
bonds, and other securities. Traditionally, financial markets have been physical places,
such as the New York Stock Exchange, which is located on Wall Street in New York City, or
the London Stock Exchange, which is located in Paternoster Square in London. On these
exchanges, dealers would meet face-to-face to trade stocks and bonds. Today, most securi-
ties trading takes place electronically between dealers linked by computers and is called
“over-the-counter” trading. NASDAQ, which originally stood for the National Association
of Securities Dealers Automated Quotation System, is an over-the-counter market on which
the stocks of many high-tech firms such as Apple and Intel are traded. Stocks and bonds
sold in a particular market are “listed” on that market. For instance, General Electric is
listed on the New York Stock Exchange, and Apple is listed on NASDAQ.

Economists make a distinction between primary markets and secondary markets. A
primary market is a financial market in which stocks, bonds, and other securities are
sold for the first time. An initial public offering (IPO) refers to when a company for the
tirst time sells its stock in the primary market. For example, Facebook’s IPO took place
in May 2012. A secondary market is a financial market in which investors buy and sell
already existing securities. For example, if you purchased Facebook stock in 2012 and
sold it in 2013, that sale took place in the secondary market. Primary and secondary
markets can be in the same physical—or virtual—place, as when an IPO takes place for a
stock listed on the New York Stock Exchange or on NASDAQ.

Making the Connection

What Do People Do with Their Savings?

If you’re like most college students, your primary financial asset is your checking

account. After you begin your career, though, you’ll accumulate a variety of different
assets. The Federal Reserve System publishes data on household holdings of financial
assets that shows how households divide up their total financial wealth. The figure
below compares households’ holdings of financial assets in 1978 and 2012. Some assets,
such as stocks and bonds, are supplied by financial markets. Other assets, such as bank
deposits and mutual fund shares, are supplied by financial intermediaries.
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Primary market A
financial market in which
stocks, bonds, and other
securities are sold for the
first time.

Secondary market A
financial market in which
investors buy and sell
existing securities.
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